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Planning Guide Information
Supersedes previous planning guide dated April 1, 2021. Please direct questions or suggestions to the City Subject
Matter Experts.

Guidance is based on the extensive research, brainstorming and reviews conducted as part of the planning guide
update process. For this update, guidance was also informed by discussion with:
e Municipal Research and Services Center (MRSC)

Guidance is intended only for internal use to help auditors gain an understanding of cities. The guide is intended
to enhance planning and risk assessment procedures, not replace them. Information in the guide should therefore
be considered along with other planning and risk assessment procedures. While guidance is designed to be as
comprehensive as feasible, auditors must be alert for audit issues and situations not specifically addressed.

This guide is used by the State Auditor’'s Office staff as they plan audit engagements. Information
presented in this document does not represent policy or legal guidance. State agencies and local
governments should contact their legal counsels with specific questions.
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WHAT'S NEW
Auditors should be aware of the following:
e Golf Course — Guidance added on risks associated with golf courses managed by city employees or
contracted out to a third-party service provider. The golf course testing strategies in TeamMate have
also been updated.

REQUIRED RISKS TO ASSESS

The following risks must be documented as red flags and discussed during brainstorming to ensure sufficient
consideration. They should be prioritized for all audit types to the extent they are applicable and significant to
the city and type of audit.

EFT Controls

Payroll and vendor electronic file transfer (EFT) related cyber frauds continue to occur. Accordingly, controls over
EFTs is a required risk to assess for all entities we audit. When assessing this area of risk, auditors should talk
with the entity about its controls related to changing existing EFT contact information and associated bank account
numbers. The approach perpetrators of these frauds use has evolved to include changing contact information for
existing EFT transactions before requesting a change to the associated bank account numbers. Previously, entities
were encouraged to follow up with the contact information known at the time of the request for changes to bank
account information; however, a stronger control is to independently confirm any change to payroll or vendor
profile contact information or banking account information. Individuals with the ability to change or add EFT
accounts need to have clear guidance on the process to authorize these changes through a proper validation
method.A testing strategy is available in TeamMate at Accountability | Expenses | EFT Disbursements | Controls
over EFTs. Contact Team IT Audit at SAOITAudit@sao.wa.gov for additional clarification or guidance.

Financial Condition

Financial condition risk will be assessed as a baseline test for accountability audits and as part of our going concern
analysis for financial audits. Governments have experienced a wide range of effects as a result of COVID-19, so
auditors should be alert for impacts to financial condition and review FYI 2020-01 for expected disclosures.
Utilities, including water providers, may have been impacted by the governor’s proclamations on deferrals of late
payments and prohibitions against shut-off of service, see Appendix 3 — COVID 19 Impacts in the Water-Sewer
Districts planning guide. The proclamation expired September 30, 2021. See also the Measurement of Financial
Health section below for more details.

Vision Software Cash Receipting(only applicable for cities that use Vision)

Like any cash receipting system that is segregated from the financial system, there is a risk that not all cash
received is captured and communicated to the financial system. This vulernability has been extremely abused by
some of the towns and cities that use Vision Software.

Historically, Vision did not have a report available to monitor unattached receipts from the receipting system and
many cities and towns lacked proper monitoring of the system to timely capture frauds using this vulernability.
Vision now has a report that captures any receipts in the cash management module that was not attached to a
deposit. Suggested steps to consider and other risks that have been identified are summarized in the Vision
Common System Review.

BACKGROUND

Since governance structure and legal requirements for cities and towns vary somewhat by the city’s classification,
auditors should determine classification by checking MRSC City Profiles. Cities are classified by population at the
time of incorporation as either a first class city (population of 10,000 and over), second class city (population of
1,500 to 10,000) or town (population 1,500 and under). Throughout the guide, all classes are referred to as
“cities.” Cities may also operate under the optional municipal code as either a non-charter code city or as a
charter code city. All code cities are governed by Title 35A RCW, while all other cities are governed by Title 35
RCW. Within Titles 35 and 35A RCW, different laws apply based on classification. However, the auditor should
be aware that code cities also have the authority to utilize the provisions of Title 35 RCW. First class and code
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cities have fairly broad statutory authority and can generally perform activities unless otherwise prohibited. Other
cities’ powers are generally limited to what is specifically authorized by statute.

Cities operate with three separate divisions of government: executive (Mayor or City Manager), legislative
(Council) and judicial (municipal or district court). The Council establishes local law and broad policy through
enactment of ordinances, which are codified into the municipal code, and through resolutions. Resolutions
establish Council’s intent and set policy, but generally do not carry the weight or sanctions of law. The Council
also controls the city or town's finances through adoption and, as necessary, amendment of the budget. These
entities are governed either by a Mayor-Council (Mayor independently elected by the citizens) or Council-Manager
(Mayor elected by the Council, Council appoints a City Manager) form of government.

Common Activities

Typical city services include public safety (police and fire), public utilities, comprehensive planning, building
permits and land use regulation, municipal court (or violations bureau), parks and recreation and cemetery
operations. Some of these services may be contracted out with private and/or other municipal organizations
(e.g., police protection or jail services from the county). A city may also assist in the development or preservation
of publicly or privately owned housing for persons of low income by providing loans or grants of general municipal
funds to the owners or developers of the housing (RCW 35.21.685).

Reviewing the city’s budget is a good way to quickly identify services provided by the city.

Industry, Regulatory and Other External Factors
Most city services are mandatory and established by state law. We would not expect city operations to be exposed
to direct competition, except for recreational facilities (ex: golf courses) and event centers.

Cities may be subject to significant financial pressures due to limits on their ability to increase revenues. The cost
of maintaining existing levels of services may be increasing faster than revenues sources. This financial pressure
increases the risk that management may divert restricted resources to pay for general governmental services.

City activities are generally not reliant on key suppliers, service providers, or key customers. However, they are
impacted by significant changes in the economy. A city may see substantial decreases in sales tax or other
revenues if economic conditions decline. Also, cities can experience legal exposures or financial pressures if
demand for basic public services escalates or if system-wide improvements are needed to capital facilities such
as roads, utility systems or records/data management without a corresponding increase in revenues.

Measurement of Financial Health

Almost all of cities’ activities are supported by property taxes, relatively stable grant funding, mandatory fees, or
charges for services (i.e. water/sewer). However, many of these sources are subject to restrictions on increases.
Financial distress may occur when increases in expenditures for mandated public services outstrip the maximum
allowable increases in funding - either for the city as a whole or for general fund activities supported only by
limited taxes and grants. For this reason, the amount and trend of unrestricted general fund cash and fund
balance and the ability of the general fund to continue to make debt service are primary measurements of the
financial health of a city.

Even if a city does not have going concern issues for financial audit purposes, we still want to ensure that if there

is a problem with significant financial deterioration, we communicate the issue to users, the governing body, and

management.

SAO has reported unsustainable financial condition findings in several cities. We identified conditions including:
¢ Significant decreases in ending unreserved fund balance or cash and investments in the General fund.

Expenditures consistently exceeding budgets.

Increases in interfund loans from utilities to the General Fund.

Utility revenues not covering expenses leading to decreases in ending cash within those funds

Past due payment of bills due to insufficient cash balances.

Exhausted “rainy day” funds.

Potential inability to make debt payments.

Budgeted revenue significantly higher than actual.
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The risk of the above conditions appears to be higher in cities with high turnover in the chief financial officer
position.

See also Required Risks to Assess.

PLANNING & ADMINISTRATION

Guidance for the following potential city functions are contained in other planning guides: law enforcement (Police
& Sheriff guide and Jail guide), municipal court (Courts guide), self-insurance or risk management fund (Self
Insurance / Risk Pools guide), industrial development corporations (IDC guide), fire protection and EMS (Fire
Emergency Services guide), library (Library Districts guide), electric utilities (Public Utility Ds guide), transportation
benefit districts (Transportation Benefit Districts guide), interlocal agreement entities (Interlocal Agreement
Entities guide), and water, sewer and storm water utilities (Water-Sewer Districts guide).

In addition, see area guidance covering information technology, bidding and procurement, financial statement
audits, investments, pension and OPEB, and Single Audit.

Training and Additional Resources
The following recorded webinars are available in the training system and may be helpful when auditing cities
including:

e Know Before You Go: Cities and Towns

e Schedule 06 Bank Reconciliations for Cash Basis Governments

Additional resources related to cities can be found on the SAO HUB under Audit | Reference Guide | City Resources.

Key Operational Information
Key information about city operations the auditor should document in permanent file includes:

e The City’'s class (first class, second class, non-charter code, charter code or town). The classification of
all cities can be found under "MRSC City Profiles” under City Resources in the SAO Reference Guide.

e The City’s form of government (mayor-council, council-manager or commission).

e Scope of city activities and programs. Examples of activities that cities may or may not be involved in:
fire protection and/or EMS services; water, sewer and/or storm water utilities; public health services
(instead of a separate health district); jail and juvenile detention facilities; tourism promotion; recreational
facilities; self-insurance; and provision of a landfill or garbage service.

e The nature and extent of any self-insurance, pension (other than PERS) or OPEB programs.

ACCOUNTABILITY

Cities act as their own treasurer. They may also act as treasurer for joint ventures or other entities they create.

Revenues
e Cash receipting - Recent city audits continue to identifiy issues related to cash receipting. The most
common issues include the following:

o Lack of segregation of duties and/or lack of or inadequate independent monitoring (see the
Center’s Segregation of Duties: Essential Internal Controls guide)

o Lack of or inadequate independent reconciliation of daily receipts to deposits to ensure all funds
collected were deposited

o Not depositing funds timely

o Lack of or improper documentation of composition of receipts

o Lack of or inadequate independent review of adjustments, refunds, voids, shorts, etc.

Cities that use cashier systems that electronically exchange information to the general ledger have the
potential for the same unattached receipt risk identified in the Vision software system.

Fraud investigations are also discovering risks with unexpected revenues. Auditors may be able to identify
potential indicators by focusing on drops in revenues when reviewing revenue trends.
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Smaller cities with limited staff or resources, cities who receipt manually or cities that use less
sophisticated systems are at higher risk.

e Construction Related and Land Use Permits — Cities collect fees for construction related permits
such as building permits and for permits regulation land use. Such fees are normally set to recover no
more than the cost of the related services. Additional information on building and land use permits is
provided below in Compliance Requirements.

¢ Third Party Receipting (includes payments made online, in person, by mail or phone using E-
check/ACH or credit card) - Cities might be using third party service organizations for payment
processing or bill payer functions. It is also possible that different departments may use different vendors
to process their payments. To determine if a particular city uses third parties for cash receipting, check
their website for payment options and inquire with city personnel (typically IT staff need to be involved
with the interface so the IT department is a good place to start). Auditors can use the “Third Party Cash
Receipting” step available in TeamMate in the Accountability | Revenues folder to evaluate this risk.

¢ Miscellaneous Receipts and Concession Revenues - Cities have miscellaneous revenues that may,
or may not, be controlled by a billing/receipting system. For example, there may be parking garages,
boat ramps, fire and police department supplemental services and many other areas. Manual and
automated billing processes have different risks associated with the control activities. As these collections
may just go to the General Fund, management may not have a clear incentive to ensure optimal
collections. Risk may be higher that management does not develop expectations or other controls to help
ensure complete collections. Further, these minor receipting revenue streams may not be timely
deposited, not deposited in the main bank account or not fully collected and reported. Testing strategies
related to manual and electronic receipting processes are available in TeamMate in the Accountability |
Revenues | Cash Receipting folder.

¢ Taxes—Cities receive significant tax revenue collected by the state and county. They may also have
significant locally collected taxes (e.g., about 40 cities assess business and occupation taxes). Audit risk
associated with locally collected taxes will be higher than taxes collected by other governments.

e Special Property Tax Levies—Cities’ authority for tax incremental financing (TIF) to pay for public
improvement costs (MRSC article). There may be more special levies for parks and other objectives as
cities look for new revenue sources. There may be an increased risk that any new revenue source such
as new levies may be partly diverted for unauthorized purposes.

¢ Federal and State Grants and Entitlements—Cities typically receive federal and state grants and
entitlements. Most of these revenues are restricted for certain objectives.

o Utilities—Cities often provide electricity, water, drainage and wastewater, and solid waste services.
These utilities are a higher risk area for misappropriated revenues and inappropriate use or shifting of
restricted resources. See the Water & Sewer Districts audit planning guide for additional guidance for
this area.

e Courts— Court operations include billing, adjustments, collections, receipting, disbursements and trust
account management. Due to the nature of court transactions, court revenues are at high risk for
misappropriation, especially via adjusting / deleting cases or substitution schemes. Refer to the Courts
area guide for details.

e Parks—Parks departments can have significant revenues from the rental of athletic fields and various
recreation programs.

¢ Police Department—Revenue sources include gun permits and alarm permits and fines. See the Police
& Sheriff guide for details.
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Expenditures
Cities often have systems or controls over the following types of expenditures that are separate from the normal
accounts payable and payroll systems:
e ACH or Electronic payments
Credit Card payments
Imprest and Petty cash funds, including police department confidential funds
Jury & Witness payments paid by the Court
Developer credits, which are non-cash credits assigned to developers in exchange for construction of
necessary infrastructure. See discussion in the financial section below.

Some expenditure risks to be aware of are:

e ACH or Electronic Payments - Recent SAO audits have identified concerns with electronic payments
being used to commit fraud within cities. For example, a City Clerk/Treasurer setup an automatic
withdrawl for her personal mortgage payment to be disbursed out of the city bank account monthly. This
type of fraud can be identified through a review of bank statements. A recently published SAQ article
provides guidance to local governments regarding how to review bank statements and could be a useful
tool for auditors to use in scanning bank statements. See also Required Risks to Assess.

¢ Leave Cashouts — Recent frauds have identified misappropriation and fraudulent activity at cities
involving leave cashouts. This is seen most often at smaller cities and decentralizaed locations. It is
easiest to perpetuate when there is a lack of segregation of duties and/or inadequate independent
monitoring (see the Center’s Segregation of Duties: Essential Internal Controls guide for guidance on
these topics)

Many cities donate funds to nonprofits that support the poor and infirm. The donation to the nonprofit violates
article 8 § 7 of the Washington State Constitution because the nonprofit is neither poor or infirm. This advice is
found in 1973 AGO No. 18.

Assets
e Small & Attractive Assets - In addition to normal office equipment, small and attractive assets may
include the following, depending on city operations:

o Maintenance equipment, inventories and supplies used by utility, public works, and parks
departments

o Equipment, weapons and supplies used by the police department

o Evidence and confiscated assets held by the police department (see Police/Sheriff planning guide
for additional information)

o Vehicles used by the public works department or equipment internal service fund. Note that
vehicles should be clearly marked as belonging to the city (RCW 46.08.065) and be used only for
business purposes

o Fuel pump or fuel cards

Technology equipment, such as laptops, digital cameras, media storage devices

o Inventories of metal parts or products, such as copper wire and piping from utility or public works
departments. Both the inventories and any scrap or wastage from projects can be readily
converted to cash at metal-recycling businesses and are at high risk for theft.

@)

e Sale of Surplus Assets - Cities have few statutory restrictions on the sale of surplus city assets but
many cities have adopted policies on the surplusing of real and personal property. One common point of
confusion is chapter 39.33 RCW Intergovernmental Disposition of Property. This chapter is deemed an
alternative process to other methods of disposing of property when property is transferred between
governmental entities.

e Military Surplus - Acquired assets from the Department of Defense (DOD) 1033 program are often
small and attractive. Auditors should inquire about any assets acquired through the program and request
a list of “closed” assets, since these are no longer actively monitored through the program and will not
show up in the listing link. If the entity’s controls over tracking and monitoring assets are weak, then
there is an increased risk of inadequate tracking of these assets. Auditors can find a listing of the 1033
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program assets each entity has received at
www.dla.mil/DispositionServices/Offers/Reutilization/LawEnforcement.aspx.

Compliance Requirements

General compliance requirements apply to cities, including the Open Public Meetings Act, expenditure audit and
certification, conflict of interest, limitation on compensation of public officials, insurance / bonding requirements,
limitation of indebtedness, authorized investments and budgeting.

Other compliance requirements and risks to be aware of are as follows:

Golf Course - Golf courses can be managed by city employees or contracted out to a third-party service
provider. There are various types of contracts cities can have with service providers to manage operations
and assets. It's important to understand the management structure at the golf course prior to auditing.

Private golf courses have a culture that lends itself to expectations of playing privileges such as, playing
discounts and free rounds of play. However, for municipal golf courses, these practices may be an
unallowable gifting of public funds under the State Constitution Article 8, Section 7.

If the city completely contracts with a third-party service provider to manage the golf course, the auditor
should focus on contract compliance and monitoring by the city. Auditors should be particularly alert to
controls over contracts with variable revenues.

If city employees manage the golf course, consider the following risks:
o Potential revenue loss (possible gifting of public resources) such as, playing fee discounts or
waivers, reloadable accounts and punch cards, driving range ball fees, and facility rentals.
o Lack of controls over inventory, specifically Pro Shop merchandise, equipment, and theft sensitive
items.

Updated golf course testing strategies are available in the TeamStore at Accountability | Entity Specific
Areas | City/County | Golf Course.

Restricted Funds — See Appendix 1 for a comprehensive list of restricted resources. Additional criteria
and citations are provided in the Revenue/Expenditure/Expense Accounts Chart of Accounts in the BARS
manual. Statewide analysis has identified the following as the highest-risk areas:

o Affordable and Supportive Sales Tax — The 2019 Legislature passed the Encouraging
Investments in Affordable and Supportive Housing Act (RCW 82.14.540), authorizing a new state-
shared local sales and use tax to be used for affordable and supportive housing. Eligible counties
and cities can pass resolutions of intent to implement the tax credit and can enter into an
interlocal agreement with housing authorities to pool and allocate this revenue. As of October
1, 2020, seventy-seven of these jurisdictions have passed resolutions and adopted this legislation.
Twenty-seven jurisdictions started receiving distributions from the State Treasurer from October
through December 2019, totaling approximately $959,000; however, we expect this amount to
increase significantly in 2020. Sales and use tax revenue may be used to provide housing and
services only to persons whose income is at or below 60% of the median income of the city or
county imposing the tax. Counties with populations over 400K and cities over 100K must use the
revenue only for acquiring, rehabilitating or constructing affordable housing or funding the
operations and maintenance costs of new units of affordable or supportive housing. Smaller
couties and cities may also use the revenue to provide rental assistance to tenants.

o Hotel/Motel Tax — Under Chapter 67.28 RCW and RCW 67.28.1815 cities may pay for all or
any part of the cost of tourism promotion and acquisition or operation of tourism-related facilities.
See testing strategy available in TeamMate under Accountability | Compliance Requirements |
Restricted Funds | City/County Restricted Funds | Hotel-Motel Tax Expenditures for details.
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o Cost Allocations — RCW 43.09.210 prohibits using restricted funds to benefit a different fund
or objective. This can occur through cost allocations, which include internal service fund charges,
overhead, indirect cost rates or cost allocation plans. A common example of inadequate support
includes payroll charges based on management’s estimates of time spent supporting utility
activities with no actual supporting time records or other studies. Additional information and
guidance regarding cost allocations can be found in the GAAP and Cash Basis BARS manuals
under Accounting | Interfund Activities | Overhead Cost Allocation (section 3.9.5) and the testing
strategy available in TeamMate under Accountability | Compliance Requirements | Interfund
Transactions | Cost Allocation Plans. In addition, cities struggle to properly record cost
allocations, also see the Financial Statement section on Cost Allocations.

o Stormwater Utilities — If cities have a stormwater utility, RCW 35.92.021 and RCW 43.09.210
require charges be uniform to both private customers and other funds and governments. As
these utilities are relatively new to cities, there may be more risk the cities are not uniformly
applying rates to their own property.

o Building and Land Use Permits—Cities collect fees for building permits and land development.
RCW 82.02.020 prohibits these fees except to cover the cost of “processing applications,
inspecting and reviewing plans, or preparing detailed [environmental] statements.” Cities should
have some support that demonstrates the revenue from building and land use permits is only
used for allowable activities. Building and land use permit revenue should not be used to fund:

Planning (city/county planning for zoning, etc.)

Nuisance abatement

Fire marshal services

Code enforcement activities unrelated to or prior to filing permit applications

Fire inspections

Environmental health activities

Public works activities

Cost allocations from the Mayor and Council

VVVVYVYYVVYYV

e Bid Compliance — Cities are required to bid public works and purchases — see the Bidding and
Procurement Guide for details. Cities also have limits on public works performed by city employees
(referred to as “day labor™), which is also described in the Bidding and Procurement Guide. Larger cities
generally have additional policies regulating purchases and personal service contracts.

¢ Prevailing Wages — Prevailing wage requirements apply to city public works and certain maintenance
activity. There is no dollar threshold for prevailing wage requirements.

e Support for Personal/Purchased Service Contracts —
> "Personal service" means professional or technical expertise provided by a consultant to accomplish
a specific study, project, task, or other work statement.
> "Purchased services" means services provided by a vendor to accomplish routine, continuing and
necessary functions.

In general, cities are not required to competitively procure personal or purchased services. There is a
higher risk of inadequate support or no clear public purpose if contracts have been issued without
competitive procurement. With competitive procurement, there generally will be at least some defined
work product that can be monitored. In reviewing support for personal or purchased service contract
costs, there should be sufficient support so that an entity can tell the difference in how much service they
receive based on how much they pay. With good monitoring, there should be some confidence
management would know that they would receive a different level of service if they increased or
decreased the contract by 10%.

e Professional Services (A&E) - Competitive negotiation requirements of Chapter 39.80 RCW apply to
all local governments when contracting for professional services defined by Chapter 18.08 RCW
(Architects), Chapter 18.43 RCW (Engineers and Land Surveyors), or Chapter 18.96 RCW (Landscape
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Architects). RCW 39.80.030-050 outlines the requirements for procuring such architectural and
engineering (A&E) services. These requirements do not have a specified dollar threshold. Additionally,
A&E services are not subject to prevailing wage or day labor requirements. Architectural and engineering
(A&E) services should be selected based on a determination of the “most qualified firm”, not “lowest
responsible bidder”. Once a firm is selected, a price is negotiated.

e Support for Non-Profit-Subrecipient Service Contracts — There is a higher risk of inadequate
support for these contracts than for services provided directly to the cities as program managers may not
have as direct knowledge of service delivery. There can be increased political pressure to support non-
profit service providers as they may have more active participation at City Council meetings than the
general population. This pressure can increase the risk payments may be approved without clear support.
Auditors should consider the “Personal Service Contracts” step available in TeamMate in the Compliance
Requirements | Procurement folder for testing this area.

e Creation of New Entities — Cities are authorized to create numerous different types of special purpose
districts, as well as to create separate legal entities as part of an interlocal agreement (including non-
profit corporations, LLCs and partnerships), (see Auditor Reference Guide | New Entity Creation or
Dissolution Form and Instructions for details). Auditors should be alert for other entities requiring an
audit when reviewing activity, contracts or agency funds of a city. We should ensure that these entities
are submitting financial statements in accordance with BARS requirements and receiving audits. Follow
the SAO Hub | Auditor Reference Guide | New Entity Creation or Dissolution Form and Instructions in
evaluating new or previously unidentified entities.

o Transportation Benefit Districts — In 2015, the legislature added RCW 36.74 (Transportation Benefit
Districts — Assumptions by Cities and Counties). See Transportation Benefit Districts planning guide for
more information. Under this legislation a city or county created TBD can be assumed by the creating
entity. RCW 36.74.010 states that any city or county in which a transportation benefit district has been
established pursuant to chapter 36.73 with boundaries coterminous with the boundaries of the city or
county may by ordinance or resolution of the city or county legislative authority assume the rights,
powers, functions, and obligations of the transportation benefit district in accordance with this chapter.
Auditors should refer to the TeamMate steps in the Accountability | Compliance Requirements |
Formation, Merger or Dissolution folder for instructions and testing strategies when TBDs are created or
dissolved.

¢ CPA Firm Financial Statement Services - There are a couple cities where a portion of the primary
government is audited by an external firm (City of Seattle, City of Tacoma). To ensure this work is properly
addressed please follow Policy 3510 and Policy 6240. See the Review Work of Others planning guide for
additional information.

e Self-Insurance Programs — Reminder that RCW 43.09.260(1) and Audit Policy 1210 require an
examination of all individual health and welfare programs and local government self-insurance programs
at least once every two years. (Note: Self-Insurance will need to be included in every audit for those on
a 2- or 3-year cycle.) Self-insurance programs or assumptions of any insurable risk type include: liability,
property, health and welfare, worker’s compensation, and unemployment compensation. Auditors should
review the Schedule 21, which requires all local governments to report self-insurance or the assumption
of any insurable risk type to help identify self-insurance programs. Self-insurance is a complicated topic
and it can be challenging to complete an accurate Schedule 21. The auditor should consider the risk that
self-insurance programs are not identified. The “Self-Insurance Assessment” workpaper located in the
Accountability Planning folder can assist auditors in better understanding if the entity self-insures and
what type of information can be gathered to help better assess risks. Please note: This step and
workpaper is a planning procedure to help assess audit risk, and is not intended to be a substantive
procedure. Self-insurance steps are available in TeamMate in the Accountability | Compliance
Requirements | Self-Insurance folder to examine these programs.
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e Maedical Self-Insurance Programs - Auditors should inquire if the city allows other entities (such as
special purpose districts or component units) to participate in their medical self-insurance program. If
they allow other participants, please inform the self-insurance/risk pool subject matter experts.

Fraud Risks - Risk Management Department’s Claim Payments

A small number of cities with their own risk management departments choose to process their own warrants to
pay claims versus using a risk pool to perform this function. A recent fraud investigation has identified weaknesses
in monitoring the validity of these payments and a lack of segregation of duties. If you want more information
on this fraud case, please contact Team Fraud.

Typically, the city Finance Department, would review support for payments, such as invoices, prior to processing
the payments. However, for claim payments some first party documentation may contain confidential information
and therefore, may not be provided to support the payments. As a result, there is a risk these payments are
processed without adequate review to ensure they are valid. It is important within the risk management
department to have an independent review process in place for these claims prior to them being sent for
processing.

When auditing a city with a risk management department, auditors should gain an understanding of the control
process in place and consider testing claims for adequate support. The control process should include an
independent thorough review of claim payments processed by the city Finance Department.

IT Risks
The Information Technology guide describes various general information system-related topics and identifies
key primary risks related to computer systems that auditors should consider. Some relevant to cities include:

e User Access — Appropriate user access can strengthen segregation of duties. Cities of all sizes have
historically faced challenges with maintaining adequate controls over User Access and Authentication.
Particularly common issues are around segregation of duties, weak user authentication controls, and not
removing former employee accounts. Auditors should refer to the TeamMate steps in Accountability | IT
Controls | User Access.

o« Data Backup and Recovery - With ransomware and other attacks focused on denial of access to
confidential and critical data becoming increasingly common in addition to the regular risks to data such
as equipment failure, it is vital that cities have backups of all critical data. Typical weaknesses tend to be
not retaining at least some of the backups “offline” so the backups do not fall victim to the attack.
Additionally, it is not uncommon for offline backups to fail due to a configuration or storage issue. As
such, it is important that backups be tested on a regular basis. Auditors should refer to the TeamMate
steps in Accountability | IT Controls | Data Backup and Recovery.

¢ Patch Management & Updates — One key defense to ransomware and other attacks is to minimize
vulnerabilities within the network and various systems through patch management and udpates.
Depending on how the system was developed and is supported by the vendor impacts how patches are
communicated, analyized and utilized by the cities. Auditors should refer to the TeamMate steps in
Accountability | IT Controls | Patch Management.

Financial management policies and resources

Governments and their policy needs vary considerably due to differences in size, scope of activities, organizational
and staffing structures, contractual and program structures, technology, and the governing body’s values and
priorities. Financial policies should be designed by each government according to its needs. MRSC, in partnership
with SAO, has developed a series of online resources to help local governments develop and adopt effective
financial policies and procedures.
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FINANCIAL STATEMENTS

Cities are considered a general government with both governmental and business-type funds. Cities may report
on either a cash or GAAP basis.

Reporting changes in the BARS Manuals
The 2021 BARS manual revisions include changes to the chart of accounts as well as updates for new GASBs in
the Accounting and Reporting sections.

The 2020 BARS manual revisions include changes to the chart of accounts as well as updates for new GASBs in
the Accounting and Reporting sections. Fiduciary fund reporting guidance was updated with new information
regarding activity that should be reporting in Custodial Funds. Furthermore, the classifications for beginning and
ending fund balances have been changed for cash basis entities to resemble GAAP fund balance categories. The
classification categories are no longer reserved and unreserved; instead, the categories are nonspendable,
restricted, committed, assigned and unassigned. Cash basis cities will be expected to reclassify their fund balances
in accordance with these new classifications.

The 2019 BARS manual revisions include changes to the chart of accounts as well as updates for new GASBs in
the Accounting and Reporting sections. A new section called Bank Reconciliation has been added to both GAAP
and Cash Basis versions. In addition, revisions include clarification to the pension note on non-governmental plans
and defined contribution pension plans for GAAP entities, and new schedule 9 codes for environmental liabilities
(pollution remediation, asset retirement obligations, etc.). For Cash Basis cities, new sections were added on
Other Postemployment Benefits (OPEB), Environmental Liabilities, Certain Assets Retirement Obligitions and
Fiduciary Activities. An additional note template is also available for reporting of Component Units, Joint Ventures
and Related Parties. Note: Schedules 07 & 11 have been eliminated for all Cities. Schedule 6 is a required schedule
for BARS cash basis governments. Cities with total revenues usually less than $300,000 are also required to submit
an Assessment Questionnaire.

GAAP reporting changes
All new GASBs are identified and evaluated by the Financial Audit Committee (FAC), as summarized on the GASB
Tracker available on the FAC Sharepoint page. When evaluating implementation of new GASBs for Cities, auditors
should specifically consider:

e GASB 83 (Asset Retirement Obligations, original implementation effective for FYE 2019, new
implementation effective for FYE 2020) is expected to impact most Cities. For example, we expect that
it would apply to fuel tanks. See the Center’s Identifying Asset Retirement Obligations helpful information.
(Note: This is not authoritative guidance but instead is a resource to help entities evaluate for potential
obligations). A TeamMate testing strategy workpaper is available in Financial Statement | GAAP |
Workpapers.

e GASB 84 (Fiduciary Activities, original implementation effective for FYE 2019, new implementation
effective for FYE 2020) is expected to have an impact on many Cities and require re-evaluation and
changes to reporting for fiduciary activities. A TeamMate testing strategy workpaper is available in
Financial Statement | GAAP | Workpapers.

e GASB 87 (Leases, original implementation effective FYE 2020, new implementation effective FYE 2022)
is also expected to have a major impact on Cities and require re-evaluating and changes to reporting for
leases. Due to a City’s naturally decentralized operations and extent of activities, we would expect this
to require significant effort and analysis. We would not expect any early adoption of this GASB. A
TeamMate testing strategy workpaper is available in Financial Statement | GAAP | Workpapers.

GASB 95, issued May 8, 2020, delayed the implementation date of certain new standards. Entities have the option
to decide whether or not to delay implementation. During planning, as part of Understanding the Entity &
Environment, auditors should inquire with the entity and confirm the entity’s implementation decisions.

GAAP Reporting - Capital Contributions of infrastructure built by private developers

Cities require (as part of policy or code) that private developments construct various infrastructure, such as roads,
water, sewer, lights, etc. as part of the building and permitting process. The infrastructure required to be built
by the developer is subsequently turned over to the city for upkeep and operation at the conclusion of the
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development. This infrastructure is considered a capital contribution (donated infrastructure). The city may offer
developers the option of paying a system development fee in lieu of actually constructing the infrastructure
themselves. 1In this case, the city would construct the necessary infrastructure paid for by the fees. These
transactions should be reported as follows:

e (Capital Contributions (Donated Infrastructure) - This amount would be reported in the Capital Grants and
Contributions column of the Government-wide Statement of Activities. It would not be reported on
Governmental fund operating statements, but would be reported on the Proprietary Fund operating
statements as a line item (“Capital Contributions”) underneath Non-Operating Income (Loss). See the
BARS manual for reporting examples.

e System Development Charges — Should be reported as revenue to the city similar to any other plan or
permit fees.

e Developer Credits (issued under RCW 82.02.060)— Should be reported as capital assets and a developer
credit liability when the credit is issued. When the credit is redeemed, the liability is reduced and
contributed capital revenue (or impact fee revenue) is recorded. For proprietary funds and on the
government-wide statements, developer credits should be reported as contributed capital.

GAAP reporting — Revenue recognition of Impact Fees

In prior audits, we have found that entities are reporting impact fee revenues differently. We determined that
revenues (capital contributions) should be recognized when the local government has an enforceable legal claim
to the fee. Normally, the enforceable claim comes when the local government receives the fee payment.
However, recognition will be delayed if the government has a refund policy requiring return of the fee to the
developer. This is further discussed in section 3.6.7 of the GAAP BARS Manual under Accounting, Revenues, and
Impact Fees.

GAAP reporting — Revenue recognition of Taxes

Recent audits have found that some entities are not properly accruing property, sales and other taxes. They are
instead reporting them when the cash is received, causing errors on the financial statements. Guidance on proper
reporting for modified accrual (governmental funds) and full accrual (government-wide statements) is available
in the BARS Manual at 3.6.9, Revenue Accruals in Governmental Funds, and 3.5.2, Accounting and Reporting of
Property Tax. A Digital Audit Connections article is also available, Tax Receivable: Are you reporting it correctly?

Enterprise Fund reporting

Recent issues have been identified for inappropriate reporting of enterprise activities. Issues include reporting
activities almost exclusively financed by user fees reported in the general fund or special revenue funds; separate
enterprise funds for reporting construction capital improvements or debt servicing; separate enterprise funds for
reporting customer deposits or equipment reserves; and enterprise funds incorrectly used to report activities when
the only revenue sources are taxes, grants or transfers. A Digital Audit Connections article is also available, When
Should I Use Enterprise Funds?

Cost Allocations

Cities struggle to properly record cost allocations. These reimbursements should reduce expenditures/expenses
in the fund that initially paid for them and move the expenditure/expense to the fund that is responsible, BARS
3.9.4. If a city incorrectly records these reimbursements as revenues, the error could be material for financial
statement purposes, particularly if all amounts are initially paid out of the general fund and the city does not
utilize an internal service fund for allocating costs. (7he exception to this is if an internal service fund is used,
then cost allocations are treated as revenues rather than reimbursements.) Also see the Accountability section
on Cost Allocations.

License Fee Reporting (TBDs)

As summarized in an MRSC article, the Washington Supreme Court’s October 2020 decision found I-976 to be
unconstitutional. As such, cities that had considered it a loss contingency pending the outcome of the case should
no longer be reporting this way.
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While the constitutionality of the initiative was being challenged in court, the vehicle licensing fees subject to the
litigation continued to be collected pending the outcome of the case. There were strong diversity of views on the
likelihood of future events during the pending litigation which affected how governments reported the matter.

If a city’s legal counsel or governing body had determined that the funds couldn’t or shouldn’t be spent
due to the pending litigation, the amounts would have been considered restricted. The outcome of the
case would have no effect on this reporting.

If a city had determined that amounts spent or held met criteria for reporting as a contingent liability,
then 263.99 (miscellaneous liabilities) would have been used. Cities should no longer be reporting this
way due to the Supreme Court’s decision.

Potential higher risk financial statement areas based on other SAO audits
We noted the following issues in city financial audit findings.

Inadequate review of financial statements, note disclosures, journal entries, reconciliations and reporting
entity determinations. Issues included missing statements, incorrect fund balance classifications, short
term debt note omitted, discretely presented component unit should have been blended, expenditure cut-
off misstatements, failure to eliminate intrafund activity, unsupported cost allocations and unsupported
landfill closure liabilities. The Center for Government Innovation has developed a Checklist for Preparing
Cash Basis Financial Statements.

Inadequate evaluation or support for newly implemented standards. The Center for Government
Innovation has developed a fully-customizable word document to ensure financial statement preparation
includes sufficient research to correctly and timely implement changes in GASB standards, Checklist for
Accounting Standards Changes. This form can be adjusted to reflect the assigned responsibilities and
processes for financial statement preparation at each government. The Center also provides some Best
Practices for Implementing New GASB Standards.

Inadequate manual and/or automated controls and misstatements related to capital assets, including
omission of developer contributions or other donated property, incorrect valuation of donated property,
duplicate recording of property, failure to remove land disposition and reporting assets that are
depreciated beyond their useful lives. The Center for Government Innovation has developed a Checklist
for Capital Assets. A Digital Audit Connections article is also available, Resources for Capital Asset

Accounting.

Improper support for classification of funds. In particular, street funds have been coded as proprietary
funds at some cities. If auditing a city where this is the case, consider inquiring with the client about their
rationale and reaching out to LGS for assistance on this as this generally does not meet SAQ’s expectations
for reporting this type of activity.

Incorrect accounting for courts activity — if the City has a municipal court that they they run themselves,
all transactions to the AOC must be recorded as fiduciary using activity codes 386 and 586. Some cities
are reporting this as non-fiduciary, which is incorrect.

Poor financial condition.

SINGLE AUDIT

Many cities expend $750,000 or more in federal financial assistance and require a single audit in accordance with
the Uniform Guidance at 2 CFR 200 — Subpart F Audit Requirements. Refer to the Single Audit planning guide for
details on the Single Audit.

EPA Clean Water State Revolving Fund (ALN 66.458)

The EPA has stated in the Compliance Supplement (see IV. Other Information) that subrecipients receiving loans
under this program (66.458) should only report project expenditures incurred (see update on timing of SEFA
reporting below) because it considers it a subaward, not direct federal loan. For this program, the loan
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reporting requirements of 2 CFR sections 200.502(b) or (d) do not apply when calculating the amount of federal
funds expended. In other words, loan balances are not reported.

CAUTION: EPA further stated in the Compliance Supplement that to achieve consistency in meeting program
requirements and eliminate the possibility of over-reporting information under the Federal Funding Accountability
and Transparency Act ("FFATA" or “Transparency Act”), the State CWSRF program must use the same group of
loans for purposes of meeting federal cross-cutting, single audit, procurement, and Transparency Act reporting
requirements. EPA refers to this as “Equivalency”, which is an option states can use to streamline program
implementation. The State awarding agency for CWSRF, WA Department of Ecology (DOE), makes the
determination as to which awards it will use for equivalency purposes. See below for more detailed information
about DOE awards. Only those awards deemed equivalent (by DOE) are reported on the SEFA,
regardless of the funding source. Entities should refer to their awarding documents and/or consult with
their awarding agency if they are unclear whether or not their award is an equivalency project or being reported
as FFATA. A HelpDesk request may be submitted with our Office for assistance.

TIMING OF SEFA REPORTING 4/10/20: In consultation with the EPA, the subrecipient should not
report the expenditures on its SEFA until it requests reimbursement from its awarding agency. This
may result in prior period expenditures being reported on the SEFA. Note, for FY19 SEFA reporting only, entities
will not report expenditures that were already reported on a previous SEFA to avoid double reporting. This may
result in reconciling items to tie the SEFA to the entity’s supporting documentation.

DOE Awards: Within the DOE agreement, there are two “funding distributions”, each with their own unique
identifying numbers starting with “EL” and will state if the funding is federal or state. Funding distributions are
how ECY is keeping track of the equivalency awards. This is the piece of our understanding that was missing
from our guidance in the past. Previously, it was understood the award/project in its entirety was either deemed
equivalency or not. Now, it is understood the award/project may include only a part of it for equivalency.

EPA Drinking Water State Revolving Fund (ALN 66.468)

The EPA has stated in the Compliance Supplement (see IV. Other Information) that subrecipients receiving loans
under program (66.468) should only report project expenditures incurred (see update on timing of SEFA
reporting below) because it considers it a subaward, not a direct federal loan. For this program, the loan
reporting requirements of 2 CFR sections 200.502(b) or (d) do not apply when calculating the amount of federal
funds expended. In other words, loan balances are not reported.

CAUTION: EPA further stated in the Compliance Supplement that to achieve consistency in meeting program
requirements and eliminate the possibility of over-reporting information under the Federal Funding Accountability
and Transparency Act ("FFATA" or “Transparency Act”), the State DWSRF program must use the same group of
loans for purposes of meeting federal cross-cutting, single audit, procurement, and Transparency Act reporting
requirements. EPA refers to this as “Equivalency”, which is an option states can use to streamline program
implementation. The State awarding agency for DWSRF, WA Department of Health (DOH), has chosen to not
implement equivalency. This means that the subset of FFATA projects, as well as other DWSRF projects are
all subject to Federal cross-cutting requirements. All DWSRF projects expending federal funds will be reported
to the SEFA. DOH will notify subrecipients of actual federal dollars expended. Entities should refer to
their awarding documents and/or consult with their awarding agency if they are unclear whether or not their
award is being reported as Federal funds. A HelpDesk request may be submitted with our Office for assistance.

TIMING OF SEFA REPORTING 4/10/20: In consultation with the EPA, the subrecipient should not
report the expenditures on its SEFA until it requests reimbursement from its awarding agency. This
may result in prior period expenditures being reported on the SEFA. Note for FY19 SEFA reporting only, entities
will not report expendiitures that were already reported on a previous SEFA to avoid double reporting. This may
result in reconciling items to tie the SEFA to the entity’s supporting documentation.
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PERFORMANCE AUDIT
Information on ongoing performance audits can be found on SAO website at:
https://www.sao.wa.gov/performance-audits/performance-audits-in-progress.  For all other inquiries please

contact the Assistant Director for Performance Audit.
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APPENDIX 1: List of Restricted Funds for Cities

The following table lists potential sources of restricted funds, along with details and citations. A quick way to
check what restricted funds a city is reporting is by BARS coding.

Restrictions on the use of Resources

General Restrictions

Special Revenue Funds (RCW 43.09.210) — These funds are used to account for revenues restricted to
a certain purpose. If funds are not already restricted by statute or contract, we would expect the resolution
authorizing a special revenue fund would specify a restriction.

Internal Service Funds (RCW 43.09.210) — The function of an internal service fund is to accumulate and
allocate joint or shared costs among funds. Internal Service Fund resources are considered restricted to
their stated activity or function. In addition, excessive accumulation of undesignated reserves or improper
cost allocation methods or structures may be considered improper use of restricted funds when such
resources are being paid into the internal service fund.

Proprietary Funds (RCW 43.09.210) — Proprietary funds are typically considered restricted as a separate
undertaking of the city. Additional clarification of restrictions is often found in statute, contracts and
resolutions authorizing the fund.

Cost Allocations

Overhead costs consist of the costs of central services or support functions shared across departments.
They may include accounting, human resources, payroll, information technology, janitorial services and
others. Overhead costs may include not only the salaries, wages and benefits of the employees who work
in these departments, but the utilities, supplies, information technology, building maintenance and other
costs that support these employees. Typically, such services are initially paid through the general fund or
an internal service fund and charged back to the departments and programs that directly benefited from
them. The cost allocation process must be guided by an overhead cost allocation plan that describes
how the organization will allocate costs reasonably and equitably across funds and departments and
identifies the documentation required to support the charges.

Transfers of Interest Income to the General Fund

Based on the language of the statute, interest earnings from some restricted revenue sources are
considered unrestricted and can be transferred to the general fund. Cities may transfer interest income to
their general fund if the transfer is in compliance with RCW 35.39.034 (non-code cities) or RCW 35A.40.050
(code cities).

Specific Restrictions

Marijuana Enforcement - Chapter 4, Laws of 2015, 2nd special session, section 1603 (2E2SHB 2136).
State distribution for marijuana enforcement. The bill does not define “marijuana enforcement” but city
should be able to demonstrate how the expenditures tie to “marijuana enforcement.”

Equipment Rental and Revolving Fund (RCW 35.21.088) - The ER&R fund is established by RCW
35.21.088. It is “a revolving fund for to be expended for salaries, wages, and operations required for the
repair, replacement, purchase, and operation of equipment, and for the purchase of equipment, materials,
and supplies to be used in the administration and operation of the fund. See testing strategy available in
TeamMate under Accountability | Compliance Requirements | Restricted Funds | City/County Restricted
Funds | Equipment Rental & Revolving Fund for details.

Earmarked Property Tax Levies (RCWs, 84.52.069, 73.08.080, 71.20.110, 84.52.135, 84.34.210-230) -
Could have additional earmarked levies. For example: EMS, Veterans, Conservation Futures, etc. See
testing strategy available in TeamMate under Accountability | Compliance Requirements | Restricted Funds
| City/County Restricted Funds | Veteran’s Relief Funds for details on veteran’s assistance program.

Annexation Area Sales Tax (RCW 82.14.415) — to provide, maintain, and operate municipal services for
the annexation area

Washington State Auditor's Office Page 16 of 20







Restrictions on the use of Resources

Chemical Dependency / Mental Health Service Tax (RCW 82.14.460) - providing new or expanded
chemical dependency or mental health treatment services and for the operation of new or expanded
therapeutic court programs

Special Purpose Sales Tax (RCW 82.14.450) - sales and use tax imposed for a special purpose - ballot
measure will indicate restrictions, but at least one third must be used for criminal justice purposes, fire
protection purposes, or both

Emergency Communication Tax (RCW 82.14.420) - financing, design, acquisition, construction,
equipping, operating, maintaining, remodeling, repairing, reequipping, and improvement of emergency
communication systems and facilities

Zoo, Aquarium and Wildlife facilities Sales Tax (RCW 82.14.400) - financing, design, acquisition,
construction, equipping, operating, maintaining, remodeling, repairing, reequipping, and improvement of
z00, aquarium and wildlife preservation and a display facilities that are currently accredited by the American
Zoo and Aquarium Association. Also can be used for parks as defined in RCW 82.14.400

Hotel-Motel Tax (Chapter 67.28 RCW and RCW 67.28.1815) - paying all or any part of the cost of tourism
promotion and acquisition or operation of tourism-related facilities. See testing strategy available in
TeamMate under Accountability | Compliance Requirements | Restricted Funds | City/County Restricted
Funds | Hotel-Motel Tax Expenditures for details.

Criminal Justice Sales Tax (RCW 82.14.340) - criminal justice purposes

Juvenile Detention Facilities and Jails Sales and Use Tax (RCW 82.14.350) — financing, design,
acquisition, construction, equipping, operating, maintaining, remodeling, repairing, reequipping, and
improvement of juvenile detention facilities and jails

High Capacity Transportation Employer Tax and Rental Car Sales Tax (RCWs 81.104.160(1) and
81.104.150) — to be used solely for providing high capacity transportation service.

Border Area Jurisdiction Sales and Use Tax (RCW 82.47.020, .030) — to be used for border area street
maintenance and construction.

REET 1 (RCWs 82.46.010, 82.46.030(2) and 82.45.180(2)) — real estate excise tax (REET) 1 funds are to
be used solely for local capital projects identified in RCW 82.46.010(2)(6) which are identified in the capital
facilities plan element of the city’'s Growth Management Act Comprehensive Plan. Proceeds should be
placed in the capital improvement fund. Small cities with a population of 5,000 or less may also use funds
for local capital improvements listed in RCW 35.43.040.

REET 2 (RCW 82.46.035) — to be used solely for local capital projects specified in the capital facilities plan.

Conservation Areas Tax (RCW 82.46.070) — to be used solely for acquisition and maintenance of
conservation areas.

Gambling Excise Tax (RCW 9.46.110, .113,) - Cities are authorized to collect taxes on gambling activities
that occur in their jurisdiction. Chapter 9.46 RCW sets tax rates and requires that revenue be used
“primarily” for public safety.

Tourism Promotion Charges (RCW 35.101.010-.130) — upon formation of a tourism promotion area, a
city may impose a lodging charge to be used solely for tourism promotion.

Grants — review the grant agreement for any restrictions related to federal, state and private grants.

Federal entitlements, impact payments, and in-lieu taxes - see specific requirements in BARS or in
authorizing legislation.

Vessel Registration Fees (RCW 88.02.650) — to be used for boating safety education/programs and law
enforcement programs - counties can further allocate this money to other jurisdictions with approved
boating safety programs, but these funds cannot supplant existing local funds used for boating safety.

Local Option MVFT (RCW 82.80.070) — for transportation purposes only, consistent with the adopted
transportation plan.

Judge’s Salaries (RCW 43.08.250) — State contribution for district and municipal court judges' salaries.
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Restrictions on the use of Resources

Water Improvements (RCW 79.115.150) - must be deposited in a special fund and must be used only
for water-related improvements

State Criminal Justice 320 Funding (RCW 82.14.320, BARS section 3.6.4.10) - must be expended for
criminal justice purposes and should not be used to replace or supplant existing funding.

State Criminal Justice 330 (1)(a)/330(2)(a) Funding (RCWs 82.14.330 (1)(a) & 82.14.330(2)(a),
BARS section 3.6.4.10) - must be used for criminal justice purposes.

State Criminal Justice 330(1)(b) Funding (RCW 82.14.330(1)(b)) - funds should be used only for (1)
innovative law enforcement strategies, (2) programs to help at-risk children or child abuse victim resource
programs or (3) programs designed to reduce the level of domestic violence or to provide counseling for
domestic violence victims.

State Juvenile Justice Funding - funds should be used solely for county adult court cost associated with
implementation of revised Juvenile Justice Act. See chapter 13.40 RCW.

State Juvenile Impact Funding - funds should be used to provide funding for county impacts associated
with the implementation of the Chapter 338, Laws 1997 (juvenile code revision) . See chapter 13.40 RCW.

State DUI Implementation Funding - used for the cost of implementation of the DUI and other criminal
justice statutes

State Extraordinary Criminal Justice Funding - for the extraordinary criminal justice cost related to
the aggravated murder cases

Liquor Taxes and Profits for Substance Abuse (RCWs 66.08.170-210, 66.24.290, 71.24.550-.555,
82.08.150-200, BARS section 3.6.8) — 2% of the County’s share must be spent on substance abuse
treatment program(s) approved by DSHS and the applicable alcoholism and drug abuse board.

Firefighters Pension fund (RCW 41.16.050) — The tax must be deposited in the firemen’s pension fund.

Zoning and Subdivision fees (RCW 82.02.020) — Permit related fees can only be used to cover the cost
of processing applications, inspecting and reviewing plans, or preparing detailed [environmental]
statements. Voluntary agreement revenues and SEPA mitigation may only be expended to fund a capital
improvement agreed upon by the parties to mitigate the identified, direct impact.

Plan Check Fees (RCW 82.02.020) — Fees can only be used to cover the cost of processing applications,
inspecting and reviewing plans, or preparing detailed [environmental] statements.

Transportation Impact Fees (RCW 39.92.040) — impact fees from new development shall be used in
substantial part to pay for improvements mitigating the impacts of the development or be refunded to the
property owners of record. See testing strategy available in TeamMate under Accountability | Compliance
Requirements | Restricted Funds | City/County Restricted Funds | Impact Fees for details.

GMA Impact Fees (RCWs 82.02.050-090, 36.70A.070) - funds collected as a result of new developments
shall be used in substantial part to pay for improvements mitigating the impacts of the development, in
compliance with the Growth Management Act, or be refunded to the property owners of record. Includes
Park Impact Fees, Fire Impact Fees, School Impact Fees, etc. See testing strategy available in TeamMate
under Accountability | Compliance Requirements | Restricted Funds | City/County Restricted Funds | Impact
Fees and Impact Fee Credits for details.

Domestic Violence fines (RCW 10.99.080) - assessments on convicted domestic violence offenders must
be used for establishing and operating domestic violence advocacy, prevention and prosecution programs.
Revenues may not be used for indigent criminal defense.

Criminal profiteering fines - funds should be used by the county prosecuting attorney for the
investigation and civil enforcement of criminal profiteering.

Donations — donations or bequests may have purpose or use restrictions. The city is responsible for
tracking and complying with these restrictions. See testing strategy available in TeamMate under
Accountability | Revenues | Fundraising & Donations for details.
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Restrictions on the use of Resources

Proceeds of Voted General Obligation Bonds (Constitution Article 7, Section 2b) - voted GO bond levy
funds may only be used for capital purposes. This restriction is repeated in the authority to levy excess
property taxes at RCW 84.52.056. This restricts the use of GO debt from replacement equipment or
allocating a portion of such funds to an arts program to the extent such allocation is not restricted to capital

objectives.

Affordable and Supportive Sales Tax (RCW 82.14.540) - funds may be used to provide housing and
services only to persons whose income is at or below 60% of the median income of the city imposing the
tax. Cities with populations over 100K must use the revenue only for acquiring, rehabilitating or constructing
affordable housing or funding the operations and maintenance costs of new units of affordable or supportive
housing. Smaller cities may also use the revenue to provide rental assistance to tenants.
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APPENDIX 2: Assessment Audits

Below is a summary of information specific to small cities where an assessment audit is performed.
Additional risk factors and activity less common for small cities can be found in the guide. See also
the Small Government Assessment Audits planning guide.

Small cities usually have minimal staff and may have limitations tos effectively segregate key duties. Oversight
becomes the responsibility of the Mayor and/or City Council, which are part-time roles. As such, they may not
have the time or knowledge to effectively perform monitoring duties.

Revenues

For cities, common revenue streams are property taxes (receipted by the County treasurer), utility revenues
(receipted locally), and miscellaneous charges for services, such as program fees, fines, donations, etc. (receipted
locally). Risk of misappropriation is higher when revenues are locally receipted due to the limited staffing levels
and potential lack of segregation of duties. For local receipting, audit effort in this area is typically focused on
substantive procedures (rather than analytical review). Auditors should consider reviewing their cash receipting
policy, performing revenue reasonableness tests, trending revenue streams looking for unusual activity, reviewing
bank statements to look for daily deposits (or less frequent deposits in line with any exception per RCW
43.09.240), reviewing voids and adjustments, and performing block testing on cash receipts.

Expenditures

e Payroll - Small cities usually have minimal staff including the clerk/treasurer. Due to the limited staff,
cities typically have limitations to effectively segregate key duties. Recent frauds have identified
misappropriation and fraudulent activity at cities involving leave cashouts, particularly in smaller cities
when there is lack of segregation of duties and/or inadequate independent monitoring (see the Center’s
Segregation of Duties: Essential Internal Controls guide for guidance on these topics).

e Credit cards - It is common for cities to establish open accounts, have fuel cards or other credit cards
active for the city. Fuel cards are typically used by various individuals for fuel purchases for the police or
public works vehicles. Open accounts, fuel cards and credit cards have a higher risk of misappropriation
or misuse due to limited oversight or monitoring of the accounts/cards especially if the city has limited
administrative staff. Auditors should consider evaluating the activity for significance to the total
operations and performing testing if risks are noted.

e ACH or Electronic Payments - Recent SAO audits have identified concerns with electronic payments
being used to commit fraud within cities. For example, a City Clerk/Treasurer setup an automatic
withdrawal for her personal mortgage payment to be disbursed out of the city bank account monthly.
This type of fraud can be identified through a review of bank statements. A recently published SAO article
provides guidance to local governments regarding how to review bank statements and could be a useful
tool for auditors to use in scanning these bank statements.

Assets
Assets for cities can include trucks, vehicles, lawn care or grounds keeping equipment (for parks), and other small
and attractive assets such as general office equipment, tools, parts, equipment or supplies.

Compliance Requirements
General compliance risks considered in assessment audits are:

e Open Public Meetings Act — Cities are required to hold regular meetings in compliance with RCW
42.30.

¢ Procurement — Cities are required to bid public works and purchases — see the Bidding and Procurement
Guide for details. Cities also have limits on public works performed by city employees (referred to as
“day labor”), which is also described in the Bidding and Procurement Guide.
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Planning Guide Information
Supercedes previous planning guide dated April 21, 2021. Please direct questions or suggestions to the county
subject matter experts.

Guidance is based on the extensive research, brainstorming and reviews conducted as part of the planning guide
update process. Guidance is intended only for internal use to help auditors gain an understanding of counties. The
guide is intended to enhance planning and risk assessment procedures, not replace them. Information in the guide
should therefore be considered along with other planning and risk assessment procedures. While guidance is
designed to be as comprehensive as feasible, auditors must be alert for audit issues and situations not specifically
addressed.

This guide is used by the State Auditor’'s Office staff as they plan audit engagements. Information
presented in this document does not represent policy or legal guidance. State agencies and local
governments should contact their legal counsels with specific questions.
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WHAT’'S NEW
Auditors should be aware of the following:

e Blake Decision — In early 2021, WA Supreme Court issued an opinion that the controlled substance statute
is void. Legal financial obligations of those affected must therefore be reimbursed. Auditors should ensure
the county has a contingency and litigation note disclosure and tie key figures in the note to supporting
documentation. No liability should be reported.

REQUIRED RISKS TO ASSESS

The following risks must be documented as red flags and discussed during brainstorming to ensure sufficient
consideration. They should be prioritized for audit to the extent they are applicable and significant to the county.

Financial Reporting of Fiduciary Funds (GASB 84)

We identified a high rate of significant misstatements in this area during our FY20 audits of counties. In particular,
counties are struggling to correctly report the movement of resources between the custodial and investment type
columns. Many of those errors and control systems have likely not been corrected.

Teams should consider whether this area should be identified as a significant risk (for GAAP counties) or an
additional risk (for cash counties) in the financial statement audit plan. Testing strategies are available for GAAP
and cash counties in TeamMate. This is a technically difficult area requiring an experienced auditor, contact Brandon
Tecca for assistance.

EFT Controls

Payroll and vendor electronic file transfer (EFT) related cyber frauds continue to occur. Accordingly, controls over
EFTs is a required risk to assess for all entities we audit. When assessing this area of risk, auditors should talk with
the entity about its controls related to changing existing EFT contact information and associated bank account
numbers. The approach perpetrators of these frauds use has evolved to include changing contact information for
existing EFT transactions before requesting a change to the associated bank account numbers. Previously, entities
were encouraged to follow up with the contact information known at the time of the request for changes to bank
account information; however, a stronger control is to independently confirm any change to payroll or vendor profile
contact information or banking account information. Individuals with the ability to change or add EFT accounts
need to have clear guidance on the process to authorize these changes through a proper validation method. A
testing strategy is available in TeamMate at Accountability | Expenses | EFT Disbursements | Controls over EFTs.
Contact Team IT Audit at SAOITAudit@sao.wa.gov for additional clarification or guidance.

Unique for Counties: Many counties are acting treasurer for other special purpose districts. The County should
have controls in place to confirm requests to change or add EFT accounts made by special purpose district
employees, or potential threat actors pretending to be special purpose district employees.

Financial Condition

Financial condition risk will be assessed as a baseline test for accountability audits and as part of our going concern
analysis for financial audits. Governments have experienced a wide range of effects as a result of COVID-19;
auditors should be alert for any risks to financial condition and review FYI 2020-01 for expected disclosures.
However, serious financial condition issues have been rare for counties. Also see the section below on Measurement
of Financial Health.

Restricted Funds

Of the restricted funds presented in Appendix 2, some funds are more likely to have more resources than others
and be at higher risk for inappropriate use. Auditors should brainstorm particular areas of risk for restricted funds,
considering those that have the most resources. Counties with declining financial condition are more at risk for
improper use of restricted funds, but this could also be an area of risk for counties closely monitoring financial
condition and looking for ways to sustain operations, particularly in the general fund. The following are some areas
that could be of higher risk (not required to audit all of these every year):

Washington State Auditor's Office Page 2 of 24




mailto:SAOITAudit@sao.wa.gov


https://stateofwa.sharepoint.com/:w:/r/sites/SAO-teamauditsupport/Shared%20Documents/Linked%20on%20Reference%20Guide%20pages/FYIs/FYI2020-01.docx?d=w4519c767d9c74ab9ade30e01aa21eebc&csf=1&web=1&e=NxGITN





1)

2)

3)

4

)

Overhead costs. Overhead costs consist of the costs of central services or support functions shared across
departments. They may include accounting, human resources, payroll, information technology, janitorial
services and others. Overhead costs may include not only the salaries, wages and benefits of the employees
who work in these departments, but the utilities, supplies, information technology, building maintenance
and other costs that support these employees. Typically, such services are initially paid through the general
fund or an internal service fund and charged back to the departments and programs that directly benefited
from them. The cost allocation process must be guided by an overhead cost allocation plan that
describes how the organization will allocate costs reasonably and equitably across funds and departments
and identifies the documentation required to support the charges. Oversight agencies, such as the County
Road Administration Board (CRAB), monitor when cost allocation plans are audited to ensure the costs
have been found to be reasonable and equitably distributed. If overhead costs are not reasonable or
equitably distributed, they can enforce monetary consequences, such as repayment. TeamMate testing
strategies are available for this area in the folder Accountability | Compliance Requirements | Interfund
Transactions.

Internal service funds - Counties are expected to have internal service funds (i.e. funds that provide services
to other county funds and in some cases outside parties). Examples of internal service funds include
equipment rental and revolving (ER&R) funds, insurance funds, computer replacement funds, and building
rental funds. Internal service funds charge other county funds for the cost of the goods and services
provided. TeamMate testing strategies are available for this area in the folder Accountability | Compliance
Requirements | Interfund Transactions. Two notable risks associated with these funds include:

¢ Inequitable billing: There is a risk that charges to participating funds are not equitable and fair. Costs
should be charged in proportion to the level of benefit provided to each fund or department.

e Unallowable disbursements: There is a risk that expenditures could be charged to these funds that do
not relate to the program or services being provided.

County Road Fund— This fund can have significant reserves and there can be a risk of funds being diverted
to other purposes either through accounts payable and payroll transactions, or transfers out. TeamMate
testing strategies are available for this area in the folder Accountability | Compliance Requirements |
Restricted Funds | City/County Restricted Funds.

Building permit fees. See details in Appendix 2 and accountability audit/compliance requirements sections
below regarding what these funds may be used for. Counties may collect fee revenue to fund future costs
such as permitting system replacements, but the resources need to be identified as restricted. Controls
should be in place to ensure funds are spent for intended purpose. Recent issues have also identified
inappropriate enterprise fund reporting. Building permit fees may be accounted for in the general fund or
a special revenue fund in certain circumstances, such as when they are partially supported by taxes.
However, if there is a pricing policy to recover the cost of issuing those individual building permits, they
should be reported in an enterprise fund. A Digital Audit Connections article is also available, When Should
I Use Enterprise Funds?

Interfund loans and transfers. Interfund loans from restricted funds should be repaid within three years;
otherwise, they could be considered a permanent diversion of funds. TeamMate testing strategies are
available for this area in the folder Accountability | Compliance Requirements | Interfund Transactions.

BACKGROUND

Title 36 RCW describes county laws and authority and applies to all counties, with a few exceptions. Some
provisions are applied based on the size of the county’s population. Also, Article XI, Section 4 of the State
Constitution provide for adoption of a "home rule" charter, which allows a county to choose a different form of
government from the commission form specified by statute. Seven of the 39 counties have elected to adopt
charters - Clallam, King, Pierce, Snohomish, Whatcom, San Juan and Clark counties.
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The board of county commissioners (or county council, in council-executive charter counties) is the legislative
authority for the county, adopting resolutions, levying taxes, and adopting the budget for the county. Many of the
activities within a county that follows the commission form of government are assigned by statute to separate
elected officials, as detailed in Appendix 1. To determine the particular organizational structure of a home rule
county government, refer to the county's charter.

Typical county services include public safety (sheriff, corrections, emergency management, medical
examiner/coroner), public works/roads, legal and judicial (superior and district courts, prosecuting attorney, public
defender) public utilities, comprehensive planning, building permits and land use regulation, parks and recreation,
community development public health, human services (mental health, aging care, substance abuse) operations.
Counties are also authorized to provide public transit services within unincorporated areas (RCW 36.57.100), and
water or sewer utilities within unincorporated areas (Chapter 36.94 RCW). Some of these services may be
contracted out with private and/or other municipal organizations.

Counties are authorized to create or have a role in the creation of many types of special purpose districts (see the
Local Government Basic Information spreadsheet under the Auditor Reference Guide on the SAO Hub for details).
Counties also perform elections, property tax assessment and collection, and treasurer functions for most local
governments.

Industry, Regulatory and Other External Factors

Most county activities are mandatory and established by state law. Counties do not generally face market
competition in the services they provide, with the possible exception of certain parks and recreation facilities or
programs (for example: golf courses or sports facilities and programs) and event centers.

Counties are affected by significant changes in the local population or economy. For example, a county may see
substantial decreases in sales tax, property tax or excise tax revenues if economic conditions or population within
a county decline. In Addition, counties can experience legal exposures or financial pressures if demand for basic
public services escalates or if system-wide improvements are needed to infrastructure such as roads or water
systems without corresponding increases in tax revenues.

Since counties are responsible for very large amounts of expensive public infrastructure (such as roads and bridges),
natural disasters may have a major financial effect. Counties may have limited insurance available, be covered
partially by a local government risk pool, or may be self-insured for such losses.

Potential oversight agencies include the following:

e The Department of Health (DOH) and the Department of Ecology (DOE) may provide federal and/or state
funding and Counties may be required to provide additional reports to the funding oversight agencies.
Auditors should inquire about any recent audits or reports obtained by the grantor, and review the
communications to determine if there are any potential risks relevant to their audit.

¢ The Washington State County Road Administration Board (CRAB) provides accountability through standards
of good practice, fair administration of funding programs, and technical and professional assistance to the
39 Washington State County Road Departments in accordance with RCW 36.78.070. Please contact one of
the County Subject Matter Experts for any concerns CRAB has with a particular county.

e The Department of Revenue (DOR) has broad oversight authority over the property tax assessment process
carried out by counties and has a number of programs and monitoring activities that provide oversight over
counties. The DOR issues guidance to county assessors, annually checks levy calculations and limits, and
periodically audits each county. A link to the most recent DOR property tax audit report is available on the
County Resources page. The DOR property tax audit report and the County Assessor and Property Tax
planning guide should be reviewed prior to performing accountability work at an assessor’s office.

Measurement of Financial Health
Almost all of the counties’ activities are supported by property taxes, relatively stable pass-through or grant funding,
mandatory fees, or monopoly charges for services (ex: water/sewer). However, many of these sources are subject
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to restrictions on increases. Financial distress may occur when increases in expenditures for mandated public
services outpace increases in funding, either for the county as a whole or for general services supported only by
taxes or grants, rather than fees or charges. For this reason, the amount and trend of unrestricted general fund
cash is a primary measurement of the financial health of a county. The same measure for other funds, especially
internal service funds, should also be taken into account.

Financial distress is most likely to occur in situations where economic activity or population has been stagnant or
in decline for several years. In such cases, salary and benefit increases may eventually cause the county to become
distressed. See also Required Risks to Assess.

PLANNING & ADMINISTRATION

Guidance for the following county functions are contained in other planning guides:
e Law enforcement (Police and Sheriff Guide)

Jail (Jail Guide)

District and superior courts (Courts Guide)

Self-insurance or risk management fund (Self-Insurance / Risk Pool Guide)

Industrial development corporations (IDC Guide)

Fire protection and EMS (Fire District Guide)

Water, sewer and storm water utilities (Water-Sewer District Guide)

County assessor and property tax (County Assessor and Property Tax Guide)

Health departments (Health District & Health Department Guide)

Transportation benefit districts (Transportation Benefit District Guide)

Transportation authorities (Transportation Authority Guide)

Interlocal agreement entities (Interlocal Agreement Entities Guide)

Mental health services provided through a behavioral health organization/behavioral health administrative

service organization administered by county health or human services department (Behavioral Health

Organization Guide)

e See also area guidance covering bidding and procurement, financial statement audits, investments, pension
and OPEB, information technology, accountability audits and Single Audits

Training and Additional Resources
The following recorded webinars are available in the training system and may be helpful when auditing counties
including:

e Know Before You Go: Counties

e Schedule 06 Bank Reconciliations for Cash Basis Governments

Additional resources related to counties can be found on the SAO HUB under Audit | Reference Guide | County
Resources.

Results of Other Audits

Planning procedures should include consideration of the results of any audits done by state or federal agencies, as
required in the Other Engagements and FAWF step. For example, in addition to oversight agencies noted above,
the state Department of Licensing (DOL) has strict requirements over sensitive data obtained and accessable related
to licensing and requires attestation engagements be performed for vehicle licensing agents and sub-agents.
Auditors should inquire about any recent engagements performed or reports obtained related to confidential
licensing data; a county auditor's office should have copies of recent DOL engagements for our review. Our Office
can now perform these attestation engagements for state and local governments. Auditors can contact System
Auditors through the SAOITAudit@sao.wa.gov centralized email portal with questions.

Key Operational Information
Key information about county operations the auditor should document in permanent file includes:
e Scope of services provided by the county. Examples of activities that counties may or may not be involved
in include fire protection, EMS services, water, sewer and/or storm water utilities, public transit services,
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public health services (instead of a separate health district), jail and juvenile detention facilities, tourism
promotion and provision of a landfill or garbage facilities.

Any departments that perform their own accounting or disbursements.

Any component units or related parties, such as governments where one or more board members are
appointed by the County or the County participates in governance. For example, we would normally expect
the following types of governments — as applicable — to be at least a related party to the County: air
pollution control authorities, housing authorities, most libraries, most weed and pest control districts, PDAs,
PFDs, most transit authorities, transit investment districts, transportation benefit districts, TV reception
districts, water conservancy boards, many diking or drainage districts, flood control zone districts, and
entities created by interlocal agreement. See the Local Government Basic Information spreadsheet for
details.

ACCOUNTABILITY

By statute, the office of county treasurer performs all treasury functions for both the county and for many of the
special purpose districts within the county.

Revenues

Taxes — The biggest source of county revenues are taxes, including property tax (collected by the county),
sales tax (collected by the state and remitted to counties), and other excise taxes. For details on potential
tax revenues, see the BARS manual descriptions of 310 revenue codes.

Federal and State Grants and Entitlements — Counties typically receive sizable amounts of federal and
state grants and entitlements. Most of these revenues are restricted for certain purposes.

Counties also have a large number of potential locally-receipted revenues. See BARS manual descriptions of 340
and 350 revenue codes for a more complete list. Such revenues may include the following:

Wastewater Utilities—Counties often provide water, drainage and wastewater, and solid waste services.
These utilities are considered high-risk for inappropriate use of restricted funds. See the Water/Sewer
Planning Guide for additional guidance.

Landfill — If the county operates a landfill or transfer station, dumping fees will be receipted. Legal analysis
of the county’s flow control ordinance (to determine if the county requires use of the landfill) and any
relevant bond covenants is necessary in order to determine whether landfill revenues are restricted or not.

Courts — Court operations include billing, adjustments, collections, receipting, disbursements and trust
account management. Due to the nature of court transactions, court revenues are at high risk for
misappropriation, especially via adjusting / deleting cases or substitution schemes. Refer to the Courts
Guide for details.

County Fair — County fairs receipt admission revenue, vendor rental revenue, and carnival revenue, all
of which may be subject to different controls. Vendor rental revenue may be based on volume of vendor
sales, which requires special monitoring. Carnival sales may be collected by contractors and reconciliations
to tickets issued would be important. Counties may also provide imprest or startup funds for the fair, which
should be monitored and returned timely after the fair is over. See also County Fair Operations below.

Parks Department — Parks departments generally have numerous locally receipted revenues that are
considered high risk for misappropriation, such as recreational program fees, entry fees, boat launch, and
camping facilities. In addition, counties may have special recreational facilities such as pools, gun ranges,
and golf courses, which may be subject to different controls and oversight due to involvement of third party
contractors that manage operations. The county should have sufficient monitoring of third party contracts
that collect revenues on the county’s behalf.
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Building & Planning — The county collects fees related to permit issuance and fines for building code
enforcement. See also the Restricted Funds in the compliance requirements section below and the Required
Risks to Assess.

Sheriff's department — Revenue sources include receipts for civil service actions, gun permits and alarm
permits and fines. They may also seize property that, due to criminal activity, is forfeited in accordance
with state law. A particular area of emphasis should be small and attractive assets. This can include
weapons, safety equipment, cameras, radios, laptops, and other equipment that should be tracked and
monitored. See the Police / Sheriff Guide for details on small and attractive assets, revenue sources, and
forfeiture reporting requirements.

Jail and Detention — Revenue sources include receipts for commissary sales, billings to other jurisdictions
and work-release programs. See the Jail Guide for details.

Recording Fees — The county auditor collects recording fees for filing of documents (ex: deeds,
mortgages, judgements, liens, etc.) and copy fees from people who request documents. Often, part of the
recording fee must be remitted to the State.

Licensing Fees — The county auditor collects licensing fees on behalf of the State DOL for renewal of
vehicle and vessel license tabs and the sale of vehicles and vessels.

Election Filing Fees — The county auditor collects candidate filing fees and reimbursement of elections
costs from governments with items on the ballot. The BARS Manual (under Accounting > Expenditures >
Voter Registration and Election Cost Allocation) provides detailed instructions on how election expenses
should be allocated and billed.

Expenditures
Counties often have separate systems or controls over the following types of expenditures:

Assets

ACH or electronic payments

Credit card payments

Imprest and petty cash funds, including sheriff’s department confidential funds

Jury and witness payments paid by the court

Developer credits, which are non-cash credits assigned to developers in exchange for construction of
necessary infrastructure. See discussion in the financial section below.

In addition to normal office equipment, small and attractive assets may include the following, depending on county
operations:

Maintenance equipment and supplies used by the parks department or county fair

Equipment, weapons and supplies used by the sheriff’s department

Evidence and seized property held by the sheriff’s department or court

Maintenance equipment, supplies and parts inventories used by utility departments

Vehicles, equipment and maintenance equipment, supplies and vehicle and equipment parts inventories
used by the public works department, ER&R fund or motor pool. Note that vehicles should be clearly
marked as belonging to the county (RCW 46.08.065) and be used only for business purposes.

Fuel pump or fuel cards used by public works department

Technology equipment, such as laptops, digital, media storage devices

Lumber and building supplies and parts used by public works department or equipment services
Inventories of metal parts or products, such as copper wire and piping from utility or public works
departments. Both the inventories and any scrap or wastage from projects can be readily converted to
cash at metal-recycling businesses and are at high risk for theft.

Military surplus — acquired assets from the Department of Defense (DOD) 1033 program are often small
and attractive. Auditors should inquire about any assets acquired through the program and request a list
of “closed” assets, since these are no longer actively monitored through the program and will not show up
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in the listing link. If the entity’s controls over tracking and monitoring assets are weak, then there is an
increased risk of inadequate tracking of these assets. Auditors can find a listing of the 1033 program assets
each entity has received at www.dla.mil/DispositionServices/Offers/Reutilization/LawEnforcement.aspx.

RCW 36.32.210 requires the county commissioners to compile a certified inventory of all capitalized assets annually.
However, this inventory will not include much of the small and attractive assets, which are below the capitalization
threshold.

Compliance Requirements

General compliance requirements apply to counties, including Open Public Meetings Act, expenditure audit and
certification, conflict of interest, limitation on compensation of public officials, insurance / bonding requirements,
limitation of indebtedness, authorized investments and budgeting.

Other compliance requirements and risks to be aware of are as follows:

Bid Law — Counties are required to competitively bid public works (RCW 36.32.250) and purchases (RCW
36.32.245) - see the Bidding and Procurement Guide details. Due to the nature of county activities, we
would expect purchases requiring bidding every year and major public works projects to be occurring every
year in larger counties or at least every couple of years in small counties. Due to the nature of county
public works activity, there will be a number of public works projects accomplished by county employees
(referred to as “day labor”) as opposed to having the activity contracted out. Under RCW 36.77.065,
counties are limited in the amount of day labor they are allowed to perform annually, based on the annual
road construction budget.

Purchasing and expenditure approval — Counties may have more decentralized purchasing and
expenditure approval processes than other local governments.  Counties may establish a purchasing
department in accordance with RCW 36.32.240 to provide a more centralized purchasing process for
equipment, supplies, and materials for county departments. However, this RCW provides for an exception
for purchases made from the county road fund or the equipment rental and revolving fund. (RCW
36.32.235 applies to establishment of purchasing departments at counties with populations of more than
400,000. It also provides for an exception for purchases from the road or equipment rental and revolving
funds.)

Prevailing wages — Prevailing wage requirements apply to all county public works projects, except for
those accomplished with day labor. NOTE: Counties have interpreted prevailing wage laws as not applying
to infrastructure built by developers. Since Labor and Industries, as the regulatory agency has not taken
issue with this interpretation, we do not consider this an audit issue at this time.

Disposition of Surplus Property — Unless the county has established comprehensive procedures of its
own under RCW 36.34.005, dispositions of county property are subject to the provisions of Chapter 36.34
RCW. Unless the property is exempt under RCW 36.34.020, disposals are subject to public hearing,
published notice, and either auction or sealed bid requirements. A testing strategy is available at
Accountability | Entity Specific Areas | City/County | Surplus Property.

Restricted Funds — See Appendix 2 for a list of sources of restricted funds. Potential risk areas include:

o Affordable and Supportive Sales Tax — The 2019 Legislature passed the Encouraging
Investments in Affordable and Supportive Housing Act (RCW 82.14.540), authorizing a new state-
shared local sales and use tax to be used for affordable and supportive housing. Eligible counties
and cities can pass resolutions of intent to implement the tax credit and can enter into an interlocal
agreement with housing authorities to pool and allocate this revenue. As of October 1, 2020,
seventy-seven of these jurisdictions have passed resolutions and adopted this legislation. Twenty-
seven jurisdictions started receiving distributions from the State Treasurer from October through
December 2019, totaling approximately $959,000; however, we expect this amount to increase
significantly in 2020. Sales and use tax revenue may be used to provide housing and services only
to persons whose income is at or below 60% of the median income of the city or county imposing
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the tax. Counties with populations over 400K and cities over 100K must use the revenue only for
acquiring, rehabilitating or constructing affordable housing or funding the operations and
maintenance costs of new units of affordable or supportive housing. Smaller couties and cities
may also use the revenue to provide rental assistance to tenants.

o Impact fees - Impact fees may be collected by cities and counties that have a comprehensive
growth management plan. "Impact fees" are a payment of money imposed upon development as
a condition of approval, to pay for public facilities needed to serve new growth and development,
and reasonably related to the development that creates additional demand and need for public
facilities. A TeamMate step is available (under Accountability | Compliance Requirements |
Restricted Funds | City/County Restricted Funds) with procedures to consider for testing impact
fees.

Waiver of traffic impact fees is allowable under RCW 82.02.060(2). Waiving these fees means that
there is not funding available to finance infrastructure for a specific development. Should that
infrastructure be needed, the County must use other funds (not TIF funds) to finance it.

o Building and land use permits — Counties collect fees for building permits and land
development. RCW 82.02.020 prohibits these fees except to cover the cost of “processing
applications, inspecting and reviewing plans, or preparing detailed [environmental] statements.”
See Required Risk to Assess and Appendix 2 for further details. Counties should have some support
that indicates the revenue from building and land use permits is only used for allowable activities.
Building and land use permit revenue should not be used to fund:

Planning (county planning for zoning, etc.)

Nuisance abatement

Fire marshal services

Code enforcement activities unrelated to or prior to filing permit applications

Fire inspections

Environmental health activities

Public works activities

Cost allocations from the legislative body or chief executive

VVVVYVYYVVYY

At least one county currently waives building permit fees to encourage development. At a
minimum, the general fund should be compensating the building permit fee fund (if accounted for
in a separate fund) for the lost revenue needed to support the program so that other permits are
not covering the cost. If this is being done, please contact the County Program Manager.

o Veteran’s Relief Fund — Under RCW 73.08.010 Counties are required to establish a veteran’s
assistance program. Funds from the veterans’ assistance fund and interest earned on balances
from the fund may only be used for expenditures as defined in RCW 73.08.080. A TeamMate step
is available (under Accountability | Compliance Requirements | Restricted Funds | City/County
Restricted Funds) with procedures to consider for testing veterans funds

o County Road Levy Diversion- Counties use property tax levies to collect funds for county roads.
RCW 36.33.220 allows counties to divert a portion of these funds to the current expense fund for
any service to be provided in the unincorporated area of the county. The County Road
Administration Board (CRAB) requires counties that divert funds to have the sheriff certify that all
diverted revenues are used for purposes of traffic law enforcement. In order to be eligible for
Rural Arterial Program (RAP) funding, counties must complete this certification. A recent AGO
opinion (2017-01) clarifies what activities are considered traffic law enforcement. Note: This
requirement is only applicable for counties with a population greater than 8,000. There is a testing
strategy to address this risk associated with road levy diversion and allowable uses located in
TeamMate at Accountability | Entity-Specific Areas | City/County | County.
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o Rural County Sales & Use Tax (RCW 82.14.370) - Rural counties may impose an additional
sales and use tax, but there are restrictions and requirements in doing so and in how these monies
can be used. The sales and use tax rate is either 0.09 percent or 0.04 percent of the selling price
or value depending on the size of the county. Oftentimes, we hear these revenues called “Point-
Oh-Nine” funds.

The definition of a rural county is counties with a population density of less than one hundred
persons per square mile or a county smaller than 250K square miles, based on data published by
OFM annually. Per inquiry with the Attorney General’s office and the Department of Revenue, we
have learned that even if a county grows and is no longer considered a rural county per the
definition just described, counties are allowed to continue levying the additional sales and use tax
until the debt or purpose for the original tax levy is completed or until 25 years have elapsed.
Additionally, all counties levying this tax have a total of 25 years that they can levy this tax.

Many counties are disbursing funds to other local governments (mainly cities and ports) to carry
out projects that serve the economic development purpose. This is an acceptable method of
utilizing these funds, as long as counties are maintaining adequate oversight and involvement to
ensure the purpose of the RCW is met. This is most commonly accomplished through agreements
between other local governments and the counties. Counties also need to be ensuring the most
restrictive bid law and procurement requirements between the counties and other local
governments involved are being met.

Key Requirements:

» The funds collected must be used to finance public facilities serving economic development
purposes in rural counties and to finance economic development offices. Note that if
another RCW provides funding for a specific project, that would make it not permissabe to
use rural county sales and use tax revenues for that project.

» Counties must consult with cities, towns and port districts regarding projects.

> Eligible projects must be listed as an item in an economic development plan, the economic
development section of a comprehensive plan, or the comprehensive plan of a city or town
located within the county for those counties planning under RCW 36.70A.040. For those
counties that do not have an adopted overall economic plan and do not plan under the
growth management act, the public facility must be listed in the county’s capital facility
plan or the capital facilities plan of a city or town located within the county. Note that
these projects need to be specifically stated in an applicable plan so as to be easily
identifiable by an outside user.

> If funds are given to ports to carry out projects, counties need to maintain adequate
oversight and involvement to ensure RCW requirements are met and the more restrictive
bid law/procurement requirements between counties and ports are met.

A testing strategy is available at Accountability | Entity Specific Areas | City/County | County | Rural
County Sales & Use Tax.

¢ Self-Insurance Programs - If the county has any individual property/liability self-insurance programs,
review the Risk Pool Planning Guide for guidance on financial reporting and potential risks. If a county
has these programs, we are required to audit them every two years. (Note.: Self-Insurance will need to
be included in every audit for those on a 2-year cycle.) Self-insurance is a complicated topic and it can be
challenging to complete an accurate Schedule 21. The auditor should consider the risk that self-insurance
programs are not identified. The “Self-Insurance Assessment” workpaper located in the Accountability
Planning folder can assist auditors in better understanding if the entity self-insures and what type of
information can be gathered to help better assess risks. Please note: This step and workpaper is a planning
procedure to help assess audit risk, and is not intended to be a substantive procedure.
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e Maedical Self-Insurance Programs - Auditors should inquire if the county allows other entities (such as
special purpose districts or component units) to participate in its medical self-insurance program. If it allows
other participants, please inform the self-insurance/risk pool subject matter experts.

¢ Time and Materials Contracts (On-call Contracts) Used For Public Works
State law requires Counties to have defined plans, specifications, and related cost estimates of public works
prior to competitive bidding (RCW 39.04.020). In order to prepare a cost estimate and receive bids based
on defined specifications, there needs to be specific details about the type and quantity of work to be
performed. Counties may not be defining the scope of work up-front but instead are asking prospective
bidders to provide quotes for hourly rates for certain types of work. State bid law does not allow for this
practice.

Examples of work where hourly rate contracts may be in place include:
e Paint striping
e Overlay or road sealing
e Utility related contracts such as installing infrastructure (water or sewer lines)

Auditors should be confirming whether counties have these types of contracts by reviewing actual contracts.
If these contracts are found, a second concern is whether the county submitted timely updates to Labor
and Industries (L&I). There is an issue when L&I receives an intent to pay prevailing wages at the
beginning of the contract but does not receive an affidavit until several years later. Counties should be
defining projects in @ manner that allows for timely reporting to L&I on a per project basis.

Auditors should use the “On-Call Contracts” step available in TeamMate in the Compliance Requirements |
Procurement | Public Works folder to evaluate this risk. If contracts for time and materials are identified,
please contact the County Program Manager for further assistance.

e Third Party Receipting (includes payments made online, in person, by mail or phone using E-
check/ACH or credit card)
Third party receipting may occur in counties at various locations including the treasurer’s office (property
tax payments received via mail, in person or paid online could use three separate payment processes),
district court, superior court, sheriff’s office (inmate accounts, commissary, telephone services), parks and
recreation (facility rentals, classes, events, camping) or other departments. It is also possible that different
departments within a county may use different vendors to process their payments. To determine if a
particular county uses third parties for receipting, check their website for payment options and inquire with
county personnel (typically IT staff need to be involved with the interface so the IT department is a good
place to start).

Auditors can use the “Third Party Cash Receipting” step available in TeamMate in the Accountability |
Revenues folder to evaluate this risk.

County Fair Operations

RCW 36.37.040 states in part: The board of county commissioners may employ persons to assist in the management
of fairs or by resolution designate a nonprofit corporation as the exclusive agency to operate and manage such
fairs.

The county fair may be operated as a department within the general fund or it may be operated as a separate
County Fair fund. Auditors should first inquire with the county about how the fair and fairgrounds are managed. If
a county has assistance in management of the fair, auditors should review the contracts and/or agreements.
Auditors should use the agreements or contracts to determine the responsibilities of the county.

When the county has employed persons to assist in the management of the fairgrounds, we would expect the
county to have controls in place to ensure funds receipted at the fairgrounds are adequately safeguarded from
theft or loss and deposited with the County Treasurer. When the county has an agreement for the full management
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of the fair and fairgrounds we would determine audit procedures based on the terms outlined in the contract. Here
are some examples of key items to look for:

e Who is entitled to the revenue from events held at the fairgrounds

e Who is responsible for the maintenance of the grounds, buildings, etc.

e Who is responsible for the expenditures associated with the maintenance of the grounds, buildings, etc.

Auditors should contact a County Subject Matter Expert or Brad White, County Program Manager, for questions or
assistance.

WSU Extension Offices

There are Washington State University Extension Offices located in each of the 39 counties and one for the Colville
Confederated Tribes. The offices are overseen by the Associate Dean and Director of Extension for the WSU College
of Agricultural, Human, and Natural Resource Sciences (CAHNRS). A memorandum of agreement, an interlocal
agreement or an agreement called “Appendx A” is in place between WSU and each of the counties.

Equipment Rental and Revolving (ER&R) Fund

Equipment Rental and Revolving funds, also known as ER&R funds, are established to provide equipment rental
services within a local government. They increase government efficiency by giving the government a way to allow
expensive equipment and supplies to, in essence, be rented to the government's various departments. ER&R funds
are internal service funds and should operate on a cost reimbursement basis (without generating a profit). Their
rental equipment can include items such as computers, police and fire vehicles, heavy road equipment and
specialized high voltage trucks.

All counties (RCW 36.33A.010) are legally required to have an ER&R fund for operating county road and city street
departments. ER&R funds may be expanded to provide services to other departments including public works,
utilities, fire and police.

See BARS 3.9 for more information about the establishment of an ER&R fund, the operation of the fund, rate
setting, and charges to federal programs.

Some specific topics related to ER&R outside of what is listed in the BARS Manual include:

e (Can a county road fund hold an inventory? While there are no official restrictions on whether a long-term
inventory can be held in a county road fund, the optimal model would be to only hold short-term inventory
(less than a year) in the road fund and utilize ER&R for any long-term inventory.

e (Can the ER&R fund provide services to private company? There is no statutory authority for the ER&R
fund to provide services to a private company.

o What happens if federal funding is received for equipment replacement when theyve already collected
money for that purpose through ER&R fees? Counties need to be cautious that they are not supplanting
with federal funds.

Fraud Risks - Risk Management Department’s Claim Payments

A small number of counties with their own risk management departments choose to process their own warrants to
pay claims versus using a risk pool to perform this function. A fraud investigation had identified weaknesses in
monitoring the validity of these payments and a lack of segregation of duties. If you want more information on
this fraud case, please contact Team Fraud.

Typically, the county Auditor’s Office would review support for payments, such as invoices, prior to processing the
payments. However, for claim payments, some first party documentation may contain confidential information
and, therefore, may not be provided to support the payments. As a result, there is a risk these payments are
processed without adequate review to ensure they are valid. Itis important within the risk management department
to have an independent review process in place for these claims prior to them being sent for processing.

When auditing a county with a risk management department, auditors should gain an understanding of the control
process in place and consider testing claims for adequate support. The control process should include an
independent thorough review of claim payments processed by the county Auditor’s Office.
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Fraud Risks - Odyssey

The current Superior Court Management Information System (SCOMIS) used by Superior Courts and County Clerks
is being replaced by the Odyssey system. An implementation map is available to identify each county’s conversion
schedule. All counties, except for two that opted to not implement the system, started the implementation of the
system as of the end of 2018.

The vendor continues to work on developing useful monitoring reports, including system adjustments, for entities
to incorporate into their procedures. Two fraud investigations, in counties that implemented early, have identified
weaknesses in the Odyssey system over bank reconciliation, adjustments, separate tills and deposits. See the
Courts planning guide for additional information.

For those counties that have implemented and used the Odyssey system for a full year or more, auditors are
strongly encouraged to consider this area for audit. Testing strategy steps specific to the Odyssey system are
available in TeamMate at Accountability | Entity Specific Areas | City/County | Courts | Court Cash Receipting (all
Odyssey procedures should be performed when testing for the first time). Auditors should contact a Courts Subject
Matter Expert or Stephanie Sullivan, Team Fraud, for questions or assistance.

Financial Management Policies and Resources

Governments and their policy needs vary considerably due to differences in size, scope of activities, organizational
and staffing structures, contractual and program structures, technology, and the governing body’s values and
priorities. Financial policies should be designed by each government according to its needs. MRSC, in partnership
with SAO, has developed a series of online resources to help local governments develop and adopt effective financial
policies and procedures.

FINANCIAL STATEMENTS

Counties are general purpose governments that will include governmental, business-type and fiduciary funds.
Counties have the option to report on either a cash or GAAP basis.

BARS reporting changes
Changes applicable to reporting year 2021: The 2021 BARS manual revisions include the following:

e  GAAP Proprietary Fund schedule 01 reporting — requirements for proprietary funds reported in the annual
report must include actual depreciation amounts in each fund, actual expenses for capital expenditures and
actual expense amounts for principal debt repayments.

e Lease accounting is effective for fiscal year 2022 reporting in 2023

e Other changes include updates, clarifications and revisions to schedules, account codes, and Note templates

Changes applicable to reporting year 2020: The 2020 BARS manual revisions including the following:

e Updates to the reporting requirements for counties on the Schedule 17 due to changes in RCW.

e Updated references to RCW and updated references to reserved versus restricted in the Paths and Trails
accounting section.

e New section for determing fiduciary custodial funds.

e Updated link to the RCW in the County External Investment Pools section.

e Reporting Requirements and Filing Instructions for Cities and Counties no longer have references to the
Schedule 07 and Schedule 11 and now have updated county requirements to include the Schedule 06.

e The Schedule 07 and Schedule 11 sections have been removed and replaced with the Schedule 06.

e Clarified instructions for the Schedule 06 as this is a reporting requirement for cash-basis counties for 2020.

e Other changes include updates, clarifications and revisions to schedules, account codes, and Note
templates.

GAAP reporting changes

All new GASBs are identified and evaluated by the Financial Audit Committee (FAC), as summarized on the GASB
Tracker available on the FAC Sharepoint page. When evaluating implementation of new GASBs for Counties,
auditors should specifically consider:
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e GASB 83 (Asset Retirement Obligations, original implementation effective FYE 2019, new implementation
effective FYE 2020) is expected to impact most Counties. For example, we expect that it would apply to
fuel tanks. See the Center’s Identifying Asset Retirement Obligations for additional guidance. A TeamMate
testing strategy workpaper is available at Financial Statement | GAAP | Workpapers.

e GASB 84 (Fiduciary Activities, original implementation effective FYE 2019, new implementation effective
FYE 2020) is expected to have a major impact on Counties and require re-evaluation and changes to
reporting for fiduciary activities. A TeamMate testing strategy workpaper is available in Financial Statement
| GAAP | Workpapers. See also Required Risks to Assess.

e GASB 87 (Leases, original implementation effective FYE 2020, new implementation effective FYE 2022) is
also expected to have a major impact on Counties and require re-evaluating and changes to reporting for
leases. Due to a County’s naturally decentralized operations and extent of activities, we would expect this
to require significant effort and analysis. We would not expect any early adoption of this GASB. A
TeamMate testing strategy workpaper is available in Financial Statement | GAAP | Workpapers.

GASB 95, issued May 8, 2020, delayed the implementation date of certain new standards. Entities have the option
to decide whether or not to delay implementation. During planning, as part of Understanding the Entity &
Environment, auditors should inquire with the entity and confirm the entity’s implementation decisions.

GAAP Reporting — Capital Contributions of infrastructure built by private developers

Counties require (as part of policy or code) that private developments construct various infrastructure, such as
roads, water, sewer, lights, etc. as part of the building and permitting process. The infrastructure required to be
built by the developer (to county specifications) is subsequently turned over to the county for upkeep and operation
at the conclusion of the development. This infrastructure is considered a capital contribution (donated
infrastructure). The county may offer developers the option of paying a system development fee in lieu of actually
constructing the infrastructure themselves. In this case, the county would construct the necessary infrastructure
paid for by the fees.

Often, the county will request that the developer build additional infrastructure that — while not required under
conditions of the permit — is part of the county’s long term infrastructure plan (for example: a connecting road, an
over-sized sewer line or a signal light). In order to compensate for this additional work, the county grants a
“developer credit” which can be used to offset future permitting fees with the county. The credit is at a negotiated
amount in accordance with county policy or code.

These transactions should be reported as follows:

e (Capital Contributions (Donated Infrastructure) - This amount would be reported in the Capital Grants and
Contributions column of the Government-wide Statement of Activities. It would not be reported on
Governmental fund operating statements, but would be reported on the Proprietary Fund operating
statements as a line item (“Capital Contributions”) underneath Non-Operating Income (Loss). See the
BARS manual for reporting examples.

e System Development Charges — This amount should be reported as revenue to the county similar to any
other plan or permit fees. For GAAP entities, this would be capital contributions, if the fees were for capital
purposes.

e Developer Credits (issued under RCW 82.02.060) — This amount should be reported as capital assets and
a developer credit liability when the credit is issued. When the credit is redeemed, the liability is reduced
and contributed capital revenue (or impact fee revenue) is recorded.

Blake Decision

On February 25, 2021, the Washington State Supreme Court issued an opinion in State of Washington v. Blake,
declaring that Washington’s controlled substance statute (RCW 69.50.4013) violates the due process clause of the
state and federal constitutions and is therefore void.

The legal financial obligations (LFOs) of all those previously affected by this voided statute must be reimbursed; as
this law dates back to 1971 the financial consequences are likely significant.
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No liability should be reported.

Counties are required to disclose the following as a contingency and litigation disclosure:
e A brief description of the Blake decision
The potential impact to the County
At the time the County does not have the information necessary to estimate any potential liability
Any mitigation received or allocated from the state
How the county is accounting for the repayment of the legal financial obligations.
o This is considered a significant accounting policy as there is a potential for different financial
recognition.
o We expect the county to have worked with their legal counsel in making this determination, i.e.
after the state allocation is depleted, who is liable for remaining payments

Auditors should ensure the county has a note that covers the items above and tie key figures to supporting
documentation. We would not expect any county to yet be able to estimate the potential liability due to many
factors that are still unknown. Please direct any questions to Christie Cowgill, Local Government Support.

Enterprise Fund reporting

Recent issues have been identified for inappropriate reporting of enterprise activities. Issues include reporting
activities almost exclusively financed by user fees reported in the general fund or special revenue funds; separate
enterprise funds for reporting construction capital improvements or debt servicing; separate enterprise funds for
reporting customer deposits or equipment reserves; and enterprise funds incorrectly used to report activities when
the only revenue sources are taxes, grants or transfers. A Digital Audit Connections article is also available, When
Should I Use Enterprise Funds? See also Required Risks to Assess for Restricted Funds — Building Permit Fees.

Potentially higher risk areas based on other SAO audits

The period-end financial reporting process (which includes all steps associated with converting the general ledger
or other source accounting records into the financial statements) can be an area of risk at counties due to the
coordination needed between the County Auditor, County Treasurer and other departments, such as public works.
If multiple general ledgers are used (for example, the auditor’s GL and treasurer’s GL), these ledgers should be
reconciled. See Appendix 2 of Financial Statement Planning Guide for expected controls over financial reporting for
BARS Cash Basis governments. If any of these expected controls are not in place or not operating effectively without
adequate compensating controls, auditors should consider whether a significant deficiency or material weakness in
controls over financial reporting exists.

A Checklist for Preparing Cash Basis Financial Statements is available from the Center. Local governments can use
this internal control checklist as a baseline to develop policies and procedures that address areas of deficiencies
most often found in financial statements prepared under the BARS Cash Basis method.

The Center also provides a Checklist for Accounting Standards Changes. Local governments can use this tool to
ensure their financial statement preparation team performs sufficient research to correctly and timely implement
changes in GASB standards.

Open Period (Cash-Basis Entities)

State law prescribes the available time period options for adopting an open period (RCW 36.40.200). However, it
does not limit the number of open periods that a county can have. Counties should have some type of
documentation or policy to support the decision to have more than one open period.

SINGLE AUDIT

Most counties expend $750,000 or more in federal financial assistance and require a single audit. Refer to the
Single Audit Planning Guide for details on the single audit.
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PERFORMANCE AUDIT

Information on  ongoing  performance audits can be
https://www.sao.wa.gov/performance-audits/performance-audits-in-progress.
contact the Assistant Director for Performance Audit.

found on SAO  website at:
For all other inquiries please

Washington State Auditor's Office Page 16 of 24




https://www.sao.wa.gov/performance-audits/performance-audits-in-progress





APPENDIX 1: Statutory Duties of Elected County Officials

County Treasurer (Chapter 36.29 RCW):
The county treasurer is the custodian of the county's funds and the administrator of financial transactions. In
addition to services for the county, the treasurer also provides financial services to most special purpose districts,
including the responsibility to receipt, disburse, invest and account for the funds of each of these entities. Specific
duties are as follows:

e Custodian of investments for county and all outside taxing districts, unless the taxing district by law
performs as their own treasurer.
Responsible for all the purchase and sale of investments for the county and all outside taxing districts.
Responsible for making payments on long-term debt for the county and outside taxing districts.
Responsible for redeeming warrants for the county and all outside taxing districts.
Controlling the checking accounting. Disbursements from this account should be limited to the distribution
of property taxes to outside taxing districts to cover warrants redeemed by the bank and for the purchase
of investments.
e Controlling refund accounts. Accounts are used to refund property holders for retroactive senior and
handicap exemptions. Accounts are also used to refund overpayments for property taxes and LID/CRIDS
(Local Improvement District/County Road Improvement Districts).
Responsible for the collection of real and personal property taxes and special assessments.
Responsible for the collection of LID/CRID
Collection of Taxes
Disbursement of Funds
Investment of Funds: refer to BARS Manual section 3.2.1 for an extensive list of authorized investments
and/or refer to the investment planning guide.

County Auditor (Chapter 36.22 RCW):

The county auditor examines and audits county financial records, records documents and administers elections.

Specific duties are as follows:
e Responsible for the copying, preserving and indexing legal instruments recorded in the county (i.e. property

deeds, marriage licenses, etc.).
e Responsible for keeping a current accounting with the county treasurer. This includes detailing all money
received and disbursed by the county.

e Responsible for auditing all claims against the county. These claims must then be presented to the

legislative body for their examination and allowance.

Responsible for registering all warrants legally authorized by the legislative body.

Responsible for the issuance of warrants for claims allowed by the legislative body.

Must retain all original claim documentation supporting warrants issued.

Responsible for preparing and certifying a complete financial reporting, for the past fiscal year. This financial

reporting must be made available to the public and transmitted to the State Auditor.

e Responsible for recording all of the proceedings of the legislative authority (i.e. designated Clerk of the
Board) unless the board of commissioners designates one of its employees to serve as clerk.

e Responsible for supervising all primaries and elections, general or special, within the county under Title
29A RCW. This includes voter registration.

e Responsible for the issuance of warrants for the payment of claims against diking, ditch, drainage and
irrigation districts and school districts of the second class, who do not issue their own warrants, as well as
political subdivisions within the county for which no other provision is made by law per RCW 36.22.090.

Assessor (Chapter 36.21 RCW) - The primary responsibility of the county assessor is to determine the value
of all taxable real and personal property in both the incorporated and unincorporated areas of the county for the
purpose of determining the tax liabilities of the taxpayers in the various taxing districts in an equitable manner. The
county assessor is responsible for the calculation of property tax levies necessary to raise revenues for government
services.

Commissioners (Chapter 36.32 RCW) - Under the commission form, the county governing body consists of a
three-member board of commissioners, elected on a partisan basis, who serve as the county’s legislative body and
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also perform executive functions. While the county commissioners establish the budget and act as the county
legislative body, they share administrative functions with several other independently-elected county officials.
Although there is no constitutional or statutory requirement for county commissioners to delegate any of their
executive authority to a separately-appointed administrator, many of them have, to a limited degree, chosen to do
SO.

Prosecuting Attorney (Chapter 36.27 RCW) - The county prosecuting attorney has major responsibilities as
the legal representative of the state and counties in actions and proceedings before the courts and other judicial
officers. The prosecuting attorney prosecutes violators of state law and county code in the county superior and
district courts and appears for and represents the state and county in other types of criminal and civil actions.

Sheriff (Chapter 36.28 RCW) - The sheriff has a number of duties relating to: (1) law enforcement and public
safety, (2) jails and confinement facilities, and (3) civil functions for the court system.

Clerk (Superior Court Clerk) (Chapter 36.23 RCW) - The county clerk is the administrative and financial
officer for the state superior court of the county and is responsible for court records.

Coroner/Medical Examiner (Chapter 36.24 RCW) - The county coroner or medical examiner is responsible
for conducting death investigations, including inquests. In counties over 250,000 in population, the county
legislative authority may, upon confirmation by county voters, replace the elected office of coroner with an
appointed medical examiner under the medical examiner system. In counties under 40,000 in population, the
County Prosecuting Attorney serves as the coroner.

Superior Court Judges (Chapter 2.08 RCW)
District Court Judges (Chapter 3.34 RCW)

Note: these statutory duties may not apply to “home rule” charter counties. Article XI, section 4 of the state
constitution, allows county voters to adopt a “home rule” charter to provide a form of government other than the
commission form prescribed by state law. A “home rule” charter doesn’t change the role and authority of the
county. It does allow for appointed officials to perform county functions previously performed by elected officials
and for changes in the names and duties of the county officers. In “home rule” charter counties, the county
charter will state which offices have been replaced or modified. Four of the charter counties adopted the council-
executive form of government while the other three charter counties chose another form without an elected
executive:

e Council-County Executive (King, Pierce, Snohomish, and Whatcom) - The elected office of county
executive exists in four of the seven charter counties (King, Pierce, Shnohomish, and Whatcom). The authority
and duties of the county executive can only be determined by a review of the individual county charters. In
general, counties adopting the council-executive form of government have a county council, which serves as a
legislative body establishing policy, and an elected executive responsible for the implementation of council
policies and the day-to-day administration of county government functions and services.

The remaining three charter counties (San Juan, Clallam, and Clark) adopted forms of government where the
elected commission or council delegates all or part of its administrative authority to an appointed administrator
or manager. San Juan adopted a council-appointed administrator form, Clallam adopted a commission-
appointed administrator form, and Clark adopted a council-appointed manager form.
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APPENDIX 2: List of Restricted Funds for Counties

The following table lists potential sources of restricted funds, along with details and citations. A quick way to check
what restricted funds a county is reporting is by BARS coding. Applicable codes that denote a restricted revenue

source are included in the table below.

Restrictions on the use of Resources

BARS Bassub

General Restrictions

Special Revenue Funds (RCW 43.09.210) — These funds are used to account for
revenues restricted to a certain purpose. If funds are not already restricted by
statute or contract, we would expect the resolution authorizing a special revenue
fund would specify a restriction.

Fund numbers 100 — 199

Internal Service Funds (RCW 43.09.210) — The function of an internal service
fund is to accumulate and allocate joint or shared costs among funds. Internal
Service Fund resources are considered restricted to their stated activity or function.
In addition, excessive accumulation of undesignated reserves or improper cost
allocation methods or structures may be considered improper use of restricted funds
when such resources are being paid into the internal service fund.

Fund numbers 500-599

Proprietary Funds (RCW 43.09.210) — Proprietary funds are typically considered
restricted as a separate undertaking of the county. Additional clarification of
restrictions is often found in statute, contracts and resolutions authorizing the fund.

Fund numbers 400-499

Overhead costs consist of the costs of central services or support functions shared
across departments. They may include accounting, human resources, payroll,
information technology, janitorial services and others. Overhead costs may include
not only the salaries, wages and benefits of the employees who work in these
departments, but the utilities, supplies, information technology, building
maintenance and other costs that support these employees. Typically, such services
are initially paid through the general fund or an internal service fund and charged
back to the departments and programs that directly benefited from them. The cost
allocation process must be guided by an overhead cost allocation plan that
describes how the organization will allocate costs reasonably and equitably across
funds and departments and identifies the documentation required to support the
charges.

See BARS part 3.9, Interfund
Activities — Overhead Cost
Allocation

Transfers of Investment Income to the General Fund (see FYI 2011-01)
Based on the language of the statute, interest earnings from some restricted
revenue sources are considered unrestricted and can be transferred to the general
fund.

See BARS part 3.2 , Assets —
Sweeping Interest and
Investment Returns into
County General Fund

Specific Restrictions

BARS Bassub

Marijuana Enforcement Chapter 4, Laws of 2015, 2nd special session, section
1603 (2E2SHB 2136). State distribution for marijuana enforcement. The bill does
not define “marijuana enforcement” but county should be able to demonstrate how
the expenditures tie to “marijuana enforcement.”

3360641 — Marijuana
Enforcement

Earmarked Property Tax Levies (RCWs 84.52.069, 73.08.080, 71.20.110,
84.52.135, 84.34.210-230) - Could have additional earmarked levies. For example:
EMS, Veterans, Conservation Futures, etc.

3111XXX — Property Tax

Diverted County Road Property Tax (RCWs 36.33.220, 36.82.040, BARS section
3.6.5) - to provide services in the unincorporated area of the county

3112XXX - Diverted county
road property taxes
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Restrictions on the use of Resources

BARS Bassub

Chemical Dependency / Mental Health Service Tax (RCW 82.14.460) -
providing new or expanded chemical dependency or mental health treatment
services and for the operation of new or expanded therapeutic court programs

31314XX - Chemical
Dependency/Mental Health
Services Sales and Use Tax

Special Purpose Sales Tax (RCW 82.14.450) - sales and use tax imposed for a
special purpose - ballot measure will indicate restrictions, but at least one third must
be used for criminal justice purposes, fire protection purposes, or both.

31315XX - Special Purpose
Sales and Use Tax

Emergency Communication Tax (RCW 82.14.420) - financing, design,
acquisition, construction, equipping, operating, maintaining, remodeling, repairing,
reequipping, and improvement of emergency communication systems and facilities

31316XX - Emergency
Communication Sales and Use
Tax

Zoo, Aquarium and Wildlife facilities Sales Tax (RCW 82.14.400) - financing,
design, acquisition, construction, equipping, operating, maintaining, remodeling,
repairing, reequipping, and improvement of zoo, aquarium and wildlife preservation
and a display facilities that are currently accredited by the American Zoo and
Aquarium Association. Also can be used for parks as defined in RCW 82.14.400

31317XX - Zoo, Aquarium and
wildlife facilities sales and use
tax

Rural County Sales Tax (RCW 82.14.370(3) and (5)) - rural counties are
authorized to impose an additional .09 percent sales tax to finance public facilities
serving economic purposes. Each county collecting money under this section shall
report to the office of the state auditor, no later than 150 days after year end, a list
of new projects from the prior fiscal year, showing that the county has used the
funds for these purposes. Determine if the county has imposed this additional sales
tax and if so, whether they have submitted a report to our Office. Counties submit
this information through the Schedule 20 as part of their annual report, which is
sent to Olympia. A testing strategy is available at Accountability | Entity Specific
Areas | City/County | County | Rural County Sales & Use Tax.

31318XX - Rural county sales
and use tax

Hotel-Motel Tax (Chapter 67.28 RCW and RCW 67.28.1815) - paying all or any
part of the cost of tourism promotion and acquisition or operation of tourism-
related facilities. See testing strategy available in TeamMate under Accountability
| Compliance Requirements | Restricted Funds | City/County Restricted Funds |
Hotel-Motel Tax Expenditures for details.

3133XXX - hotel/motel tax

Criminal Justice Sales Tax (RCW 82.14.340) - criminal justice purposes

31371XX - criminal justice

Juvenile Detention Facilities and Jails Sales and Use Tax (RCW 82.14.350)
— financing, design, acquisition, construction, equipping, operating, maintaining,
remodeling, repairing, reequipping, and improvement of juvenile detention facilities
and jails

31372XX - juvenile correction
facilities sales and use tax

High Capacity Transportation Employer Tax and Rental Car Sales Tax
(RCWs 81.104.160(1) and 81.104.150) — to be used solely for providing high
capacity transportation service.

31382XX - high capacity
transportation (HCT)

Border Area Jurisdiction Sales and Use Tax (RCW 82.47.020, .030) — to be
used for border area street maintenance and construction.

31384XX - Border area
jurisdictions sales and use tax

REET 1 (RCW 82.46.010, 82.46.030(2) and 82.45.180(2)) — to be used solely for
local capital projects identified in RCW 82.46.010(2)(6) which are identified in the
capital facilities plan element of the County’s Growth Management Act
Comprehensive Plan. Proceeds should be placed in the capital improvement fund.

31834XX - REET 1 - first
quarter percent

31836XX - REET - one half
percent

REET 2 (RCW 82.46.035) — to be used solely for local capital projects specified in
the capital facilities plan.

31835XX - REET 2 - second
quarter percent

Conservation Areas Tax (RCW 82.46.070) — to be used solely for acquisition and
maintenance of conservation areas.

318X37XX - conservation
areas tax
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Restrictions on the use of Resources

BARS Bassub

Gambling Excise Tax (RCW 9.46.110, .113) - Counties are authorized to collect
taxes on gambling activities that occur in their jurisdiction. Chapter 9.46 RCW sets
tax rates and requires that revenue be used “primarily” for public safety.

31681XX - punch boards and
pull tabs

31682XX - bingo and raffles
31683XX - amusement games
31684XX - card games

Tourism Promotion Charges (RCW 35.101.010-.130) — upon formation of a
tourism promotion area, County may impose a lodging charge to be used solely for
tourism promotion.

31331XX - tourism promotion
charges

Grants — review the grant agreement for any restrictions related to federal, state
and private grants.

331XXXX — direct federal
grants

333XXXX — indirect federal
grants

334XXXX — state grants

Federal entitlements, impact payments, and in-lieu taxes - see specific
requirements in BARS or in authorizing legislation.

332XXXX- federal
entitlements, impact
payments, and in-lieu taxes

DNR Other Trust (RCW 79.64.110) - county should prorate and distribute the
money to other funds in the same manner as general taxes are paid and distributed
that year. In addition, counties with populations of less than 16,000 have additional
restrictions

3350232 - DNR other trust 2

DNR Timber Trust (RCW 79.64.110) - county should prorate and distribute the
money to other funds in the same manner as general taxes are paid and distributed
that year. In addition, counties with populations of less than 16,000 have additional
restrictions

3350233 - DNR timber trust 2

Vessel Registration Fees (RCW 88.02.650) — to be used for boating safety
education/programs and law enforcement programs - counties can further allocate
this money to other jurisdictions with approved boating safety programs, but these
funds cannot supplant existing local funds used for boating safety.

3360084 - vessel registration
fees

County Road Fund (Chapter 36.82 RCW, RCW 46.68.070-124) — To be used solely
for construction and maintenance of county roads, bridges, or wharves necessary
for vehicle ferriage. RCW 36.82.010 establishes a county road fund and directs that
funds accruing to the county for county road use be credited to and deposited
directly into that fund. These funds include, but are not limited to, the general tax
levy for road fund (RCW 36.82.040), receipts from the motor vehicle fund (RCW
36.82.050), federal reimbursement (RCW 36.82.060), and a percentage of fines and
forfeitures collected for certain statutory violations (RCW 36.82.210).

Under RCW 36.33.220, counties are allowed to divert any portion of county road
property tax revenues for “any service to be provided in the unincorporated area of
the county not withstanding any other provision of law.” Charges to the road fund
should be supported with a reasonable basis and have support for the allocations

County road funds may be used for the construction of sidewalks, bike paths, lanes,
routes, roadways and pedestrian allocated paths only to the extent of any county
or road district tax specifically levied for this purpose per RCW 36.75.240.

3360089 - MVFT - county
road

Local Option MVFT (RCW 82.80.070) — for transportation purposes only,
consistent with the adopted transportation plan.

3360090 - MVFT - highway

Ferry MVFT Distribution (RCW 47.56.725) - reimbursement of deficits incurred
by Pierce, Skagit, and Whatcom counties in the operating and maintenance of ferry
systems owned by the counties.

3360092 - MVFT - county
ferries
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Restrictions on the use of Resources

BARS Bassub

Motor Vehicle Licensing (RCW 46.68.220) - for counties, to cover their costs of
providing motor vehicle licensing services.

3360093 - MV license fees

Real Estate and Property Tax Administration (RCW 82.45.180(5)) State
distribution from the special real estate and property tax administration assistance
account.

3360097 - Real estate and
property tax administration

Judge’s Salaries (43.08.250) — State contribution for district and municipal court
judges' salaries.

3360129 - judicial salary
contribution - state

Fair Fund Distribution (RCW 15.76.115 and 67.16.100) — to be used only as
reimbursement for prizes awarded to participants in county fairs.

3360211 - fair fund

Document Preservation Recording Surcharge (RCW 36.22.170) - funds
should be placed in Auditor O&M fund and used solely for ongoing preservation of
historical documents of all county offices and departments.

3360411 - centennial
document preservation

Criminal Justice Counties - State Distribution (RCW 82.14.310) The money is
allocated based on population, crime rate and annual number of criminal cases filed
in the county superior courts. The entire distribution must be expended for criminal
justice purposes and should not be used to replace or supplant existing funding.

3360610 - criminal justice —
counties

Public Health Assistance for the purpose of public health purposes

3360423 - public health
assistance

Public Health Assistance for public health purposes — 2013 2ESSB 5034, section
710, allocates $36.4 million for county public health assistance to the local health
jurisdictions in FYs 2014 and 2015. The local health jurisdictions are required to
provide reports regarding expenditures of this revenue source to the legislature.

3360424 - public health
assistance - appropriations
beginning July 1, 2013

State Criminal Justice 330(1)(b) Funding (RCW 82.14.330(1)(b)) - funds
should be used only for (1) innovative law enforcement strategies, (2) programs
to help at-risk children or child abuse victim resource programs or (3) programs
designed to reduce the level of domestic violence or to provide counseling for
domestic violence victims.

3360626 - criminal justice -
special programs

State Juvenile Justice Funding - funds should be used solely for county adult
court cost associated with implementation of revised Juvenile Justice Act. See
chapter 13.40 RCW.

3360631 - adult court costs -
juvenile offenders

State Juvenile Impact Funding - funds should be used to provide funding for
county impacts associated with the implementation of the Chapter 338, Laws 1997
(juvenile code revision). See chapter 13.40 RCW.

3360632 - juvenile rehab -
impacted counties

State DUI Implementation Funding - used for the cost of implementation of
the DUI and other criminal justice statutes

3360651 - DUI and other
criminal justice assistance

State Extraordinary Criminal Justice Funding - for the extraordinary criminal
justice cost related to the aggravated murder cases

3360652 - extraordinary
criminal justice cost

Liquor Taxes and Profits for Substance Abuse (RCWs 66.08.170-210,
66.24.290, 71.24.550-555, 82.08.150-200, BARS section 3.6.8) — 2% of the
County’s share must be spent on substance abuse treatment program(s) approved
by DSHS and the applicable alcoholism and drug abuse board.

3360694 — liquor / beer
excise tax

3360695 - liquor control
board profits

Law Library Filing Allocation (RCWs 3.62.060, 27.24.070, 36.18.014,
36.18.020,) - Courts should allocate a certain amount of the local portion of
district/municipal court civil filing fees and superior courts civil, probate and
domestic relation filing fees for the support of the law library.

34122XX - district/municipal
court civil filing services
34123XX - superior courts
civil, probate, and domestic
relation filing services
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Restrictions on the use of Resources

BARS Bassub

Dispute Resolution Center Surcharge (RCW 7.75.035) — County may impose a
surcharge on civil filing and small claims filing fees of up to $10 and $15 respectively
to be used solely for dispute resolution centers.

34124XX - dispute resolution
surcharge

Local Share of Penalty Assessments (RCW 7.68.035(4)) — the local share of
penalty assessments are to be used for support of comprehensive victim and witness
program.

34198XX - county crime
victim and witness programs
services

Recording Fees (RCW 36.22.170, BARS section 3.6.2.10) - $1 of the $5 surcharge
should be deposited into the general fund to promote historical preservation or
historical programs. 50% of the remaining surcharge should be deposited in the
Auditor Operation and Maintenance Fund for ongoing preservation of historical
documents of all county offices and departments. The remaining 50% should be
remitted to the state treasurer.

34136XX - auditors' historical
document preservation and
modernization surcharge

Affordable Housing Recording Surcharge (RCWs 36.18.010, 36.22.178,
36.22.179, BARS section 3.6.2.10) - $10 per document recorded. Of this, up to 5%
can be retained by the county for administration, 40% is to be remitted to the State
Treasurer and the rest is to be deposited in a fund restricted for eligible housing
activities.

34121XX - Auditors' filings
and recordings

34126XX - recording
surcharge - affordable
housing

Homeless Assistance Recording Surcharge (RCW 36.22.179) - to be used for
homeless housing programs.

34127XX - recording
surcharge - homeless housing

Court Records Fees - 1.75% of the court's local portion must be remitted to or
spent on county crime victim and witness programs.

34132XX - district/municipal
court records services
34162XX - municipal/district
court printing services

Probation Service Assessments (RCW 10.64.120) - Monthly assessments can be
levied by District Courts on a person for probation services. Per legal guidance given
to SAO by the Attorney General, we are not interpreting the law as including any
non-supplanting provisions. However, these assessments would be restricted to be
used only for probation services.

3423XXX — detention and
correction services

Juvenile Diversions (RCW 13.40.085) - all fines and fees collected for juvenile
diversions stay with the county to supplement juvenile services

3427XXX - juvenile services

Stormwater fees (RCW 36.89.080) — funds may be used only for the purpose of
maintaining and operating stormwater control facilities, expenses of planning,
designing, establishing, acquiring, developing, constructing, and improving of any
such facilities, or to pay or secure the payment of all or any portion of any issue of
general obligation or revenue bonds issued for such purpose.

3431000 — storm drainage
sales and services

Zoning and Subdivision fees (RCW 82.02.020) - Permit related fees can only be
used to cover the cost of processing applications, inspecting and reviewing plans,
or preparing detailed [environmental] statements. Voluntary agreement revenues
and SEPA mitigations may only be expended to fund a capital improvement agreed
upon by the parties to mitigate the identified, direct impact.

34581XX - zoning and
subdivision services

Plan Check Fees (RCW 82.02.020) - Fees can only be used to cover the cost of
processing applications, inspecting and reviewing plans, or preparing detailed
[environmental] statements.

34583XX - plan checking
services

Transportation Impact Fees (RCW 39.92.040) — impact fees from new
development shall be used in substantial part to pay for improvements mitigating
the impacts of the development or be refunded to the property owners of record.

34584XX - local transportation
act impact fees
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Restrictions on the use of Resources

BARS Bassub

GMA Impact Fees (RCW 82.02.050-090, 36.70A.070) - funds collected as a result
of new developments shall be used in substantial part to pay for improvements
mitigating the impacts of the development, in compliance with the Growth
Management Act, or be refunded to the property owners of record.

34585XX - growth
management Act (GMA)
Impact Fees

Domestic Violence fines (RCW 10.99.080) - assessments on convicted domestic
violence offenders must be used for establishing and operating domestic violence
advocacy, prevention and prosecution programs. Revenues may not be used for
indigent criminal defense.

3569XXX - other criminal non-
traffic fines

Criminal profiteering fines - funds should be used by the county prosecuting
attorney for the investigation and civil enforcement of criminal profiteering.

3575XXX - criminal
profiteering

Donations — donations or bequests may have purpose or use restrictions. The
County is responsible for tracking and complying with these restrictions.

367XXXX — contributions and
donations from
nongovernmental sources

Equipment Rental and Revolving Fund (Chapter 36.33A RCW) - The ER&R
Fund is established by RCW 36.33A for the purpose of “a revolving fund for the
purchase, maintenance, and repair of county road department equipment; for the
purchase of equipment, materials, supplies, and services required in the
administration and operation of the fund; and for the purchase or manufacture of
materials and supplies needed by the county road department.”

Accounted for in an internal
service fund

Proceeds of Voted General Obligation Bonds (WA State Constitution, Article 7,
Section 2b) - voted GO bond levy funds may only be used for capital purposes. This
restriction is repeated in the authority to levy excess property taxes at RCW
84.52.056. This restricts the use of GO debt from replacement equipment or
allocating a portion of such funds to an arts program to the extent such allocation
is not restricted to capital objectives.

Proceeds recorded in 39110XX

Obligations on Schedule of
Liabilities as ID 251.12

Affordable and Supportive Sales Tax (RCW 82.14.540) - funds may be used to
provide housing and services only to persons whose income is at or below 60% of
the median income of the city imposing the tax. Cities with populations over 100K
must use the revenue only for acquiring, rehabilitating or constructing affordable
housing or funding the operations and maintenance costs of new units of affordable
or supportive housing. Smaller cities may also use the revenue to provide rental
assistance to tenants.

31327XX — Affordable and
Supportive Housing Sales and
Use Tax
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Planning Guide Information
Please direct questions or suggestions to the Department of Labor & Industries (L&I) subject matter expert.

Guidance is based on the extensive research, brainstorming and reviews conducted as part of the planning
guide update process.

This guide is intended for internal SAO use only as a general resource to help auditors obtain an
understanding of the Department of Social and Health Services. The guide is not intended to supplant
audit plans or planning for individual audits. While auditors should consider all information in the planning
guide, comments need to be evaluated in terms of the individual entity under audit and in light of other
planning procedures and auditor’s judgment. Also, while guidance is designed to be as comprehensive as
feasible, auditors must be alert for audit issues and situations not specifically addressed.

This guide is used by the State Auditor's Office staff as they plan audit engagements.
Information presented in this document does not represent policy or legal guidance. State
agencies and local governments should contact their legal counsels with specific questions.
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REQUIRED RISKS TO ASSESS

The following risks must be documented as red flags and discussed during brainstorming to ensure
sufficient consideration. They should be prioritized for audit to the extent they are applicable and significant
to the agency.

Electronic Fund Transfer (EFT) Controls — Payroll and vendor electronic file transfer (EFT)
related cyber frauds continue to occur. Accordingly, controls over EFTs is a required risk to assess
for all entities we audit. When assessing this area of risk, auditors should talk with the entity about
its controls related to changing existing EFT contact information and associated bank account
numbers. The approach perpetrators of these frauds use has evolved to include changing contact
information for existing EFT transactions before requesting a change to the associated bank
account numbers. Previously, entities were encouraged to follow up with the contact information
known at the time of the request for changes to bank account information; however, a stronger
control is to independently confirm any change to payroll or vendor profile contact information or
banking account information. Individuals with the ability to change or add EFT accounts need to
have clear guidance on the process to authorize these changes through a proper validation
method. A testing strategy is available in TeamMate at Accountability | Expenses | EFT
Disbursements | Controls over EFTs. Contact Team IT Audit for additional clarification or
guidance.

Contract Monitoring — Several recent state agency audits have identified issues
with inadequate controls and insufficient monitoring over the performance and terms of contracts.
Auditors should identify agency contracts, evaluate the risk of non-compliance with contract terms,
risk of lack of adequate monitoring over contracts, and significance of contracts to the agency. For
example, auditors should consider the following questions. If there is a revenue generating
contract, does the agency have controls and perform monitoring procedures to ensure the state is
collecting all revenue due to it? If there is a contract for computers or servers, is someone with
proper knowledge checking to make sure the agency received the correct products, with the correct
specifications? If there is a contract for services, is a knowledgeable person monitoring and
confirming that the agency is receiving all of the services that it should? A testing strategy is
available in TeamMate at Accountability | Compliance Requirements | Grants, Contracts &
Agreements | Contracts & Agreements.

Out of State Telework Agreements — Auditors should identify telework agreements in place for
employees that live outside of Washington State and review travel expenses paid or reimbursed
for these employees. There is a risk that agency activities related to out of state telework
agreements are not in compliance with the SAAM, such as paying for unallowable commuting
expenses. If risks are identified auditors should consider selecting this area for audit.

BACKGROUND

The Department of Labor & Industries delivers an array of services to Washington State citizens. L&I helps
employers meet safety and health standards and inspects workplaces for hazards. In addition, the agency
administers the state’s no-fault Worker’s Compensation Program, which provides medical services, limited
wage replacement, pensions, and vocational services to workers who suffer job-related injuries or illness.

L&I also regulates self-insured employers, provides financial and medical help to victims of violent crimes,
conducts electrical, elevator and boiler inspections, registers construction contractors, oversees the state’s
labor standards, issues various licenses and enforces prevailing wage regulations.

L&I has approximately 3,000 full-time employees and provides services to the publicin 19 locations across
the state. The main headquarters is in Tumwater.
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L&I was established under RCW 43.17.010, however_they also have authority under multiple RCWs and
WACs, including Workers Compensation that must follow Title 51 RCW, Industrial Insurance, and related
Chapter 296-17 WAC.

How to Identify State Fund, Self-Insurer, or Crime Victim Claims
e State Fund claims begin with the letters A, B, C, F, G, H, J, K, L, M, N, P, X, Y, or Z followed by six
digits, or double alpha letters (example AA) followed by five digits.
e Self-insured claims begin with an S, T, or W followed by six digits, or double alpha letters (example
SA) followed by five digits. Department of Energy (DOE) claims are now self-insured.
e Crime Victims claims begin with a V followed by six digits, or double alpha letters (example VA)
followed by five digits

Authority and Common Activities

Insurance

Administrators of the state’s Workers” Compensation System

Worker’s compensation (also known as industrial insurance) provides no-fault industrial insurance coverage
for most employers and workers in Washington. L&I, as the administrators, is similar to a large insurance
company, providing medical, vocational and limited wage-replacement coverage to workers who suffer job-
related injuries and illness. RCW 43.22.030

Self-Insurance

Self-insured employers provide workers’ compensation benefits directly to injured workers. L&I ensures
workers’ compensation benefits are provided in compliance with all applicable industrial insurance laws and
regulations and reviews and monitors the financial strength of self-insured employers so that all workers'
compensation obligations can be met. WAC 296-15

Safety and Health

Administrators of the Washington Industrial Safety and Health Act (WISHA) law

DOSH (L&I's Division of Occupational Safety and Health) develops and enforces rules that protect workers
from hazardous job conditions. WAC 296-800-100

Safety Research
SHARP (Safety & Health Assessment & Research for Prevention) is a workplace safety and health research

and prevention program within L&I. The program is guided by the belief that workplace injuries and
illnesses are preventable; that there is no such thing as a ‘workplace accident,” but rather a series of
preventable exposures that lead to injury and illness. SHARP conducts surveillance for occupational
conditions such as musculoskeletal disorders, respiratory disease, hospitalizations, fatalities, and more.

Grants
L&I administers the Safety & Health Investment Projects Grant Program (SHIP); Safety through Achieving
Recognition Together (START); and Voluntary Protection Program (VPP)

Crime Victims Program — RCW 7.68
The primary purpose of the victim compensation grant program is to compensate victims and survivors of
criminal violence for:
(1) Medical expenses attributable to a physical injury resulting from a compensable crime,
including expenses for mental health counseling and care;
(2) Loss of wages attributable to a physical injury resulting from a compensable crime;
and
(3) Funeral expenses attributable to a death resulting from a compensable crime.
New : Effective June 11, 2020 SB 6181
o RCW 7.68.060 amended to change application for benefits is not received by the
department within three years, instead of two years, after the date the criminal act was
reported to a local police department or sheriff's office or the date the rights of beneficiaries
accrued...."
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Inspections, Permits and Certifications

L&I inspects electrical work, boilers, elevators and manufactured homes. They also license electrical
professionals, plumbers and construction contractors, and ensure their safe practices. They oversee
Apprenticeship Programs to prepare a qualified workforce in key occupations in the state. Apprenticeship
Program coordinators monitor compliance in existing occupations and develop and approve new programs
in both traditional and non-traditional occupations. Other, less common inspections/permits and
certifications under L&I's authority include:

e Amusement Ride Safety, Permits and Inspections - To ensure that amusement rides in
Washington are safe, ride operators are required to have their rides inspected annually by third-
party safety inspectors. L&I certifies third-party inspectors, and issues ride operation permits
when rides have passed inspection. Typically, a mechanical ride that you are required to pay
admission for is considered an amusement ride.

e Asbestos Certification — Certifications are available including Asbestos worker, Asbestos
Supervisor and Asbestos Contractor. Rules cover all work involving asbestos exposure, asbestos
notification, certification and training.

e Charter Boats — Boats that operate on state waters are required to meet Washington State's
licensing and inspections requirements established to ensure public safety. Certification is a must
when a vessel is used as a charter boat and the owner-operator is responsible for getting the
vessel certified.

e Construction Cranes - Hazards at construction sites can change quickly, putting employees who
operate cranes or work around them at high risk for serious injuries, and even death.
Electrocution, falls, moving machinery, excavations, and overhead loads are examples of a few
common hazards that can plague rigging and other activities involving cranes. Ensuring that
equipment and personnel meet certification and other safety requirements helps employers
prevent accidents and ensure that everyone goes home safely at the end of a long day.

e General Industry Cranes - Overhead shop cranes move heavy items in manufacturing and
production areas. Although shop cranes are useful, "overhead" can sometimes be "out of sight
and out of mind" when it comes to safety. Bridge and mobile cranes are examples of equipment
used in general industry.

e Maritime Cranes — L&I's Maritime Crane Program has been in place since 1970, when OSHA was
created. Currently there are 732 maritime cranes that are certified in Washington State. These
are cranes that work in waterfront operations.

e Explosives Licensing

e Talkie-Tooters (Logging Radios) — WAC 296-54-604 Still used in the logging industry, these radio
signaling devices require a permit for use in Washington state.

Related to the inspections and certification, L&I maintains a register of building contractors to protect
homeowners from unreliable, fraudulent, financially irresponsible, or incompetent construction contractors
who failed to meet their financial obligations.

Workers’ Rights/Labor Standards

These programs promote and enforce fair labor practices and include the following areas: wage
determination, prevailing wages, Minimum Wage Requirements and Labor Standards (formerly: Minimum
Wage Act) RCW 49.46 , tips and service charges, equal pay and overtime.

Prevailing Wage Enforcement

Prevailing Wage is covered by WAC 296-127 and RCW 39.12. The central requirement is found in RCW
39.12.020 The hourly wages to be paid to laborers, workers or mechanics, upon all public works and
under all public building service maintenance contracts of the state or any county, municipality or political
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subdlivision created by its laws, shall be not less than the prevailing rate of wage for an hour’s work in
the same trade or occupation in the locality within the state where such labor is performed. Given these
and other requirements under RCW 39.12, it is L&I's duty to determine and publish a prevailing wage
rate for each established trade and occupation in each county, subject to certain additional statutory
instructions. Once published, these rates must be paid by contractors and subcontractors to workers,
laborers and mechanics on all public-works projects. There are over 80 prevailing wage trades and each
trade as at least one occupation, but may have hundreds of occupations.

Violators

WAC 296-127-310 requires L&I to maintain a list of all contractors who are forbidden to bid on a public
works project or to have a bid accepted, pursuant to RCW 39.12 the industrial statistician shall refuse to
certify any statement of intent to pay the prevailing wage or affidavit of wages paid that he or she
determines was submitted by a contractor on the list. L&I keeps a Contractor Strike List, which is a list of
contractors who have one or more strikes under prevailing wage law, contractor registration law, industrial
insurance law, or apprenticeship law. They also keep a list of Contractors not allowed to bid on public works
projects and Debarred Contractor list, which is a list of contractors who are not allowed to bid on or work
on public works projects. All of these lists are on the L&I website and are searchable.

Labor Standards

L&I is responsible for enforcing Fair Labor Standards, including workplace policies on rest breaks, meal
periods and schedules; administrative policies including sexual harassment, pregnancy accommodations
and termination and retaliation; as well as agriculture related policies on wages, rest breaks, etc. They
administer the Family Care Act; Domestic Violence Leave; Family Leave Act; Paid Family & Medical Leave;
Leave for Military Spouses; Pregnancy and Parental Leave.

L&I provides youth employment and farm labor contractor information.

Industry, Regulatory and Other External Factors
The Department of Labor & Industries operates in an area that is highly regulated by insurance, labor,
privacy and other laws.

Measurement of Financial Health

As a state agency, L&I's funding is part of the Governor’s Budget and therefore can change dramatically
depending on legislative goals, elected officials and other policy changes, which L&I has little control. Their
authority and legislative requirements also can change significantly, as new bills are passed.

PLANNING & ADMINISTRATION

The Department of Labor & Industries is subject to an annual accountability audit, annual financial audit
of the State of Washington Workers’ Compensation Funds (which are administered by L&I), inclusion in the
State of Washington Single Audit (SWSA) and inclusion in the Annual Comprehensive Financial Report
(ACFR) for the State of Washington.

RCW 51.44.115 requires the State Auditor’s Office to annually audit and report on the financial statements
of the program. The law also requires that the auditor’s Office contract with independent actuaries for
actuarial assessments and opinions on three of the Program’s funds: Accident, Medical Aid and Pension
Reserve.

The primary contact is the Director of Internal Audit, Jennifer Myers.

Special Administrative Procedures

Auditors should check-in with the Department of Labor & Industries Subject Matter Expert (SME) at the
start of planning for coordination and assistance in identifying any other engagements. The SME is
generally invited to Entrances, Update Meetings, and Exits to ensure proper coordination between the
different audits.
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Special Planning Considerations

As a State Agency, L&I is subject to the State Administrative and Accounting Manual (SAAM) published by
the Office of Financial Management (OFM). SAAM sets requirements for accounting, administrative and
accountability issues and practices for all state agencies.

Minutes Review

L&I is governed by an individual, appointed by the Governor, rather than a governing body. However,
multiple Boards and Committees advise and oversee L&I. Unlike governing bodies, not all boards or
committees are subject to the Open Public Meetings Act and L&I may not be the contact. Auditors should
be familiar with Washington State Office of the Attorney General Chapter 3: Open Public Meetings Act.
When determining to bring a risk forward from these minutes, auditors should consider the following:

1) What role does L&I have with the Board or Committee?

2) Are they separate entities who carry out various activities of the agency?

3) Are they to subject to Open Public Meetings Act (OPMA)?

4) Ifthere is an issue with non-compliance, who would we address our recommendation to (at the specific
board/committee or at L&1)?

L&I's website contains links and information on the following Boards and Committees:
e Advisory Board of Plumbers

Advisory Committee on Health Care Innovation and Evaluation (ACHIEV)

Board of Boiler Rules

Electrical Board

Elevator Safety Advisory Committee (ESAC)

Factory Assembled Structures Advisory Board

Industrial Insurance Chiropractic Advisory Committee (IICAC)

Industrial Insurance Medical Advisory Committee (IIMAC)

Insolvency Trust Board

Prevailing Wage Advisory Committee (PWAC)

Self-Insurance Curriculum Review Committee

Washington Apprenticeship & Training Council (WSATC)

WISHA Advisory Committee

Workers' Compensation Advisory Committee

Analytical Procedures

Because we complete detailed analytical as part of the Workman’s Compensation financial audit, those
procedures should be brought forward or at least summarized as part of the Accountability Analytical
Procedures.

Risk Assessments
SAAM 20.15.50.c requires all agencies to designate an internal controls officer who is responsible for
ensuring the agency performs an annual risk assessment and periodic review of internal controls.

4

As part of the “Other Engagements & FAWF”, “Risk Assessment” and “Agency-wide COSO Evaluation’
steps, auditors should inquire with the agency’s internal controls officer and review the most recent risk
assessment and comprehensive review of internal controls.

Available Entity Data

The Agency uses the Agency Financial Reporting System (AFRS) for financial reporting - the statewide
general ledger software used by most state agencies; and Human Resource Management System (HRMS)
for payroll activities - a statewide system, used by most agencies. AFRS and HRMS data is available in
FAP. This includes revenue, expenditure, US bank card, vendor, and payroll data.
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Medical Information Payment System (MIPS) data is also collected monthly and available for five years,
plus the current fiscal year. Benefit Payment System (BPS) and Pension Payment System (PPS) data is
also available on a going forward basis starting with FY2021. Auditor’s should work with IT Audit, and
requests for assistance should be submitted through the IT HelpDesk. Start this step during planning.

Additional Resources
Additional resources related to State Agency Resources can be found on the SAO intranet site under Audit
| Reference Guide | State Agency Resources.

Key Operational Information
Key information about L&I operations the auditor should document in the permanent file includes:

Payroll and employment trends

Rate changes, especially related to Worker's Compensation rates.
New programs or services

New construction or remodeling of facilities

New IT systems or projects

The Agency does not subcontract any major functions.

The Office of State Treasurer serves as the Department's bank and handles all deposits and short-

term investments.

ACCOUNTABILITY

Revenues
Potential revenue streams are as follows:

e Employee and Employer Paid Premiums — This is the revenue that funds the Worker’s
Compensation Program. These are reported as major source 0472 and are the most significant revenue
stream for the entity, making up about 95% of GL3210 revenue.

¢ Licenses, Permits and Fees — This revenue is made from various charges for services, including
electrical licenses, contractors registration fees and safety inspections. All L&I fees are updated through
the Rule Making Process, which is an official process that requires a notice of intent to stakeholders;
proposed rule language filed with the Code Reviser; and adoption of the rule.

¢ Federal Funds — the agency receives federal money from the Department of Justice, Department of
Labor and Department of Health & Human Services.

Expenditures
In addition to normal risks related to accounts payable, imprest and EFT systems, auditors should be aware
of the following unique risks:

Benefit Payment System (BPS) - Time-loss is part of the Workers' Compensation Program that
awards monthly benefit payments to workers who have been injured on the job and cannot
currently work. The benefit payment is based on lost wages. Partial permanent disability is also
part of the Workers' Compensation Program. It is a one time payment when an injury on the job
has been determined to be permanent disability. The worker can still work but he's been
permanently impaired. Once a permanent partial disability award has been made, the claim is
closed (unless it is re-opened). These benefit payments are made out of the Fund 608, Accident
Account.

Pension Payment System (PPS) - The PPS is part of the Workers' Compensation Program that
awards monthly pension payments to workers who have been seriously injured, permanently and
totally disabled, or died on the job (payment goes to the survivors). Payments are made out of
the Fund 610, Accident Reserve Account. Once a pension goes into effect, medical treatment ends,

Washington State Auditor's Office Page 7 of 13




http://saoapp/HelpDesk/Home.aspx/CreateRequest


https://stateofwa.sharepoint.com/sites/SAO-teamauditsupport/SitePages/State-Agency-Resources.aspx





except for treatment needed to protect an injured worker's life. There are three different types of
pension payments paid through PPS:
o Fatality - on the job death (Survivors receive month survivor pension)
o Statutory pension - injury on the job that results in partial disability but can still work (for
example, losing 2 limbs, blindness, etc.)
o Administrative pension - Injury on the job that results in the worker not being able to
return to work. (Permanent, total disability)

e Maedical Information Payment System (MIPS) - The "Auto Adjudication" process is an
automated review process in MIPS that reviews medical bills against a large number of edits in
order to determine if the services are eligible for payment. The system automatically selects the
appropriate fee code based on the provider, service location, and procedure code). It was
estimated about 75% of the bills are auto-paid, leaving only 25% going to MTA's who are then
responsible for processing all of the medical bills that do not pass the auto-adjudication process
The Physicians' Current Procedural Terminology (CPT) is a five-digit code that describes the
procedure performed or service type. These service codes are added to the system as they are
established. These procedures assist in the adjudication of billings to ensure procedures are
authorized, the correct amount is authorized, and to ensure duplicates are identified as possible
errors (required edits). MIPS interfaces with LINIIS to compare and further review data as provided
on the bills. If the bill passes all the automated edits, then the bill will be automatically paid, or
denied, without manual review by a MTA. A Remittance Advice will be sent to the provider with
payment or explanation of the denial. After the bill is processed for payment, it is posted to the
injured worker's file for a quality review at a later date by the Claims Manager using the BILL
screen.

Assets
Common sources of assets at risk of misappropriation or misuse include:

e Small and Attractive Assets - Small and attractive assets, in addition to normal office
equipment, can include a variety of tools depending on the position. With 19 field offices, there
are risks that the field offices are not following the same procedures for tracking small and
attractive assets.

Compliance Requirements
General compliance areas:

e Investments - Under RCW 43.33A.030, trusteeship over the investment of the Workers'
Compensation Program's investments is vested in the voting members of the Washington State
Investment Board (WSIB). The legislature established a standard of care for investment of these
funds in RCW 43.33A.140. Additionally the WSIB must comply with other state laws, such as the
Ethics in Public Service Act, RCW 42.52, as it makes investment decisions and seeks to meet its
investment objectives.

e Pension Fund - RCW 51.44.080 requires any surplus or deficit in the Pension Fund greater or less
than the annuity value of the established pension reserve to be transferred (exported) to or from
the State Fund.

e Procurement/Bid Law — State agencies must comply with rules, regulations, and policies set
forth by the Department of Enterprise Services (DES). ESD uses states contracts organized through
DES for most of their purchases and encourages vendors to contact DES to find out how to become
a provider on state contracts.

FINANCIAL STATEMENTS

The Department of Labor & Industries financial activity is included in the
Statewide Annual Comprehensive Financial Report (ACFR). Historically, L&I's financial statement
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balances or accounts have not been material and not selected for audit. As a state agency, they must use
the Agency Financial Reporting System (AFRS) as their general ledger and follow state accounting
procedures, as set in the State Administrative and Accounting Manual (SAAM). The fiscal year, as specified
by statute, is July 1 —June 30.

State of Washington Workers’ Compensation Funds

The state’s Workers' Compensation Program (“program”) is administered by the Department of Labor &
Industries. This program provides limited wage replacement and medical coverage to workers who
experience job-related injuries and illness.

RCW 51.44.115 requires SAO to annually audit and report on the financial statements of the program. The
law also requires the Auditor’s Office to contract with independent actuaries for actuarial assessments and
opinions on three of the Program’s Funds: Accident, Medical Aid and Pension Reserve.

The Workers' Compensation Program Basic Plan consists of three funds:
e The Medical Aid Fund pays for medical care and related services, including some vocational
rehabilitation and Stay at Work reimbursements.
e The Accident Fund pays non-medical claim costs such as wage replacement benefits, structured
settlements, disability pensions and survivor benefits.
e The Pension Reserve Fund pays benefits to permanently disabled pensioners, including disabled
employees of self-insured employers and survivors of fatally injured workers.

Four additional funds are not included in the scope of our actuarial review: Supplemental Pension,
Second Injury, Self-Insured Employer Overpayment Reimbursement and the Industrial Insurance Rainy
Day. (See Appendix A for additional details on Workers’ Compensation funds.)

The program bases the amount of its claims payable liabilities on estimates of the cost of claims reported
but not resolved, and of unreported injuries that that will result in claims. The Departments Director
sets premium rates after considering information from the Workers' Compensation Advisory Committee,
the Governor, the public, interest groups and the Department’s actuaries.

The State Investment Board invests the money in these funds under policies and procedures designed
to maximize return at a prudent level of risk. Eligible investments include U.S. equities, international
equities, U.S. treasuries and government agencies, credit bonds, mortgage-backed securities, asset-
backed securities, non-U.S. dollar bonds and real estate.

The Pension Reserve Fund does not assess premiums. It is funded through contributions and transfers
from the Accident Fund and self-insurers. Typically, the system fully funds each pension annuity when
the liability is transferred to the Pension Reserve Fund. Because of how the Pension Reserve Fund is financed,
its solvency is guaranteed as long as the Accident Fund and the self-insurance program remain solvent.

Annual premiums for all funds are approximately $2.2 billion. The Workers' Compensation Program
Basic Plan funds are required to be actuarially fully funded. The Supplemental Pension Fund is a pay-
as-you-go fund and is currently in a deficit position.

Rely on Work of Others

External Auditor

An external CPA firm (Eide Baily for FY2021) audits the State Investment Board (SIB), and that work is
significant to the Worker’s Compensation Funds audit. SIB is a component unit of the State ACFR and work
is performed that also provides assurance to Workman’s Compensation balances. The SIB financial
statement audit is reviewed in [S1Washington-FS20 1.3].

We rely on the work done to ensure the material line item “Investments” and related items are accurately
presented in Workman’s Compensation financial statements. Auditors must follow Audit Policy 6240, use
the appropriate “Rely on Work of Others” audit program (available in TeamStore under Financial Statements
| Rely on Work of Others) and charge time to project code “CPAR”".
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e Start this step during planning to document the materiality and scope of the work and how it will
impact the audit as a whole.
e Forinstances where there are multiple component audits, determine the significance of each audit.

NOTE: if the other CPA reported any significant deficiencies or material weaknesses, these must
also be considered for inclusion in our report as well.

Specialist
RCW 51.44.115 requires SAO to contract with independent actuaries for actuarial assessments and opinions

on three of the Program’s Funds: Accident, Medical Aid and Pension Reserve. For FY2021, SAO contracted
with Deloitte Consulting.

Team Financial Audit handles the contract with the Actuary. This contract is bid every five years. The
contracted actuary arranges for a kick off meeting with SAO and L&I to discuss various aspects. The
opinions are due to SAO by September 30.

Using the work of a specialist refers to relying on the specialist’s conclusions as audit evidence. The
auditor’s responsibility is not reduced by the auditor’s use of the work of a specialist. Rather, if the auditor
concludes that the work of the specialist is adequate, the auditor may accept the specialist’s work as
appropriate audit evidence.

When an auditor uses the work of a specialist as audit evidence in performing substantive tests, we follow
Audit Policy 3230. Specialists include those employed or contracted with by the entity or by the auditor.
Auditors should use the appropriate “Rely on Work of Others” audit program (available in TeamStore under
Financial Statements | Rely on Work of Others).

e Start this step during planning to document the materiality and scope of the work and how it will
impact the audit as a whole.

GAAP reporting changes

All new GASBs are identified and evaluated by the Financial Audit Committee (FAC), as summarized on the
GASB Tracker available on the FAC Sharepoint page. When evaluating implementation of new GASBs for
State Agencies, auditors should specifically consider:

e GASB 87 (Leases, originally effective FYE 12/31/20, now effective FYE 6/30/22) is expected to
have an impact on state agencies and require re-evaluating and changes to reporting for leases,
such as leases for equipment or buildings. We would expect this to require significant effort and
analysis. We would not expect any early adoption of this GASB.

GASB 95, issued May 8, 2020, delayed the implementation date of certain new standards. Entities have
the option to decide whether or not to delay implementation. During planning, as part of Understanding
the Agency & Environment, auditors should inquire with the agency and confirm the agency’s
implementation decisions.

SINGLE AUDIT

L&I is an agency of the state of Washington, and is part of the State of Washington Single Audit (SWSA).
Team Single Audit (SA) coordinates the state SWSA and determines material programs. While L&I's
federal grants are reported as part of the State SEFA, L&I's federal grants historically have not been large
enough to be selected for audit.

Federal Funds

All of L&I's federal grants are smaller, and most do not have specific compliance supplements, however
they are all subject to uniform guidance in 2 CFR 200. During the last few years they have been audited
by federal partners from the Department of Labor (Apprenticeship and Occupational Safety & Health
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Administration), Department of Justice (Crime Victims) and Office of Inspector General (Crime Victims). In
addition, internal audit has done audits of every federal grant during the last two years.

PERFORMANCE AUDIT

Information on ongoing performance audits can be found on the SAO website at:
https://www.sao.wa.gov/performance-audits/performance-audits-in-progress. For all other inquiries
please contact the Assistant Director for Performance Audit.
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Appendix A: Workers’ Compensation Fund Accounts

The Workers’ Compensation Fund consists of the following seven enterprise accounts:

The Accident Account (Fund 608)

Pays compensation directly to injured workers for lost wages during temporary disability and for permanent
partial disability awards. It also pays costs for vocational retraining and for structured settlements. The
Accident Fund also pays to the Pension Reserve Account the present value of pensions awarded to survivors
of fatally injured workers and to workers who are permanently and totally disabled. Accident Fund claims
payable liabilities are discounted to the present value.

Revenues for this account come from employer-paid premiums based on individual employers' reported
payroll hours and are reported net of refunds. Employers may elect to have their premiums retrospectively
rated, with an annual adjustment for three years following the plan year, based on individual employers'
actual losses incurred. This may result in either a refund of premiums paid or an assessment of additional
premiums due. The premium adjustment calculation considers both the Accident and Medical Aid Accounts'
experience and premiums together. However, retrospective premium adjustments are financed entirely
through the Accident Account.

The Medical Aid Account (609)

Pays for the cost of medical and vocational rehabilitation services to injured workers and Stay at Work
reimbursements. Revenues for this fund mostly come from equal contributions from employers and
employees; employers are required to withhold half of the medical aid premium from their employees'
wages.

The Pension Reserve Account (610)

Pays benefits to the surviving spouse or dependents of fatally injured workers and to all permanently and
totally disabled workers. This includes benefits for pensions awarded to employees of self-insured
employers. Funding for pension payments is generated by transfers from the Accident and Second Injury
Accounts and reimbursements from self-insured employers. The funds are invested in securities to cover
payments for the expected life of the injured worker or survivor(s).

The Industrial Insurance Rainy Day Fund Account (446)

The Industrial Insurance Rainy Day Fund Account was created in 2011 to hold transfers from the Accident
and Medical Aid Accounts when assets for those accounts combined are between 10 and 30 percent in
excess of their funded liabilities. Primarily, the balance in this account will be used to reduce future rate
increases or aid businesses in recovering from or during economic recessions. This account was first used
in fiscal year 2017.

The four accounts described above are referred to as the Industrial Insurance Fund, the Workers'
Compensation Program Basic Plan, or the State Fund. The Accident, Medical Aid, and Pension Reserve
Accounts are maintained on an actuarially solvent basis; however, a cash flow basis is used for the surety
bond components of the Pension Reserve Account. Self-insured employers have the option to guarantee
pension-related benefits with a surety bond or to fund the benefits with cash.

The Supplemental Pension Account (881)

Provides for a supplemental cost of living adjustment to injured workers or their survivors receiving disability
payments. Per RCW 51.32.073, this account operates on a current payment basis, and no assets are allowed
to accumulate for the future servicing of claim payments. COLA and time-loss payment increases are based
on the increase in the state's average wage during the preceding calendar year and are made effective in
July of the following fiscal year. Revenues for COLA payments arise from assessments to self-insured and
state-fund insured employers; half of the assessment is deducted from their employees' wages.
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The Second Injury Account (883)

Used to pay pension costs on claims where a permanent total disability is at least partially caused by a
prior injury. It is also used to fund job modifications for some temporarily disabled workers. It is funded by
self-insured assessments for self-insured pension claims, transfers from the Accident Account to the Pension
Reserve Account for State-Fund-insured pensions, and transfers from the Medical Aid Account to pay for
job modification and other claims. An allowance for future second injury benefit payments is contained
within the Accident and Medical Aid Accounts' claims liabilities for State-Fund-insured claims. Therefore,
the Second Injury Account does not carry any claims liabilities.

The Self-Insured Employer Overpayment Reimbursement Account (445)

Reimburses self-insured employers for benefits overpaid during the pendency of board or court appeals in
which the self-insured employer prevails and has not recovered. The revenue for this account comes from
self-insured employer assessments.
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Planning Guide Information
Supersedes previous planning guide dated December 27, 2021. Please direct questions or suggestions to
Team School Programs.

Guidance is intended for internal use only as a general resource to help auditors gain an understanding of
educational service districts (ESDs). Guidance is based on the extensive research, brainstorming and
reviews conducted as part of the planning guide update process.

The guide is not intended to supplant audit plans or planning for individual audits. While auditors should
consider all information in the planning guide, comments need to be evaluated in terms of the individual
entity under audit and in light of other planning procedures and auditor’s judgment. Also, while guidance
is designed to be as comprehensive as feasible, auditors must be alert for audit issues and situations not
specifically addressed.

This guide is used by the State Auditor's Office staff as they plan audit engagements.
Information presented in this document does not represent policy or legal guidance. State
agencies and local governments should contact their legal counsel with specific questions.
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WHAT'S NEW

Auditors should be aware of the following significant updates:
e Leases — Beginning the 2021-2022 school year, GASB 87 is expected to have an impact on
educational service districts and require a re-evaluation of lease agreements and changes in
reporting for both lessor and lessee situations.

REQUIRED RISKS TO ASSESS

The following risks must be documented as red flags and discussed during brainstorming to ensure
sufficient consideration. They should be prioritized for audit to the extent they are applicable and significant
to the district.

Authority for Activities

The nature of an ESD’s mission often leads ESDs to consider engaging in business type activities which
may not be within their authority. Auditors should consider the district’s authority for new programs or
grants or for any activities that appear to be serving non-schools or that involve partnerships with private
or non-profit entities. During planning in gaining an Understanding of the Entity, auditors should inquire of
the ESD as to what, if any, non-school contracts and/or services are being performed by the ESD. In
situations where an ESD’s services are provided to other parties, there must be a clear demonstrated link
for how the activity supports the mission and goals of school districts, or other activities as delegated by
OSPI or DOE (RCW 28A.310.340(2)). Refer to the Background section below for additional information.

We have identified arrangements we believe are at risk of being outside of the ESDs authority and are
recommending ESDs resolve these arrangements. Team School Programs (SP) is communicating these
issues with the ESDs directly. The results of this work may need to be included as part of our ESD
accountability audits this year. Team SP will communicate any results of this work directly with local audit
teams. Auditors should contact Ryan Montgomery, with any questions.

EFT Controls

Payroll and vendor electronic file transfer (EFT) related cyber frauds continue to occur. Accordingly,
controls over EFTs is a required risk to assess for all entities we audit. When assessing this area of risk,
auditors should talk with the entity about its controls related to changing existing EFT contact information
and associated bank account numbers. The approach perpetrators of these frauds use has evolved to
include changing contact information for existing EFT transactions before requesting a change to the
associated bank account numbers. Previously, entities were encouraged to follow up with the contact
information known at the time of the request for changes to bank account information; however, a stronger
control is to independently confirm any change to payroll or vendor profile contact information or banking
account information. Individuals with the ability to change or add EFT accounts need to have clear guidance
on the process to authorize these changes through a proper validation method. A testing strategy is
available in TeamMate at Accountability | Expenses | EFT Disbursements | Controls over EFTs. Contact
Team IT Audit at SAOITAudit@sao.wa.gov for additional clarification or guidance.

Financial Condition

Financial condition risk will be assessed as a baseline test for accountability audits and as part of our going
concern analysis for financial audits. Governments have experienced a wide range of effects as a result of
COVID-19; auditors should be alert for any risks to financial condition and review FYI 2020-01 for expected
disclosures. However, serious financial condition issues have been rare for educational service districts.
Also see the section below on Measurement of Financial Health.

BACKGROUND

ESDs are formed under Chapter 28A.310 RCW for the purpose of providing cooperative and informational
services to school districts and assistance to OSPI and the State Board of Education. ESDs are governed
by a 7- or 9-member Board of Directors. Directors are appointed by school districts within the ESD
boundaries.

Washington State Auditor's Office Page 2 of 7




mailto:SAOITAudit@sao.wa.gov


https://stateofwa.sharepoint.com/:w:/r/sites/SAO-teamauditsupport/Shared%20Documents/Linked%20on%20Reference%20Guide%20pages/FYIs/FYI2020-01.docx?d=w4519c767d9c74ab9ade30e01aa21eebc&csf=1&web=1&e=NxGITN





State and federal grants normally comprise the majority of district funding. OSPI also provides “core
funding” based on a formula for the provision of basic services to districts. In addition, fees and charges
for programs offered to schools may also be a significant source of revenue, depending on the activities
and programs of the ESD.

ESD operations can vary significantly based on the types of activities and services they provide. Under

RCW 28A.310.340, ESDs “are intended primarily to” (1) provide cooperative and informational services to

local districts and to perform functions for those districts when such functions are more effectively or

economically administered from the regional level, (2) assist state educational agencies in the performance
of their duties and (3) assist in providing students with equal educational opportunities.

Other RCWs describe authority to engage in specific activities, including:

e Assistance with creating new school districts and transferring territory.

e Providing cooperative administrative services to school districts, such as assistance in fiscal
services, grants management services, special education services and transportation services.
Providing personnel services to school districts, such as certification/registration services.
Providing network and software support.

Providing learning resource services to school districts, such as audio visual aids.

Providing cooperative curriculum services to school districts, such as health promotion and health

education services, in-service training, workshops and assessment.

e Contracting with third parties to lease building space and portable buildings for school district, lease
or maintain security systems for schools, and lease or maintain computers and other equipment
for schools.

e Providing services to meet the special needs of schools in their area.

e Operating educational programs for juvenile inmates under Chapter 28A.193 RCW.

e Performing “all other duties prescribed by law and the educational service district board”, such as
programs, projects or services of OSPI that are delegated to an ESD by OSPI or the State Board of
Education.

The district’s authority to provide services only extends to school districts, OSPI, the State Board of
Education and (for limited depository and distribution center services in exchange for adequate
compensation) private schools.

Industry, Regulatory and Other External Factors

The ESDs have no taxing authority, but receive core funding from OSPI as a stable source of revenue for
basic services. Other programs are either funded by grants or are self-supported by charges for services.
Participation by school districts in ESD programs, beyond basic services, is strictly voluntary. As a result,
ESDs must market their services to public school districts.

Measurement of Financial Health

Unrestricted cash & investments and operating income are the best measures of a district’s financial health.
Unrestricted cash & investments is a measure of the district’s ability to cover deficits in individual programs.
Operating Income is a measure of the district’s ability to continue its current level of service. See also
Required Risks to Assess.

Auditors should also consider:
e If any major grants have been reduced, discontinued or lost.
e If there are any new programs or services or if any previously offered programs or services have
been discontinued or divested.
The sufficiency of estimated liabilities recorded for self-insurance risk pools (if any).
The ESD’s analysis of the financial performance of individual programs or services.
e If the ESD has any contractual obligations to continue poorly performing programs or services.

PLANNING & ADMINISTRATION
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ESDs use the WSIPC Skyward / WESPaC system as their general ledger and accounting software. Data is
available via the FAP menu. Auditors can use the Revenue and Expenditure by Fund queries to tie to the
ESDs financial statements. Auditors can find information about the Skyward / WESPaC software used by
ESDs on the Team IT Audit's Common System Reviews SharePoint site. For questions related to CAATs
or Information Systems contact Local IT Audit by emailing SAOITAudit@sao.wa.gov.

Key Entity Information

Key information about ESD operations the auditor should document in the permanent file includes:
e Description of major programs or services offered to school districts.
e Any programs or services offered to private schools, charter schools, or non-school entities.

ACCOUNTABILITY
Under RCW 28A.310.410, districts must use the county treasurer as their fiscal agent.

Revenues

ESD programs are normally supported by fees or charges. Risks associated with charges for services
include billing (unbilled accounts, inaccurate or unsupported billings or calculations), receivables (invalid
adjustments, unauthorized write-offs), receipting (skimming, lapping or check for cash substitution
schemes) and collections (lack of follow-up or monitoring of unpaid accounts). If internal controls over
billing and receipting are inadequate, this would be considered a high-risk area.

Expenditures

Credit cards are an area where we are seeing fraud trends increase. Inadequate segregation of duties
increases the risk that disbursements may be made without adequate supporting documentation and/or
approval and may not be for a public purpose. Risks to consider include: Is someone independent reviewing
all of the charges? Is the reviewer looking at the itemized receipts/invoices? Is the reviewer ensuring the
purchaser is not also seeking personal reimbursement for the same items bought on the card/account?

Most software programs used by the Districts have an electronic approval process for expenditures. A
TeamMate testing strategy is available at Accountability | IT Controls | Electronic Approval. However, credit
card payments are generally handled through alternative approval processes creating a high risk. Credit
card transactions can be easily downloaded by the District from their bank account web site to support
more effective audit testing. Team IT Audit’s CAATS team can assist with credit card queries. Please
submit a request to SAOITAudit@sao.wa.gov approximately two-weeks prior to needing the additional
queries.

Restricted Funds

Restricted funds include state and federal grants, fiduciary funds (if any) and certain local programs
(depending on their structure). ESDs often will have special programs supported by fees or joint venture
contributions; if these programs or services constitute a “department, public improvement, undertaking,
institution, and public service industry” within the meaning of RCW 43.09.210, they would be considered
restricted. Often, the interlocal agreement will specifically state that the fees charged for these special
programs will be restricted for use in the program or that a special account or fund be set up to account
for the program (which would imply a restriction).

Reasonable documentation and indirect cost plans and documentation should be in place to support payroll
and indirect cost allocations to restricted funds.

Compliance Requirements

General compliance requirements apply to ESDs, including Open Public Meetings Act, expenditure audit
and certification, conflict of interest, insurance / bonding requirements, authorized investments and
budgeting.

Other compliance requirements and risks to be aware of are as follows:
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o Interlocal Agreements — ESDs must enter into interlocal agreements to provide services to
school districts. Interlocal agreements should meet requirements of Chapter 39.34 RCW.

o State and Federal Grants —State and federal grants represent the majority of an ESD’s funding.
Many of these grants are very restrictive regarding allowable costs. Consequently, ESDs may face
pressure to support administrative costs. Audits should consider strict federal standards regarding
support for payroll and indirect costs charged to federal grants.

In auditing state grants, the focus should be on allowable use of the funds. Reasonable
documentation and reasonable indirect cost plans and documentation should be in place to support
payroll and indirect cost allocations to state grant funds.

ESDs often pass grant funding on to school districts. In such cases, ESDs must perform reasonable
monitoring procedures to ensure that subrecipients are using the funds in accordance with the
grant or are following the other applicable compliance requirements.

¢ Bid Laws — Chapter 39.04 RCW requires competitive bidding of public works projects, but does
not specify thresholds or a process that must be used. Since Chapter 28A.310 RCW also does not
specify the thresholds or process, each District should establish its own policy for competitive
bidding. We would expect procurement policies to provide clear expectations for all procurement
situations applicable to the District. However, if the ESD is purchasing for or on behalf of
school districts, school district bid laws would apply. See the Bidding and Procurement
Guide for details.

o Limitation on Indebtedness — Not Applicable - Since ESDs have no taxing authority, they
must secure their debt with property purchased. During 2011, we found several ESDs had debt,
and requested an AGO (2012 no. 5). We determined;

o [ESDs have the authority to issue bonds
o RCW 28A.310.200 requires ESDs to pledge their property as collateral, and
o Chapter 39.46 RCW applies to ESDs.

IT Controls

ESDs, especially those that provide IT services to Districts, may be responsible for a significant amount of
confidential and private data subject to FERPA laws. Consider Accountability | IT Control | User Access
and Backup and Recovery testing strategies over Student Management data.

Like School Districts, ESDs that use Skyward systems are converting to the new QMLATIV system. Consider
Permanent File | School F196 | QMLATIV Conversion.

Patch Management — Districts have suffered a significant increase in cyber incidents such as breaches
and ransomware attacks. Patch management is a front-line defense to ensure operational systems, as well
as financial systems, remain strong against known and potential vulnerabilities. Team IT Audit has tested
Patch and Change Management at WSIPC without concern. WSIPC is only responsible for the Skyward
SMS 2.0 and Skyward QMLATIV financial and student management systems. WSIPC is not responsible for
any financial or student data downloaded from other systems, network servers, nor any third-party systems
that may, or may not, interface with Skyward, Inc.’s products. A testing strategy is available in TeamMate
at Accountability | IT Controls | Patch Management.

FINANCIAL STATEMENTS

ESDs are considered a proprietary fund, since they provide business type activities supported at least in
part by fees or charges. Each fund presented in the financial statements is considered a separate opinion
unit (FYI 2006-01).
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Financial statements and schedules are prepared in accordance with the Accounting Manual for Educational
Service Districts, which is published by OSPI in accordance with WAC 392-125-010. The manual and
financial statement template (known as the F-185) requires GAAP-like accounting and reporting with minor
variances. These differences are described in the reporting instructions provided by OSPI. Auditors should
consider whether ESDs have evaluated these potential variances.

The manual notes that MD&A is not required since ESDs — as a consistent practice — have chosen not to
prepare MD&A. Accordingly, auditors will issue GAAP audit reports with a report modification (ARS Part 3
Chapter 9 Example 8a) identifying there is no MD&A.

Auditors should use the "GAAP Statements - proprietary only” TeamMate steps. ESDs are expected to
prepare their financial statements = based (in-part) on guidance provided by the ESD Accounting Manual.
However, the ESD Accounting Manual does not include comprehensive GAAP guidance, and auditors should
refer to the BARS manual as the authority for current financial statement reporting and accounting
guidance.

ESD Notes to the Financial Statements template

Beginning with Fiscal Year 2020 financial statements, ESDs can use the Educational Service District (ESD)
FY20XX Notes to the Financial Statements Template, found on the BARS Reporting Templates page. This
template was developed in-conjunction with ESDs, OSPI, and SAO. The suggested notes represent the
general operating assumptions of the ESDs. We would expect ESDs to evaluate the notes for applicability
and make any amendedments to their notes based on their individual circumstances. Auditors should refer
to the ESD template notes when reviewing the notes to the financial statements. For any questions or if
issues are identified, auditors should contact Ryan Montgomery, Team School Programs, and Stacie Tellers,
Local Government Support.

GAAP reporting changes

All new GASBs are identified and evaluated by the Financial Audit Committee (FAC), as summarized on the
GASB Tracker available on the FAC Sharepoint page. When evaluating implementation of new GASBs for
ESDs, auditors should specifically consider:

e GASB 84 (Fiduciary Activities, original implementation effective FYE 2019, new implementation
effective FYE 2021) is expected to have an impact on districts and require re-evaluation and
changes to reporting for fiduciary activities. A TeamMate testing strategy workpaper is available
in Financial Statement | GAAP | Workpapers.

e GASB 87 (Leases, effective beginning with the 2021-2022 school year) is expected to have an
impact on districts and require re-evaluating and changes to reporting for leases. A TeamMate
testing strategy workpaper is available in Financial Statement | GAAP | Workpapers.

GASB 95, issued May 8, 2020, delayed the implementation date of certain new standards.

GAAP reporting - Joint Ventures and Shared Service Arrangements

ESDs will often enter into interlocal agreements with other governments (especially schools) to provide
services. Many federal and state grant programs encourage or require ESDs to join with other entities to
provide services in a Shared Service Arrangement. Accounting for these joint activities may need to be
evaluated.

GAAP reporting - Risk Pools

If the ESD operates a risk pool for school districts, the auditor should be aware of unique accounting and
reporting requirements for ESD and school district risk pool activities. Many school districts deposit money
with their regional ESD to fund future compensated absences, unemployment and workers compensation
liabilities. SAO reviewed the deposit arrangement agreements and determined the classification of each
ESD pool for financial reporting. A current summary of this analysis is included in the School District Planning
Guide.
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Several ESDs have revised their risk pool agreements in recent years in order to ensure the risk pools can
be reported as “risk sharing” type pools. Auditors should inquire whether any changes or amendments to
ESD deposit arrangement agreements have been made. If changes have been made, please communicate
these changes to the Team School Programs Audit Manager. Financial Reporting guidance specifically for
ESD risk pools can be found in ESD Risk Pool Accounting & Reporting guide located on the Team School
Programs SharePoint Site: Resources | ESD Information | ESD_Risk_Pool_Accounting_&_Reporting.

If the ESD relies on an actuary to calculate risk pool liabilities, there is the potential risk the information
provided to the actuary is incomplete. Auditors should refer to the “Reliance on Work of an Actuary” section
of the Risk Pool Planning Guide for specific procedures/risks to consider. Contact a Self-Insurance / Risk
Pool Subject Matter Expert if assistance is needed when reviewing the actuary report.

FEDERAL PROGRAMS

Online Filing

ESDs file their SEFAs through online filing. Districts should be using the SEFA instrutions applicable to the
audit period, which can be found here. Auditors must obtain the SEFA and Notes through LGCS reporting
and NOT from the District directly. This process will help ensure SEFAs are correctly presented. Refer to
the updated Single Audit Planning SEFA procedure step for additional information. As noted in the SEFA
procedure step, verify with the District this is the final version before proceeding with vouching the SEFA.

Since the majority ESD funding is from state and federal grants, we expect districts to require a single audit
every year.

Federal Procurement

When entities use federal funds to purchase goods and services they must have and use documented
procurement procedures (written local policies/procedures), consistent with State and local laws and
regulations. Entities documented procurement procedures must conform to the procurement standards
identified in sections 200.318-.327 of the Uniform Guidance (2 CFR 200). Since ESDs do not have state-
established (statutory) requirements, their documented procurement procedures should ensure the most
restrictive of local or federal standards are met. Entities must also have written standards of conduct that
cover conflicts of interest and govern the performance of its employees engaged in the selection, award,
and administration of contracts/purchases. Refer to the guidance in the procurement testing strategies
and the bidding and procurement planning guide.

PERFORMANCE AUDITS

Information on ongoing performance audits can be found on SAO website at:
https://www.sao.wa.gov/performance-audits/performance-audits-in-progress/. For all other inquiries
please contact the Assistant Director for Performance Audit.
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GASB 87 Lease Calculation Tool.xlsx

Lessor





						Contract ID:


Tecca, Brandon (SAO): Identify the specific contract, such as through a contract number or by party name and date.


						Underlying Asset:


						Purpose:			To calculate lessor balances (for a specific contract) under GASB 87.


						Conclusion:			We determined





						Fiscal Year			2022									Audit Type			GAAP 12/31





						Lessor Balances


Tecca, Brandon (SAO): Lessor balances (same amounts for full and modified accrual):
–Lease Receivable
–Deferred Inflow
–Lease Revenue
–Interest Revenue

Lessee balances (full accrual)
–Lease liability (payable)
–Lease right-to-use asset
–Amortization of capital asset (expense)
–Interest expense

Debt service principal payments are not an expense.

Lessee balances (modified accrual)
–Debt service principal
–Debt service interest

Similar to other long-term debt, no liability is reported in the governmental fund statements.

Similar to other capital assets, no intangible right-to-use capital asset is reported in the governmental fund statements.						Per FS/GL Balance


Tecca, Brandon (SAO): This is the amount for the selected contract recorded in the financial statements (or contract specific GL account) and not the amount appearing on the statement, which may represent many contracts, or non-lease activity.			Recalculated			Variance


Tecca, Brandon (SAO): Auditors are not required to follow up on trivial variances.  Variances may not be the result of error.  Auditors should not report errors unless 1) the cause of the variance is identified and 2) that reason has been determined to be in error.			%			Notes:


						Lease Receivable – Beginning									13,674,919


						Lease Receivable – Ending									12,757,251			(12,757,251)			-100.0%			See comment


Tecca, Brandon (SAO): Allowance for doubtful accounts
The ending lease receivable should be reduced by any estimated allowance for uncollectable amounts (if reported net). The allowance may be calculated as a whole or applied to individual contracts (it may or may not appear on the clients individual lease documentation). Not all lease arrangements are expected to have this allowance (for example, leases to other governments).

The allowance for doubtful accounts also reduces deferred inflow (and thus revenue as amortized). Based on any difference between amounts written off (estimated) as uncollectible and actual, governments would recognize additional losses (revenue reductions) or lease revenue (if the estimate was higher than actual).

Auditors should accept any variances (with explanation) when due to this valid difference (if not factored into our workpaper with 100% precision). The precision of our recalculation should be based on risk.

NOTE: When significant, this estimate should be identified in the entity and operations section of the permanent file (under accounting estimates).



						Lease Deferred Inflow									12,830,891			(12,830,891)			-100.0%


						Lease Revenue									1,283,089			(1,283,089)			-100.0%


						Interest Revenue									397,844			(397,844)			-100.0%





						Discount rate (typically expressed as an annual rate)															3.0%						Document the method used by the entity to obtain an appropriate discount rate.


Tecca, Brandon (SAO): Allowable methods for lessor:
–The interest rate the lessor charges the lessee, which may be:
      *A stated and reasonable interest rate (in the contract)
      *The rate implicit in the lease (can be an estimate)
      *From the imputation of interest as described in ¶173-187 of Statement 62
–If these methods are not practicable, the lessor may use their own incremental borrowing rate.

Allowable methods for lessee:
–The interest rate the lessor charges the lessee, which may be
     *A stated and reasonable interest rate (in the contract)
     *The rate implicit in the lease (can be an estimate)
     *From the imputation of interest as described in ¶173-187 of Statement 62
–If not determinable, the lessee’s estimated incremental borrowing rate.


						Workpaper compounding															Simple Monthly


Tecca, Brandon (SAO): Simple monthly or daily interest is the annual rate /12 or /365. However, once compounded 12 or 365 times, it will equal more than the "annual rate".

If the client is calculating true rates (not simple) our workpaper will calculate a variance; this is not an error. In this scenario, auditors should use the simple rate and accept variances due to valid differences resulting from our calculation method.

Clients compounding daily may also be using the actual numbers of days in a month, whereas our calculations assume the average number of days.

The monthly or daily rate that compounds to the stated (true/effective) annual rate would be solved as follows:

(1+X)^(12 or 365) = (1 + Annual Rate)
This can be entered into WolframAlpha.com.

For monthly, the rate would be the amount of X.

For daily, the monthly rate would be ((1 + X)^(365/12))-1



						Monthly rate															0.2500%


						Count of payments															132


						Payment frequency															Monthly


Tecca, Brandon (SAO): The workpaper assumes each payment has one period of time (NPER = +1) between payments.  For quarterly, semi-annual, or annual payments, the NPER between payments would increase by 3, 6, or 12, respectively.




						Method – Amortization of the discount on the LEASE RECEIVABLE


						Method – Amortization of DEFERRED INFLOW


						Payment due at the beginning or end of period?


						Year of lease remeasurement?





						Total Fixed Payments (excluding1)															16,745,072


						Lease receivable value at inception (sum of present value)															14,113,980


						Interest to recognize (total payments - present Value)															2,631,092


						1Payments at commencement related to future periods																		See comment


Tecca, Brandon (SAO): Adjustment for initial payments received in advance
Initial AR = DI, except when (B) applies, per GASB 87, par. 53:

A lessor initially should measure the deferred inflow of resources as follows:

a. The amount of the initial measurement of the lease receivable.

B. Lease payments received from the lessee at or before the commencement of the lease term that relate to future periods (for example, the final month's rent, less any lease incentives paid to, or on behalf of, the lessee at or before the commencement of the lease term.

NOTE: It would not be rational (i.e. incorrect) to apply the interest method to amounts received prior to commencement because 100% would immediately be recognized as revenue (as there would be no interest applied). In this case, the amortization of DI should be straight line or some other rational method.

This workpaper when set to "interest" immediately amortizes prepayments. As a result, in the year of inception the recalculated ending DI would be understated and revenue would be overstated (compared to rationally recognizing the DI).

If the recalculated variance is due to valid differences, the auditor should in most cases (based on risk) accept the variance as correct rather than adjust the workpaper to perfectly recalculate expected amounts.


						Deferred inflow value at inception															14,113,980			





						TOTALS:			16,745,072			- 0			16,745,072															14,113,980			2,631,091.62			14,113,980									14,113,980												Calendar Year									Interest Method						Straight-Line





						Payment Date


Tecca, Brandon (SAO): The payment date should tie to payment schedule; if payments are made early or late between fiscal years then the recalculated receivable(lessor)/payable(lessee) will be incorrect – auditors could either (1) manually adjust the expectation (with explanation), or (2) explain any valid differences.

For example, an amount due next fiscal year and paid early would reduce the expected liability, but not impact revenue/expenditure recognition (which is not impacted by the timing of payments).

Dates must be "date formatted" and not text.																		


Tecca, Brandon (SAO): Adjustment for initial payments received in advance
Initial AR = DI, except when (B) applies, per GASB 87, par. 53:

A lessor initially should measure the deferred inflow of resources as follows:

a. The amount of the initial measurement of the lease receivable.

B. Lease payments received from the lessee at or before the commencement of the lease term that relate to future periods (for example, the final month's rent, less any lease incentives paid to, or on behalf of, the lessee at or before the commencement of the lease term.

NOTE: It would not be rational (i.e. incorrect) to apply the interest method to amounts received prior to commencement because 100% would immediately be recognized as revenue (as there would be no interest applied). In this case, the amortization of DI should be straight line or some other rational method.

This workpaper when set to "interest" immediately amortizes prepayments. As a result, in the year of inception the recalculated ending DI would be understated and revenue would be overstated (compared to rationally recognizing the DI).

If the recalculated variance is due to valid differences, the auditor should in most cases (based on risk) accept the variance as correct rather than adjust the workpaper to perfectly recalculate expected amounts.			Fixed Payments


Tecca, Brandon (SAO): Fixed payments based on an index could be calculated here or as additional "other payments".

Example: If the current year index has a 2% increase, then each year the payments would increase by 2% (as compared to the prior year).
			Other Fixed Payments


Tecca, Brandon (SAO): If applicable.

GASB 87, par. 44
b. Variable payments that depend on an index or a rate (such as the Consumer Price Index or a market interest rate), initially measured using the index or rate as of the commencement of the lease term.

c. Variable payments that are fixed in substance  – for example, if the minimum payment 5 cents per mile with a minimum of $200, then the minimum portion if fixed in substance, the purely variable portion is not counted even if estimable to a high degree of certainty).

d. Residual value guarantee payments that are fixed in substance.

e. Any lease incentives payable to the lessee.
			Total Payment			Payment#			NPER of PV


Tecca, Brandon (SAO): This is the number of periods of interest to apply to a payment.

A payment due on day 1 of the lease has 0 periods of interest.  When the payment is due on day 1, the payment will be 100% applied to principal (i.e. interest will be $0).

A payment due at the end of the first month has 1  period (one month) of interest to recognize.			Fiscal Year Payment Made IN


Tecca, Brandon (SAO): Adjusts based on the selected audit type (year-end).
			


Tecca, Brandon (SAO): Lessor balances (same amounts for full and modified accrual):
–Lease Receivable
–Deferred Inflow
–Lease Revenue
–Interest Revenue

Lessee balances (full accrual)
–Lease liability (payable)
–Lease right-to-use asset
–Amortization of capital asset (expense)
–Interest expense

Debt service principal payments are not an expense.

Lessee balances (modified accrual)
–Debt service principal
–Debt service interest

Similar to other long-term debt, no liability is reported in the governmental fund statements.

Similar to other capital assets, no intangible right-to-use capital asset is reported in the governmental fund statements.																					Fiscal Year Payment Made FOR


Tecca, Brandon (SAO): This is to adjust for the timing of payments.  A payment made 1/1/2023 could be for revenue earned in 2022, if so, should be recognized as 2022 revenue.
			Present Value


Tecca, Brandon (SAO): This is NOT the present value at the date of the payment.  This is the present value of the payment at the date of inception.
			


Tecca, Brandon (SAO): This is the amount for the selected contract recorded in the financial statements (or contract specific GL account) and not the amount appearing on the statement, which may represent many contracts, or non-lease activity.						


Tecca, Brandon (SAO): Auditors are not required to follow up on trivial variances.  Variances may not be the result of error.  Auditors should not report errors unless 1) the cause of the variance is identified and 2) that reason has been determined to be in error.			


Tecca, Brandon (SAO): Per GASB IG 2021-1, Q4.13
For the ongoing operation of a business-type activity or an enterprise fund, lease interest should not be recognized as operating revenue.
																					Interest			Principal			Balance prior to payment			Balance after payment			DI Straight-Line N/A						Year			AR Beginning			Sum of Interest
Payments			Sum of Principal
Payments			AR Ending			Revenue			DI Ending			Revenue			DI Ending


						07/01/21			108,005.83						108,005.83			1			1			2021			2022			107,736.49			35,285			72,720.88			14,113,980			14,041,259			106,924


Tecca, Brandon (SAO): note: formula in this cell and below are different.			


Tecca, Brandon (SAO): Allowance for doubtful accounts
The ending lease receivable should be reduced by any estimated allowance for uncollectable amounts (if reported net). The allowance may be calculated as a whole or applied to individual contracts (it may or may not appear on the clients individual lease documentation). Not all lease arrangements are expected to have this allowance (for example, leases to other governments).

The allowance for doubtful accounts also reduces deferred inflow (and thus revenue as amortized). Based on any difference between amounts written off (estimated) as uncollectible and actual, governments would recognize additional losses (revenue reductions) or lease revenue (if the estimate was higher than actual).

Auditors should accept any variances (with explanation) when due to this valid difference (if not factored into our workpaper with 100% precision). The precision of our recalculation should be based on risk.

NOTE: When significant, this estimate should be identified in the entity and operations section of the permanent file (under accounting estimates).
			


Tecca, Brandon (SAO): Simple monthly or daily interest is the annual rate /12 or /365. However, once compounded 12 or 365 times, it will equal more than the "annual rate".

If the client is calculating true rates (not simple) our workpaper will calculate a variance; this is not an error. In this scenario, auditors should use the simple rate and accept variances due to valid differences resulting from our calculation method.

Clients compounding daily may also be using the actual numbers of days in a month, whereas our calculations assume the average number of days.

The monthly or daily rate that compounds to the stated (true/effective) annual rate would be solved as follows:

(1+X)^(12 or 365) = (1 + Annual Rate)
This can be entered into WolframAlpha.com.

For monthly, the rate would be the amount of X.

For daily, the monthly rate would be ((1 + X)^(365/12))-1
						


Tecca, Brandon (SAO): Allowable methods for lessor:
–The interest rate the lessor charges the lessee, which may be:
      *A stated and reasonable interest rate (in the contract)
      *The rate implicit in the lease (can be an estimate)
      *From the imputation of interest as described in ¶173-187 of Statement 62
–If these methods are not practicable, the lessor may use their own incremental borrowing rate.

Allowable methods for lessee:
–The interest rate the lessor charges the lessee, which may be
     *A stated and reasonable interest rate (in the contract)
     *The rate implicit in the lease (can be an estimate)
     *From the imputation of interest as described in ¶173-187 of Statement 62
–If not determinable, the lessee’s estimated incremental borrowing rate.			


Tecca, Brandon (SAO): The workpaper assumes each payment has one period of time (NPER = +1) between payments.  For quarterly, semi-annual, or annual payments, the NPER between payments would increase by 3, 6, or 12, respectively.

			


Tecca, Brandon (SAO): GASB 87, par 54
A lessor subsequently should recognize the deferred inflow of resources as inflows of resources (for example, revenue) in a systematic and rational manner over the term of the lease…

Straight-line amortization of DI results in consistent revenue recognition for that lease, while the interest method will result in revenue increasing every year (until that contract ends).

While in the initial entry accounts receivable always equals deferred inflows, when those two balances are amortized under different methods the balances will diverge.
			


Tecca, Brandon (SAO): This sets the NPER to 1 or 0.  For example, if a lease payment is due on day 1 of the lease (beginning) then that payment would have 0 days of calculated interest and NPER would be set to 0.
			


Tecca, Brandon (SAO): For a lease remeasurement (such as due to a lease term extension) the workpaper should calculate it as a new lease (i.e. a new payment #1) under the new terms and with an updated discount rate (if that rate is no longer current).

If the remeasurement date is done mid-year, two tabs will be needed to calculate the total inflows/outflows. The interest and principal amounts paid/received prior to the measurement date will have to be added on to the amounts paid and calculated in the updated lease term tab.

The reported lease liability or receivable should tie to the calculated amount in the new tab.

However, per GASB 87, par. 33 & 54 the lease asset and deferred inflow should be adjusted by the same amount as the liability/receivable and calculating it as a new lease in the workpaper will adjust those amounts by more/less when they've been amortized at different rates. If our workpaper has a variance due to this situation, the auditor may accept the variance (due to a valid explanation) or manually adjust the recalculation for the amount of the prior difference between the two related balances.

If needed, contact TAS for assistance.




																														2021			14,113,980			208,974			439,061			13,674,919			0 0			14,113,980			- 0			14,113,980


						08/01/21			108,005.83						108,005.83			2			2			2021			2022			107,467.82			35,103			72,902.68			14,041,259			13,968,357			106,924						2022			13,674,919			397,844			917,667			12,757,251			884,750			13,229,230			1,283,089			12,830,891


						09/01/21			108,005.83						108,005.83			3			3			2021			2022			107,199.82			34,921			73,084.94			13,968,357			13,895,272			106,924						2023			12,757,251			369,380			986,964			11,770,287			951,082			12,278,149			1,283,089			11,547,802


						10/01/21			108,005.83						108,005.83			4			4			2021			2022			106,932.49			34,738			73,267.65			13,895,272			13,822,004			106,924						2024			11,770,287			338,763			1,061,052			10,709,235			1,023,388			11,254,761			1,283,089			10,264,713


						11/01/21			108,005.83						108,005.83			5			5			2021			2022			106,665.83			34,555			73,450.82			13,822,004			13,748,553			106,924						2025			10,709,235			305,874			1,138,806			9,570,430			1,099,285			10,155,476			1,283,089			8,981,624


						12/01/21			108,005.83						108,005.83			6			6			2021			2022			106,399.83			34,371			73,634.45			13,748,553			13,674,919			106,924						2026			9,570,430			270,600			1,220,382			8,350,048			1,178,923			8,976,553			1,283,089			7,698,535


						01/01/22			108,005.83						108,005.83			7			7			2022			2022			106,134.49			34,187			73,818.53			13,674,919			13,601,100			106,924						2027			8,350,048			232,824			1,305,944			7,044,104			1,262,466			7,714,086			1,283,089			6,415,446


						02/01/22			108,005.83						108,005.83			8			8			2022			2022			105,869.82			34,003			74,003.08			13,601,100			13,527,097			106,924						2028			7,044,104			192,424			1,395,661			5,648,443			1,350,078			6,364,009			1,283,089			5,132,356


						03/01/22			108,005.83						108,005.83			9			9			2022			2022			105,605.80			33,818			74,188.09			13,527,097			13,452,909			106,924						2029			5,648,443			149,274			1,489,709			4,158,734			1,441,932			4,922,077			1,283,089			3,849,267


						04/01/22			108,005.83						108,005.83			10			10			2022			2022			105,342.45			33,632			74,373.56			13,452,909			13,378,536			106,924						2030			4,158,734			103,241			1,588,272			2,570,462			1,538,208			3,383,869			1,283,089			2,566,178


						05/01/22			108,005.83						108,005.83			11			11			2022			2022			105,079.75			33,446			74,559.49			13,378,536			13,303,976			106,924						2031			2,570,462			54,187			1,691,539			878,923			1,639,092			1,744,778			1,283,089			1,283,089


						06/01/22			108,005.83						108,005.83			12			12			2022			2022			104,817.70			33,260			74,745.89			13,303,976			13,229,230			106,924						2032			878,923			7,707			878,923			(0)			1,744,778			0 0			1,283,089			0 0


						07/01/22			111,246.00						111,246.00			13			13			2022			2023			107,692.99			33,073			78,172.92			13,229,230			13,151,057			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						08/01/22			111,246.00						111,246.00			14			14			2022			2023			107,424.43			32,878			78,368.36			13,151,057			13,072,689			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						09/01/22			111,246.00						111,246.00			15			15			2022			2023			107,156.54			32,682			78,564.28			13,072,689			12,994,125			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						10/01/22			111,246.00						111,246.00			16			16			2022			2023			106,889.32			32,485			78,760.69			12,994,125			12,915,364			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						11/01/22			111,246.00						111,246.00			17			17			2022			2023			106,622.76			32,288			78,957.59			12,915,364			12,836,406			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						12/01/22			111,246.00						111,246.00			18			18			2022			2023			106,356.87			32,091			79,154.98			12,836,406			12,757,251			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						01/01/23			111,246.00						111,246.00			19			19			2023			2023			106,091.64			31,893			79,352.87			12,757,251			12,677,899			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						02/01/23			111,246.00						111,246.00			20			20			2023			2023			105,827.07			31,695			79,551.25			12,677,899			12,598,347			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						03/01/23			111,246.00						111,246.00			21			21			2023			2023			105,563.16			31,496			79,750.13			12,598,347			12,518,597			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						04/01/23			111,246.00						111,246.00			22			22			2023			2023			105,299.91			31,296			79,949.51			12,518,597			12,438,648			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						05/01/23			111,246.00						111,246.00			23			23			2023			2023			105,037.32			31,097			80,149.38			12,438,648			12,358,498			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						06/01/23			111,246.00						111,246.00			24			24			2023			2023			104,775.38			30,896			80,349.75			12,358,498			12,278,149			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						07/01/23			114,811.42						114,811.42			25			25			2023			2024			107,863.76			30,695			84,116.05			12,278,149			12,194,032			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						08/01/23			114,811.42						114,811.42			26			26			2023			2024			107,594.77			30,485			84,326.34			12,194,032			12,109,706			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						09/01/23			114,811.42						114,811.42			27			27			2023			2024			107,326.45			30,274			84,537.15			12,109,706			12,025,169			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						10/01/23			114,811.42						114,811.42			28			28			2023			2024			107,058.81			30,063			84,748.50			12,025,169			11,940,420			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						11/01/23			114,811.42						114,811.42			29			29			2023			2024			106,791.83			29,851			84,960.37			11,940,420			11,855,460			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						12/01/23			114,811.42						114,811.42			30			30			2023			2024			106,525.51			29,639			85,172.77			11,855,460			11,770,287			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						01/01/24			114,811.42						114,811.42			31			31			2024			2024			106,259.86			29,426			85,385.70			11,770,287			11,684,902			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						02/01/24			114,811.42						114,811.42			32			32			2024			2024			105,994.88			29,212			85,599.17			11,684,902			11,599,302			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						03/01/24			114,811.42						114,811.42			33			33			2024			2024			105,730.55			28,998			85,813.16			11,599,302			11,513,489			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						04/01/24			114,811.42						114,811.42			34			34			2024			2024			105,466.88			28,784			86,027.70			11,513,489			11,427,462			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						05/01/24			114,811.42						114,811.42			35			35			2024			2024			105,203.87			28,569			86,242.77			11,427,462			11,341,219			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						06/01/24			114,811.42						114,811.42			36			36			2024			2024			104,941.52			28,353			86,458.37			11,341,219			11,254,761			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						07/01/24			118,491.17						118,491.17			37			37			2024			2025			108,034.85			28,137			90,354.27			11,254,761			11,164,406			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						08/01/24			118,491.17						118,491.17			38			38			2024			2025			107,765.44			27,911			90,580.15			11,164,406			11,073,826			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						09/01/24			118,491.17						118,491.17			39			39			2024			2025			107,496.69			27,685			90,806.60			11,073,826			10,983,020			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						10/01/24			118,491.17						118,491.17			40			40			2024			2025			107,228.62			27,458			91,033.62			10,983,020			10,891,986			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						11/01/24			118,491.17						118,491.17			41			41			2024			2025			106,961.22			27,230			91,261.21			10,891,986			10,800,725			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						12/01/24			118,491.17						118,491.17			42			42			2024			2025			106,694.48			27,002			91,489.36			10,800,725			10,709,235			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						01/01/25			118,491.17						118,491.17			43			43			2025			2025			106,428.41			26,773			91,718.08			10,709,235			10,617,517			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						02/01/25			118,491.17						118,491.17			44			44			2025			2025			106,163.00			26,544			91,947.38			10,617,517			10,525,570			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						03/01/25			118,491.17						118,491.17			45			45			2025			2025			105,898.26			26,314			92,177.25			10,525,570			10,433,393			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						04/01/25			118,491.17						118,491.17			46			46			2025			2025			105,634.17			26,083			92,407.69			10,433,393			10,340,985			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						05/01/25			118,491.17						118,491.17			47			47			2025			2025			105,370.75			25,852			92,638.71			10,340,985			10,248,346			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						06/01/25			118,491.17						118,491.17			48			48			2025			2025			105,107.98			25,621			92,870.30			10,248,346			10,155,476			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						07/01/25			122,288.75						122,288.75			49			49			2025			2026			108,206.12			25,389			96,900.06			10,155,476			10,058,576			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						08/01/25			122,288.75						122,288.75			50			50			2025			2026			107,936.28			25,146			97,142.31			10,058,576			9,961,434			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						09/01/25			122,288.75						122,288.75			51			51			2025			2026			107,667.11			24,904			97,385.17			9,961,434			9,864,048			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						10/01/25			122,288.75						122,288.75			52			52			2025			2026			107,398.61			24,660			97,628.63			9,864,048			9,766,420			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						11/01/25			122,288.75						122,288.75			53			53			2025			2026			107,130.79			24,416			97,872.70			9,766,420			9,668,547			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						12/01/25			122,288.75						122,288.75			54			54			2025			2026			106,863.63			24,171			98,117.38			9,668,547			9,570,430			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						01/01/26			122,288.75						122,288.75			55			55			2026			2026			106,597.14			23,926			98,362.68			9,570,430			9,472,067			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						02/01/26			122,288.75						122,288.75			56			56			2026			2026			106,331.31			23,680			98,608.58			9,472,067			9,373,458			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						03/01/26			122,288.75						122,288.75			57			57			2026			2026			106,066.14			23,434			98,855.10			9,373,458			9,274,603			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						04/01/26			122,288.75						122,288.75			58			58			2026			2026			105,801.64			23,187			99,102.24			9,274,603			9,175,501			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						05/01/26			122,288.75						122,288.75			59			59			2026			2026			105,537.79			22,939			99,350.00			9,175,501			9,076,151			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						06/01/26			122,288.75						122,288.75			60			60			2026			2026			105,274.61			22,690			99,598.37			9,076,151			8,976,553			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						07/01/26			126,208.17						126,208.17			61			61			2026			2027			108,377.77			22,441			103,766.79			8,976,553			8,872,786			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						08/01/26			126,208.17						126,208.17			62			62			2026			2027			108,107.50			22,182			104,026.21			8,872,786			8,768,760			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						09/01/26			126,208.17						126,208.17			63			63			2026			2027			107,837.90			21,922			104,286.27			8,768,760			8,664,473			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						10/01/26			126,208.17						126,208.17			64			64			2026			2027			107,568.98			21,661			104,546.99			8,664,473			8,559,926			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						11/01/26			126,208.17						126,208.17			65			65			2026			2027			107,300.73			21,400			104,808.35			8,559,926			8,455,118			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						12/01/26			126,208.17						126,208.17			66			66			2026			2027			107,033.15			21,138			105,070.37			8,455,118			8,350,048			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						01/01/27			126,208.17						126,208.17			67			67			2027			2027			106,766.23			20,875			105,333.05			8,350,048			8,244,715			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						02/01/27			126,208.17						126,208.17			68			68			2027			2027			106,499.98			20,612			105,596.38			8,244,715			8,139,118			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						03/01/27			126,208.17						126,208.17			69			69			2027			2027			106,234.39			20,348			105,860.37			8,139,118			8,033,258			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						04/01/27			126,208.17						126,208.17			70			70			2027			2027			105,969.47			20,083			106,125.03			8,033,258			7,927,133			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						05/01/27			126,208.17						126,208.17			71			71			2027			2027			105,705.21			19,818			106,390.34			7,927,133			7,820,743			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						06/01/27			126,208.17						126,208.17			72			72			2027			2027			105,441.60			19,552			106,656.31			7,820,743			7,714,086			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						07/01/27			130,253.08						130,253.08			73			73			2027			2028			108,549.59			19,285			110,967.86			7,714,086			7,603,118			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						08/01/27			130,253.08						130,253.08			74			74			2027			2028			108,278.89			19,008			111,245.28			7,603,118			7,491,873			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						09/01/27			130,253.08						130,253.08			75			75			2027			2028			108,008.87			18,730			111,523.40			7,491,873			7,380,350			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						10/01/27			130,253.08						130,253.08			76			76			2027			2028			107,739.52			18,451			111,802.21			7,380,350			7,268,548			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						11/01/27			130,253.08						130,253.08			77			77			2027			2028			107,470.84			18,171			112,081.71			7,268,548			7,156,466			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						12/01/27			130,253.08						130,253.08			78			78			2027			2028			107,202.84			17,891			112,361.92			7,156,466			7,044,104			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						01/01/28			130,253.08						130,253.08			79			79			2028			2028			106,935.50			17,610			112,642.82			7,044,104			6,931,461			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						02/01/28			130,253.08						130,253.08			80			80			2028			2028			106,668.82			17,329			112,924.43			6,931,461			6,818,537			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						03/01/28			130,253.08						130,253.08			81			81			2028			2028			106,402.82			17,046			113,206.74			6,818,537			6,705,330			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						04/01/28			130,253.08						130,253.08			82			82			2028			2028			106,137.47			16,763			113,489.76			6,705,330			6,591,840			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						05/01/28			130,253.08						130,253.08			83			83			2028			2028			105,872.79			16,480			113,773.48			6,591,840			6,478,067			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						06/01/28			130,253.08						130,253.08			84			84			2028			2028			105,608.77			16,195			114,057.91			6,478,067			6,364,009			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						07/01/28			134,427.75						134,427.75			85			85			2028			2029			108,721.77			15,910			118,517.73			6,364,009			6,245,491			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						08/01/28			134,427.75						134,427.75			86			86			2028			2029			108,450.64			15,614			118,814.02			6,245,491			6,126,677			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						09/01/28			134,427.75						134,427.75			87			87			2028			2029			108,180.19			15,317			119,111.06			6,126,677			6,007,566			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						10/01/28			134,427.75						134,427.75			88			88			2028			2029			107,910.42			15,019			119,408.84			6,007,566			5,888,157			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						11/01/28			134,427.75						134,427.75			89			89			2028			2029			107,641.31			14,720			119,707.36			5,888,157			5,768,450			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						12/01/28			134,427.75						134,427.75			90			90			2028			2029			107,372.88			14,421			120,006.63			5,768,450			5,648,443			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						01/01/29			134,427.75						134,427.75			91			91			2029			2029			107,105.12			14,121			120,306.64			5,648,443			5,528,136			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						02/01/29			134,427.75						134,427.75			92			92			2029			2029			106,838.02			13,820			120,607.41			5,528,136			5,407,529			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						03/01/29			134,427.75						134,427.75			93			93			2029			2029			106,571.60			13,519			120,908.93			5,407,529			5,286,620			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						04/01/29			134,427.75						134,427.75			94			94			2029			2029			106,305.83			13,217			121,211.20			5,286,620			5,165,409			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						05/01/29			134,427.75						134,427.75			95			95			2029			2029			106,040.73			12,914			121,514.23			5,165,409			5,043,895			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						06/01/29			134,427.75						134,427.75			96			96			2029			2029			105,776.29			12,610			121,818.01			5,043,895			4,922,077			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						07/01/29			138,736.17						138,736.17			97			97			2029			2030			108,894.19			12,305			126,430.98			4,922,077			4,795,646			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						08/01/29			138,736.17						138,736.17			98			98			2029			2030			108,622.63			11,989			126,747.06			4,795,646			4,668,899			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						09/01/29			138,736.17						138,736.17			99			99			2029			2030			108,351.75			11,672			127,063.92			4,668,899			4,541,835			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						10/01/29			138,736.17						138,736.17			100			100			2029			2030			108,081.55			11,355			127,381.58			4,541,835			4,414,453			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						11/01/29			138,736.17						138,736.17			101			101			2029			2030			107,812.02			11,036			127,700.04			4,414,453			4,286,753			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						12/01/29			138,736.17						138,736.17			102			102			2029			2030			107,543.16			10,717			128,019.29			4,286,753			4,158,734			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						01/01/30			138,736.17						138,736.17			103			103			2030			2030			107,274.97			10,397			128,339.34			4,158,734			4,030,394			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						02/01/30			138,736.17						138,736.17			104			104			2030			2030			107,007.46			10,076			128,660.18			4,030,394			3,901,734			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						03/01/30			138,736.17						138,736.17			105			105			2030			2030			106,740.60			9,754			128,981.83			3,901,734			3,772,752			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						04/01/30			138,736.17						138,736.17			106			106			2030			2030			106,474.42			9,432			129,304.29			3,772,752			3,643,448			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						05/01/30			138,736.17						138,736.17			107			107			2030			2030			106,208.90			9,109			129,627.55			3,643,448			3,513,821			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						06/01/30			138,736.17						138,736.17			108			108			2030			2030			105,944.04			8,785			129,951.62			3,513,821			3,383,869			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						07/01/30			143,182.67						143,182.67			109			109			2030			2031			109,066.88			8,460			134,723.00			3,383,869			3,249,146			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						08/01/30			143,182.67						143,182.67			110			110			2030			2031			108,794.89			8,123			135,059.80			3,249,146			3,114,086			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						09/01/30			143,182.67						143,182.67			111			111			2030			2031			108,523.58			7,785			135,397.45			3,114,086			2,978,689			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						10/01/30			143,182.67						143,182.67			112			112			2030			2031			108,252.95			7,447			135,735.95			2,978,689			2,842,953			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						11/01/30			143,182.67						143,182.67			113			113			2030			2031			107,982.99			7,107			136,075.29			2,842,953			2,706,878			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						12/01/30			143,182.67						143,182.67			114			114			2030			2031			107,713.71			6,767			136,415.48			2,706,878			2,570,462			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						01/01/31			143,182.67						143,182.67			115			115			2031			2031			107,445.10			6,426			136,756.51			2,570,462			2,433,706			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						02/01/31			143,182.67						143,182.67			116			116			2031			2031			107,177.15			6,084			137,098.41			2,433,706			2,296,607			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						03/01/31			143,182.67						143,182.67			117			117			2031			2031			106,909.88			5,742			137,441.15			2,296,607			2,159,166			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						04/01/31			143,182.67						143,182.67			118			118			2031			2031			106,643.27			5,398			137,784.75			2,159,166			2,021,381			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						05/01/31			143,182.67						143,182.67			119			119			2031			2031			106,377.33			5,053			138,129.22			2,021,381			1,883,252			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						06/01/31			143,182.67						143,182.67			120			120			2031			2031			106,112.05			4,708			138,474.54			1,883,252			1,744,778			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						07/01/31			147,771.67						147,771.67			121			121			2031			2032			109,239.83			4,362			143,409.73			1,744,778			1,601,368			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						08/01/31			147,771.67						147,771.67			122			122			2031			2032			108,967.42			4,003			143,768.25			1,601,368			1,457,600			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						09/01/31			147,771.67						147,771.67			123			123			2031			2032			108,695.68			3,644			144,127.67			1,457,600			1,313,472			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						10/01/31			147,771.67						147,771.67			124			124			2031			2032			108,424.62			3,284			144,487.99			1,313,472			1,168,984			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						11/01/31			147,771.67						147,771.67			125			125			2031			2032			108,154.23			2,922			144,849.21			1,168,984			1,024,135			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						12/01/31			147,771.67						147,771.67			126			126			2031			2032			107,884.52			2,560			145,211.33			1,024,135			878,923			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						01/01/32			147,771.67						147,771.67			127			127			2032			2032			107,615.48			2,197			145,574.36			878,923			733,349			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						02/01/32			147,771.67						147,771.67			128			128			2032			2032			107,347.11			1,833			145,938.30			733,349			587,411			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						03/01/32			147,771.67						147,771.67			129			129			2032			2032			107,079.41			1,469			146,303.14			587,411			441,108			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						04/01/32			147,771.67						147,771.67			130			130			2032			2032			106,812.38			1,103			146,668.90			441,108			294,439			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						05/01/32			147,771.67						147,771.67			131			131			2032			2032			106,546.02			736			147,035.57			294,439			147,403			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0


						06/01/32			147,771.67						147,771.67			132			132			2032			2032			106,280.32			369			147,403.16			147,403			(0)			106,924									- 0			- 0			- 0			0 0			0 0			0 0			- 0			0 0
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Delete Example dates, payment amounts, and "payment made for" determinations.





Lessee





						Contract ID:


Tecca, Brandon (SAO): Identify the specific contract, such as through a contract number or by party name and date.


						Underlying Asset:


						Purpose:			To calculate lessee balances (for a specific contract) under GASB 87.


						Conclusion:			We determined





						Fiscal Year			2019									Audit Type			GAAP 12/31





						Lessee Balances


Tecca, Brandon (SAO): Lessor balances (same amounts for full and modified accrual):
–Lease Receivable
–Deferred Inflow
–Lease Revenue
–Interest Revenue

Lessee balances (full accrual)
–Lease liability (payable)
–Lease right-to-use asset
–Amortization of capital asset (expense)
–Interest expense

Debt service principal payments are not an expense.

Lessee balances (modified accrual)
–Debt service principal
–Debt service interest

Similar to other long-term debt, no liability is reported in the governmental fund statements.

Similar to other capital assets, no intangible right-to-use capital asset is reported in the governmental fund statements.						Per FS/GL Balance


Tecca, Brandon (SAO): This is the amount for the selected contract recorded in the financial statements (or contract specific GL account) and not the amount appearing on the statement, which may represent many contracts, or non-lease activity.			Recalculated			Variance


Tecca, Brandon (SAO): Auditors are not required to follow up on trivial variances.  Variances may not be the result of error.  Auditors should not report errors unless 1) the cause of the variance is identified and 2) that reason has been determined to be in error.			%			Notes:


						Full Accrual


						Lease Payable – Beginning									6,844,891


						Lease Payable – Ending									6,619,324			(6,619,324)			-100.0%


						Lease Right-to-Use (Capital) Asset									5,994,513			(5,994,513)			-100.0%			See comment


Tecca, Brandon (SAO): Capital assets are depreciated based on time in service (or use), as this workpaper is estimating depreciation based on the timing of payments, valid differences may exist.

If the recalculated variance is due to valid differences, the auditor should in most cases (based on risk) accept the variance as correct rather than adjust the workpaper to perfectly recalculate expected amounts.


						Expense – Interest									337,122			(337,122)			-100.0%			See comment


Tecca, Brandon (SAO): A variance is expected because full accrual statements should accrue interest payable, which is NOT factored into this workpaper.


						Expense – Amortization of Capital Asset									476,385


						Modified Accrual


						Debt Service – Principal									225,566			(225,566)			-100.0%			See comment


Tecca, Brandon (SAO): The debt service principal payment is the amount of the change in the lease payable.

Per GASB 1500.119, debt service on formal debt issues (such as bonds and leases) generally should be recognized as a governmental fund liability and expenditure when due (matured), with optional additional accrual under certain conditions (¶123).  — This means for modified accrual, debt service principal and interest are recognized based on the payment date (not generally accrued).


						Debt Service – Interest									337,122			(337,122)			-100.0%


						Other Financing Source																		See comment


Tecca, Brandon (SAO): When there are prepayments and other initial (paid) costs the capital outlay amount will be more than the other financing source (as the other financing source ties to the liability (i.e. the amount "financed").


						Expenditure (Capital Outlay)															





						Discount rate (typically expressed as an annual rate)															5.0%						Document the method used by the entity to obtain an appropriate discount rate.


						Workpaper compounding															Simple Monthly


Tecca, Brandon (SAO): Simple monthly or daily interest is the annual rate /12 or /365. However, once compounded 12 or 365 times, it will equal more than the "annual rate".

If the client is calculating true rates (not simple) our workpaper will calculate a variance; this is not an error. In this scenario, auditors should use the simple rate and accept variances due to valid differences resulting from our calculation method.

Clients compounding daily may also be using the actual numbers of days in a month, whereas our calculations assume the average number of days.

The monthly or daily rate that compounds to the stated (true/effective) annual rate would be solved as follows:

(1+X)^(12 or 365) = (1 + Annual Rate)
This can be entered into WolframAlpha.com.

For monthly, the rate would be the amount of X.

For daily, the monthly rate would be ((1 + X)^(365/12))-1



						Monthly rate															0.4167%


						Count of payments															180


						Payment frequency


						Method – Amortization of the discount on the LEASE PAYABLE


						Method – Amortization of INTANGIBLE RIGHT-TO-USE LEASE ASSET


																					


Tecca, Brandon (SAO): GASB 87, par:

31. A lease asset should be amortized in a systematic and rational manner over the shorter of the lease term or the useful life of the underlying asset, except as provided in paragraph 32. The amortization of the lease asset should be reported as an outflow of resources (for example, amortization expense), which may be combined with depreciation expense related to other capital assets for financial reporting purposes.

32. If a lease contains a purchase option that the lessee has determined is reasonably certain of being exercised, the lease asset should be amortized over the useful life of the underlying asset. In that circumstance, if the underlying asset is nondepreciable, such as land, the lease asset should not be amortized.

			


Tecca, Brandon (SAO): Identify the specific contract, such as through a contract number or by party name and date.			Payment due at the beginning or end of period?


																					


Tecca, Brandon (SAO): This sets the NPER to 1 or 0.  For example, if a lease payment is due on day 1 of the lease (beginning) then that payment would have 0 days of calculated interest and NPER would be set to 0.			Actual year of lease inception?


																					


Tecca, Brandon (SAO): NOTE: This the actual year of lease inception, not year the lease is first reported under GASB 87.

For example, if the lease began in 2020 and this was a 2022 audit where the lease was first reported under GASB 87, the answer to this question would be "No".

GASB 87, par. 36
An expenditure and other financing source should be reported in the period the lease is initially recognized.  The expenditure and other financing source should be measured as provided in paragraphs 21-23. Subsequent governmental fund lease payments should be accounted for consistent with principals for debt service payments on long-term debt.

GASB does not explicitly state that the period the lease is initially recognized is not the implementation date of prior year leases. Reporting (potentially) many years of prior year activity all in the same reporting year would not be rational (professional judgment). Contact TAS or LGS for assistance if the government reported a significant amount of prior year lease inceptions as current year activity.			Year of lease remeasurement?





																					


Tecca, Brandon (SAO): For a lease remeasurement (such as due to a lease term extension) the workpaper should calculate it as a new lease (i.e. a new payment #1) under the new terms and with an updated discount rate (if that rate is no longer current).

If the remeasurement date is done mid-year, two tabs will be needed to calculate the total inflows/outflows. The interest and principal amounts paid/received prior to the measurement date will have to be added on to the amounts paid and calculated in the updated lease term tab.

The reported lease liability or receivable should tie to the calculated amount in the new tab.

However, per GASB 87, par. 33 & 54 the lease asset and deferred inflow should be adjusted by the same amount as the liability/receivable and calculating it as a new lease in the workpaper will adjust those amounts by more/less when they've been amortized at different rates. If our workpaper has a variance due to this situation, the auditor may accept the variance (due to a valid explanation) or manually adjust the recalculation for the amount of the prior difference between the two related balances.

If needed, contact TAS for assistance.



			


Tecca, Brandon (SAO): Lessor balances (same amounts for full and modified accrual):
–Lease Receivable
–Deferred Inflow
–Lease Revenue
–Interest Revenue

Lessee balances (full accrual)
–Lease liability (payable)
–Lease right-to-use asset
–Amortization of capital asset (expense)
–Interest expense

Debt service principal payments are not an expense.

Lessee balances (modified accrual)
–Debt service principal
–Debt service interest

Similar to other long-term debt, no liability is reported in the governmental fund statements.

Similar to other capital assets, no intangible right-to-use capital asset is reported in the governmental fund statements.			Total Fixed Payments (excluding1)															10,434,117


						Liability value at inception (sum of present value)															7,145,777


						Interest to recognize (total payments - present Value)															3,288,340


						1Prepayments and other costs at/prior to inception																		See comment


Tecca, Brandon (SAO): Adjustment for payments or other costs prior to commencement
Initial Liability = Asset, except when per GASB 87, par. 30 (b & c):

A lessee initially should measure the lease asset as the sum of the following:

a. The amount of the initial measurement of the lease liability.

b. Lease payments made to the lessor at or before the commencement of the lease term, less any lease incentives received from the lessor at or before the commencement of the lease term.

c. Initial direct costs that are ancillary charges necessary to place the lease asset into service (excluding costs that would be considered debt issuance costs).

NOTE: It would not be rational (i.e. incorrect) to apply the interest method to these payments and costs because they'd be immediately amortized (as there's no interest incurred when NPER = 0).

This workpaper when set to "interest" immediately amortizes prepayments. As a result, in the year of inception the recalculated ending asset would be understated and expense would be overstated (compared to rationally amortizing the asset).

If the recalculated variance is due to valid differences, the auditor should in most cases (based on risk) accept the variance as correct rather than adjust the workpaper to perfectly recalculate expected amounts.



						Capital asset value at inception															7,145,777			





						TOTALS:			10,434,117			- 0			10,434,117												7,145,777			3,288,339.52			7,145,777									7,145,777												Calendar Year									Straight-Line N/A








						Payment Date


Tecca, Brandon (SAO): The payment date should tie to payment schedule; if payments are made early or late between fiscal years then the recalculated receivable(lessor)/payable(lessee) will be incorrect – auditors could either (1) manually adjust the expectation (with explanation), or (2) explain any valid differences.

For example, an amount due next fiscal year and paid early would reduce the expected liability, but not impact revenue/expenditure recognition (which is not impacted by the timing of payments).

Dates must be "date formatted" and not text.						


Tecca, Brandon (SAO): This is the amount for the selected contract recorded in the financial statements (or contract specific GL account) and not the amount appearing on the statement, which may represent many contracts, or non-lease activity.			Fixed Payments


Tecca, Brandon (SAO): Fixed payments based on an index could be calculated here or as additional "other payments".

Example: If the current year index has a 2% increase, then each year the payments would increase by 2% (as compared to the prior year).			Other Fixed Payments


Tecca, Brandon (SAO): If applicable.

GASB 87, par. 21
b. Variable payments that depend on an index or a rate (such as the Consumer Price Index or a market interest rate), initially measured using the index or rate as of the commencement of the lease term.

c. Variable payments that are fixed in substance  – for example, if the minimum payment is 5 cents per mile with a minimum of $200, then the minimum portion if fixed in substance, the purely variable portion is not counted even if estimable to a high degree of certainty).

d. Amounts that are reasonably certain of being required to be paid by the lessee under residual value guarantees.

e. The exercise price of a purchase option of it is reasonably certain that the lessee will exercise that option.

f. Payments for penalties for terminating the lease, if the lease term reflects the lessee exercising (1) an option to terminate the lease or (2) a fiscal funding cancellation clause.

e. Any lease incentives receivable from the lessor.

h. Any other payments that are reasonably certain of being required based on an assessment of all relevant factors.
						


Tecca, Brandon (SAO): Auditors are not required to follow up on trivial variances.  Variances may not be the result of error.  Auditors should not report errors unless 1) the cause of the variance is identified and 2) that reason has been determined to be in error.			Total Payment			Payment#			NPER of PV


Tecca, Brandon (SAO): This is the number of periods of interest to apply to a payment.

A payment due on day 1 of the lease has 0 periods of interest.  When the payment is due on day 1, the payment will be 100% applied to principal (i.e. interest will be $0).

A payment due at the end of the first month has 1  period (one month) of interest to recognize.			Fiscal Year Payment Made IN


Tecca, Brandon (SAO): Adjusts based on the selected audit type (year-end).

The "Lessee" tab doesn't have "payment made FOR" column because:

-For modified accrual – Debt service payments and interest are recognied when due (not accrued to the portion of the year they are for).

-For full accrual – Principal payments are never expenses, so only interest expense would be impacted, which should be accrued to the year it was incurred (this variance is expected to be minor).			Present Value


Tecca, Brandon (SAO): This is NOT the present value at the date of the payment.  This is the present value of the payment at the date of inception.
			


Tecca, Brandon (SAO): Capital assets are depreciated based on time in service (or use), as this workpaper is estimating depreciation based on the timing of payments, valid differences may exist.

If the recalculated variance is due to valid differences, the auditor should in most cases (based on risk) accept the variance as correct rather than adjust the workpaper to perfectly recalculate expected amounts.			


Tecca, Brandon (SAO): A variance is expected because full accrual statements should accrue interest payable, which is NOT factored into this workpaper.			


Tecca, Brandon (SAO): The debt service principal payment is the amount of the change in the lease payable.

Per GASB 1500.119, debt service on formal debt issues (such as bonds and leases) generally should be recognized as a governmental fund liability and expenditure when due (matured), with optional additional accrual under certain conditions (¶123).  — This means for modified accrual, debt service principal and interest are recognized based on the payment date (not generally accrued).			


Tecca, Brandon (SAO): When there are prepayments and other initial (paid) costs the capital outlay amount will be more than the other financing source (as the other financing source ties to the liability (i.e. the amount "financed").			


Tecca, Brandon (SAO): Simple monthly or daily interest is the annual rate /12 or /365. However, once compounded 12 or 365 times, it will equal more than the "annual rate".

If the client is calculating true rates (not simple) our workpaper will calculate a variance; this is not an error. In this scenario, auditors should use the simple rate and accept variances due to valid differences resulting from our calculation method.

Clients compounding daily may also be using the actual numbers of days in a month, whereas our calculations assume the average number of days.

The monthly or daily rate that compounds to the stated (true/effective) annual rate would be solved as follows:

(1+X)^(12 or 365) = (1 + Annual Rate)
This can be entered into WolframAlpha.com.

For monthly, the rate would be the amount of X.

For daily, the monthly rate would be ((1 + X)^(365/12))-1
			


Tecca, Brandon (SAO): The workpaper assumes each payment has one period of time (NPER = +1) between payments.  For quarterly, semi-annual, or annual payments, the NPER between payments would increase by 3, 6, or 12, respectively.

									Interest			Principal			Balance prior to payment			Balance after payment			Asset Straight-Line N/A						Year			Liability Beginning			Sum of Interest
Payments			Sum of Principal
Payments			Liability Ending			Asset Amortization (expense)			Asset Ending Value


						08/01/17			46,890.67						46,890.67			1			1			2017			46,696.10			29,774			17,116.60			7,145,777			7,128,661			39,699						2017			7,145,777			148,154			86,299			7,059,478			198,494			6,947,283


						09/01/17			46,890.67						46,890.67			2			2			2017			46,502.34			29,703			17,187.92			7,128,661			7,111,473			39,699						2018			7,059,478			348,101			214,587			6,844,891			476,385			6,470,898


						10/01/17			46,890.67						46,890.67			3			3			2017			46,309.39			29,631			17,259.53			7,111,473			7,094,213			39,699						2019			6,844,891			337,122			225,566			6,619,324			476,385			5,994,513


						11/01/17			46,890.67						46,890.67			4			4			2017			46,117.23			29,559			17,331.45			7,094,213			7,076,882			39,699						2020			6,619,324			325,287			265,504			6,353,820			476,385			5,518,128


						12/01/17			46,890.67						46,890.67			5			5			2017			45,925.87			29,487			17,403.66			7,076,882			7,059,478			39,699						2021			6,353,820			310,692			308,202			6,045,618			476,385			5,041,743


						01/01/18			46,890.67						46,890.67			6			6			2018			45,735.31			29,414			17,476.18			7,059,478			7,042,002			39,699						2022			6,045,618			294,600			355,223			5,690,395			476,385			4,565,358


						02/01/18			46,890.67						46,890.67			7			7			2018			45,545.54			29,342			17,549.00			7,042,002			7,024,453			39,699						2023			5,690,395			275,312			405,440			5,284,955			476,385			4,088,972


						03/01/18			46,890.67						46,890.67			8			8			2018			45,356.55			29,269			17,622.12			7,024,453			7,006,831			39,699						2024			5,284,955			254,212			460,609			4,824,346			476,385			3,612,587


						04/01/18			46,890.67						46,890.67			9			9			2018			45,168.35			29,195			17,695.54			7,006,831			6,989,135			39,699						2025			4,824,346			229,420			519,470			4,304,876			476,385			3,136,202


						05/01/18			46,890.67						46,890.67			10			10			2018			44,980.93			29,121			17,769.27			6,989,135			6,971,366			39,699						2026			4,304,876			202,843			546,047			3,758,829			476,385			2,659,817


						06/01/18			46,890.67						46,890.67			11			11			2018			44,794.29			29,047			17,843.31			6,971,366			6,953,523			39,699						2027			3,758,829			174,828			581,551			3,177,278			476,385			2,183,432


						07/01/18			46,890.67						46,890.67			12			12			2018			44,608.42			28,973			17,917.66			6,953,523			6,935,605			39,699						2028			3,177,278			144,805			619,063			2,558,215			476,385			1,707,047


						08/01/18			46,890.67						46,890.67			13			13			2018			44,423.32			28,898			17,992.32			6,935,605			6,917,613			39,699						2029			2,558,215			113,052			658,454			1,899,761			476,385			1,230,662


						09/01/18			46,890.67						46,890.67			14			14			2018			44,238.99			28,823			18,067.28			6,917,613			6,899,545			39,699						2030			1,899,761			79,090			700,056			1,199,705			476,385			754,276


						10/01/18			46,890.67						46,890.67			15			15			2018			44,055.43			28,748			18,142.56			6,899,545			6,881,403			39,699						2031			1,199,705			43,192			743,745			455,960			476,385			277,891


						11/01/18			46,890.67						46,890.67			16			16			2018			43,872.63			28,673			18,218.16			6,881,403			6,863,185			39,699						2032			455,960			7,631			455,960			- 0			277,891			0 0


						12/01/18			46,890.67						46,890.67			17			17			2018			43,690.58			28,597			18,294.07			6,863,185			6,844,891			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						01/01/19			46,890.67						46,890.67			18			18			2019			43,509.29			28,520			18,370.29			6,844,891			6,826,520			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						02/01/19			46,890.67						46,890.67			19			19			2019			43,328.76			28,444			18,446.84			6,826,520			6,808,073			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						03/01/19			46,890.67						46,890.67			20			20			2019			43,148.97			28,367			18,523.70			6,808,073			6,789,550			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						04/01/19			46,890.67						46,890.67			21			21			2019			42,969.93			28,290			18,600.88			6,789,550			6,770,949			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						05/01/19			46,890.67						46,890.67			22			22			2019			42,791.63			28,212			18,678.38			6,770,949			6,752,270			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						06/01/19			46,890.67						46,890.67			23			23			2019			42,614.07			28,134			18,756.21			6,752,270			6,733,514			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						07/01/19			46,890.67						46,890.67			24			24			2019			42,437.25			28,056			18,834.36			6,733,514			6,714,680			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						08/01/19			46,890.67						46,890.67			25			25			2019			42,261.16			27,978			18,912.84			6,714,680			6,695,767			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						09/01/19			46,890.67						46,890.67			26			26			2019			42,085.80			27,899			18,991.64			6,695,767			6,676,775			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						10/01/19			46,890.67						46,890.67			27			27			2019			41,911.17			27,820			19,070.77			6,676,775			6,657,705			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						11/01/19			46,890.67						46,890.67			28			28			2019			41,737.27			27,740			19,150.23			6,657,705			6,638,554			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						12/01/19			46,890.67						46,890.67			29			29			2019			41,564.08			27,661			19,230.03			6,638,554			6,619,324			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						01/01/20			46,890.67						46,890.67			30			30			2020			41,391.62			27,581			19,310.15			6,619,324			6,600,014			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						02/01/20			46,890.67						46,890.67			31			31			2020			41,219.87			27,500			19,390.61			6,600,014			6,580,624			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						03/01/20			46,890.67						46,890.67			32			32			2020			41,048.83			27,419			19,471.40			6,580,624			6,561,152			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						04/01/20			46,890.67						46,890.67			33			33			2020			40,878.51			27,338			19,552.54			6,561,152			6,541,600			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						05/01/20			46,890.67						46,890.67			34			34			2020			40,708.89			27,257			19,634.00			6,541,600			6,521,966			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						06/01/20			46,890.67						46,890.67			35			35			2020			40,539.97			27,175			19,715.81			6,521,966			6,502,250			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						07/01/20			51,574.50						51,574.50			36			36			2020			44,404.42			27,093			24,481.79			6,502,250			6,477,768			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						08/01/20			51,574.50						51,574.50			37			37			2020			44,220.17			26,991			24,583.80			6,477,768			6,453,184			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						09/01/20			51,574.50						51,574.50			38			38			2020			44,036.68			26,888			24,686.23			6,453,184			6,428,498			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						10/01/20			51,574.50						51,574.50			39			39			2020			43,853.96			26,785			24,789.09			6,428,498			6,403,709			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						11/01/20			51,574.50						51,574.50			40			40			2020			43,671.99			26,682			24,892.38			6,403,709			6,378,817			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						12/01/20			51,574.50						51,574.50			41			41			2020			43,490.78			26,578			24,996.10			6,378,817			6,353,820			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						01/01/21			51,574.50						51,574.50			42			42			2021			43,310.32			26,474			25,100.25			6,353,820			6,328,720			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						02/01/21			51,574.50						51,574.50			43			43			2021			43,130.61			26,370			25,204.83			6,328,720			6,303,515			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						03/01/21			51,574.50						51,574.50			44			44			2021			42,951.64			26,265			25,309.85			6,303,515			6,278,206			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						04/01/21			51,574.50						51,574.50			45			45			2021			42,773.42			26,159			25,415.31			6,278,206			6,252,790			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						05/01/21			51,574.50						51,574.50			46			46			2021			42,595.94			26,053			25,521.21			6,252,790			6,227,269			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						06/01/21			51,574.50						51,574.50			47			47			2021			42,419.19			25,947			25,627.55			6,227,269			6,201,641			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						07/01/21			51,574.50						51,574.50			48			48			2021			42,243.18			25,840			25,734.33			6,201,641			6,175,907			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						08/01/21			51,574.50						51,574.50			49			49			2021			42,067.90			25,733			25,841.55			6,175,907			6,150,066			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						09/01/21			51,574.50						51,574.50			50			50			2021			41,893.34			25,625			25,949.23			6,150,066			6,124,116			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						10/01/21			51,574.50						51,574.50			51			51			2021			41,719.51			25,517			26,057.35			6,124,116			6,098,059			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						11/01/21			51,574.50						51,574.50			52			52			2021			41,546.40			25,409			26,165.92			6,098,059			6,071,893			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						12/01/21			51,574.50						51,574.50			53			53			2021			41,374.01			25,300			26,274.95			6,071,893			6,045,618			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						01/01/22			51,574.50						51,574.50			54			54			2022			41,202.33			25,190			26,384.42			6,045,618			6,019,234			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						02/01/22			51,574.50						51,574.50			55			55			2022			41,031.37			25,080			26,494.36			6,019,234			5,992,739			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						03/01/22			51,574.50						51,574.50			56			56			2022			40,861.11			24,970			26,604.75			5,992,739			5,966,135			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						04/01/22			51,574.50						51,574.50			57			57			2022			40,691.56			24,859			26,715.61			5,966,135			5,939,419			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						05/01/22			51,574.50						51,574.50			58			58			2022			40,522.72			24,748			26,826.92			5,939,419			5,912,592			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						06/01/22			51,574.50						51,574.50			59			59			2022			40,354.57			24,636			26,938.70			5,912,592			5,885,653			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						07/01/22			56,729.33						56,729.33			60			60			2022			44,203.80			24,524			32,205.77			5,885,653			5,853,448			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						08/01/22			56,729.33						56,729.33			61			61			2022			44,020.38			24,389			32,339.96			5,853,448			5,821,108			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						09/01/22			56,729.33						56,729.33			62			62			2022			43,837.72			24,255			32,474.71			5,821,108			5,788,633			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						10/01/22			56,729.33						56,729.33			63			63			2022			43,655.83			24,119			32,610.03			5,788,633			5,756,023			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						11/01/22			56,729.33						56,729.33			64			64			2022			43,474.68			23,983			32,745.90			5,756,023			5,723,277			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						12/01/22			56,729.33						56,729.33			65			65			2022			43,294.29			23,847			32,882.34			5,723,277			5,690,395			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						01/01/23			56,729.33						56,729.33			66			66			2023			43,114.64			23,710			33,019.35			5,690,395			5,657,375			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						02/01/23			56,729.33						56,729.33			67			67			2023			42,935.74			23,572			33,156.93			5,657,375			5,624,218			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						03/01/23			56,729.33						56,729.33			68			68			2023			42,757.59			23,434			33,295.09			5,624,218			5,590,923			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						04/01/23			56,729.33						56,729.33			69			69			2023			42,580.17			23,296			33,433.82			5,590,923			5,557,489			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						05/01/23			56,729.33						56,729.33			70			70			2023			42,403.49			23,156			33,573.12			5,557,489			5,523,916			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						06/01/23			56,729.33						56,729.33			71			71			2023			42,227.54			23,016			33,713.01			5,523,916			5,490,203			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						07/01/23			56,729.33						56,729.33			72			72			2023			42,052.32			22,876			33,853.48			5,490,203			5,456,350			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						08/01/23			56,729.33						56,729.33			73			73			2023			41,877.83			22,735			33,994.54			5,456,350			5,422,355			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						09/01/23			56,729.33						56,729.33			74			74			2023			41,704.07			22,593			34,136.18			5,422,355			5,388,219			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						10/01/23			56,729.33						56,729.33			75			75			2023			41,531.02			22,451			34,278.42			5,388,219			5,353,941			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						11/01/23			56,729.33						56,729.33			76			76			2023			41,358.69			22,308			34,421.24			5,353,941			5,319,519			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						12/01/23			56,729.33						56,729.33			77			77			2023			41,187.08			22,165			34,564.67			5,319,519			5,284,955			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						01/01/24			56,729.33						56,729.33			78			78			2024			41,016.18			22,021			34,708.68			5,284,955			5,250,246			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						02/01/24			56,729.33						56,729.33			79			79			2024			40,845.99			21,876			34,853.30			5,250,246			5,215,393			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						03/01/24			56,729.33						56,729.33			80			80			2024			40,676.50			21,731			34,998.53			5,215,393			5,180,394			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						04/01/24			56,729.33						56,729.33			81			81			2024			40,507.72			21,585			35,144.35			5,180,394			5,145,250			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						05/01/24			56,729.33						56,729.33			82			82			2024			40,339.64			21,439			35,290.79			5,145,250			5,109,959			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						06/01/24			56,729.33						56,729.33			83			83			2024			40,172.25			21,292			35,437.83			5,109,959			5,074,521			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						07/01/24			62,407.50						62,407.50			84			84			2024			44,009.81			21,144			41,263.66			5,074,521			5,033,258			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						08/01/24			62,407.50						62,407.50			85			85			2024			43,827.20			20,972			41,435.59			5,033,258			4,991,822			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						09/01/24			62,407.50						62,407.50			86			86			2024			43,645.34			20,799			41,608.24			4,991,822			4,950,214			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						10/01/24			62,407.50						62,407.50			87			87			2024			43,464.24			20,626			41,781.61			4,950,214			4,908,432			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						11/01/24			62,407.50						62,407.50			88			88			2024			43,283.89			20,452			41,955.70			4,908,432			4,866,477			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						12/01/24			62,407.50						62,407.50			89			89			2024			43,104.29			20,277			42,130.51			4,866,477			4,824,346			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						01/01/25			62,407.50						62,407.50			90			90			2025			42,925.44			20,101			42,306.06			4,824,346			4,782,040			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						02/01/25			62,407.50						62,407.50			91			91			2025			42,747.32			19,925			42,482.33			4,782,040			4,739,558			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						03/01/25			62,407.50						62,407.50			92			92			2025			42,569.95			19,748			42,659.34			4,739,558			4,696,898			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						04/01/25			62,407.50						62,407.50			93			93			2025			42,393.31			19,570			42,837.09			4,696,898			4,654,061			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						05/01/25			62,407.50						62,407.50			94			94			2025			42,217.40			19,392			43,015.58			4,654,061			4,611,046			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						06/01/25			62,407.50						62,407.50			95			95			2025			42,042.23			19,213			43,194.81			4,611,046			4,567,851			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						07/01/25			62,407.50						62,407.50			96			96			2025			41,867.78			19,033			43,374.79			4,567,851			4,524,476			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						08/01/25			62,407.50						62,407.50			97			97			2025			41,694.05			18,852			43,555.52			4,524,476			4,480,921			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						09/01/25			62,407.50						62,407.50			98			98			2025			41,521.05			18,671			43,737.00			4,480,921			4,437,184			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						10/01/25			62,407.50						62,407.50			99			99			2025			41,348.76			18,488			43,919.24			4,437,184			4,393,264			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						11/01/25			62,407.50						62,407.50			100			100			2025			41,177.19			18,305			44,102.23			4,393,264			4,349,162			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						12/01/25			62,407.50						62,407.50			101			101			2025			41,006.33			18,122			44,285.99			4,349,162			4,304,876			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						01/01/26			62,407.50						62,407.50			102			102			2026			40,836.18			17,937			44,470.52			4,304,876			4,260,406			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						02/01/26			62,407.50						62,407.50			103			103			2026			40,666.73			17,752			44,655.81			4,260,406			4,215,750			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						03/01/26			62,407.50						62,407.50			104			104			2026			40,497.99			17,566			44,841.88			4,215,750			4,170,908			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						04/01/26			62,407.50						62,407.50			105			105			2026			40,329.95			17,379			45,028.72			4,170,908			4,125,879			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						05/01/26			62,407.50						62,407.50			106			106			2026			40,162.61			17,191			45,216.34			4,125,879			4,080,663			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						06/01/26			62,407.50						62,407.50			107			107			2026			39,995.96			17,003			45,404.74			4,080,663			4,035,258			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						07/01/26			62,407.50						62,407.50			108			108			2026			39,830.00			16,814			45,593.92			4,035,258			3,989,664			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						08/01/26			62,407.50						62,407.50			109			109			2026			39,664.73			16,624			45,783.90			3,989,664			3,943,880			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						09/01/26			62,407.50						62,407.50			110			110			2026			39,500.15			16,433			45,974.67			3,943,880			3,897,906			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						10/01/26			62,407.50						62,407.50			111			111			2026			39,336.24			16,241			46,166.23			3,897,906			3,851,739			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						11/01/26			62,407.50						62,407.50			112			112			2026			39,173.02			16,049			46,358.59			3,851,739			3,805,381			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						12/01/26			62,407.50						62,407.50			113			113			2026			39,010.48			15,856			46,551.75			3,805,381			3,758,829			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						01/01/27			62,407.50						62,407.50			114			114			2027			38,848.61			15,662			46,745.71			3,758,829			3,712,083			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						02/01/27			62,407.50						62,407.50			115			115			2027			38,687.41			15,467			46,940.49			3,712,083			3,665,143			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						03/01/27			62,407.50						62,407.50			116			116			2027			38,526.88			15,271			47,136.07			3,665,143			3,618,007			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						04/01/27			62,407.50						62,407.50			117			117			2027			38,367.02			15,075			47,332.47			3,618,007			3,570,674			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						05/01/27			62,407.50						62,407.50			118			118			2027			38,207.82			14,878			47,529.69			3,570,674			3,523,145			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						06/01/27			62,407.50						62,407.50			119			119			2027			38,049.28			14,680			47,727.73			3,523,145			3,475,417			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						07/01/27			63,655.65						63,655.65			120			120			2027			38,649.23			14,481			49,174.75			3,475,417			3,426,242			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						08/01/27			63,655.65						63,655.65			121			121			2027			38,488.86			14,276			49,379.64			3,426,242			3,376,862			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						09/01/27			63,655.65						63,655.65			122			122			2027			38,329.16			14,070			49,585.39			3,376,862			3,327,277			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						10/01/27			63,655.65						63,655.65			123			123			2027			38,170.11			13,864			49,792.00			3,327,277			3,277,485			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						11/01/27			63,655.65						63,655.65			124			124			2027			38,011.73			13,656			49,999.46			3,277,485			3,227,486			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						12/01/27			63,655.65						63,655.65			125			125			2027			37,854.01			13,448			50,207.79			3,227,486			3,177,278			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						01/01/28			63,655.65						63,655.65			126			126			2028			37,696.94			13,239			50,416.99			3,177,278			3,126,861			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						02/01/28			63,655.65						63,655.65			127			127			2028			37,540.52			13,029			50,627.06			3,126,861			3,076,234			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						03/01/28			63,655.65						63,655.65			128			128			2028			37,384.75			12,818			50,838.01			3,076,234			3,025,396			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						04/01/28			63,655.65						63,655.65			129			129			2028			37,229.62			12,606			51,049.83			3,025,396			2,974,346			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						05/01/28			63,655.65						63,655.65			130			130			2028			37,075.14			12,393			51,262.54			2,974,346			2,923,083			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						06/01/28			63,655.65						63,655.65			131			131			2028			36,921.31			12,180			51,476.14			2,923,083			2,871,607			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						07/01/28			63,655.65						63,655.65			132			132			2028			36,768.10			11,965			51,690.62			2,871,607			2,819,917			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						08/01/28			63,655.65						63,655.65			133			133			2028			36,615.54			11,750			51,906.00			2,819,917			2,768,011			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						09/01/28			63,655.65						63,655.65			134			134			2028			36,463.61			11,533			52,122.27			2,768,011			2,715,888			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						10/01/28			63,655.65						63,655.65			135			135			2028			36,312.31			11,316			52,339.45			2,715,888			2,663,549			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						11/01/28			63,655.65						63,655.65			136			136			2028			36,161.63			11,098			52,557.53			2,663,549			2,610,991			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						12/01/28			63,655.65						63,655.65			137			137			2028			36,011.59			10,879			52,776.52			2,610,991			2,558,215			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						01/01/29			63,655.65						63,655.65			138			138			2029			35,862.16			10,659			52,996.42			2,558,215			2,505,218			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						02/01/29			63,655.65						63,655.65			139			139			2029			35,713.35			10,438			53,217.24			2,505,218			2,452,001			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						03/01/29			63,655.65						63,655.65			140			140			2029			35,565.17			10,217			53,438.98			2,452,001			2,398,562			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						04/01/29			63,655.65						63,655.65			141			141			2029			35,417.59			9,994			53,661.64			2,398,562			2,344,901			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						05/01/29			63,655.65						63,655.65			142			142			2029			35,270.63			9,770			53,885.23			2,344,901			2,291,015			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						06/01/29			63,655.65						63,655.65			143			143			2029			35,124.28			9,546			54,109.75			2,291,015			2,236,906			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						07/01/29			64,928.76						64,928.76			144			144			2029			35,678.11			9,320			55,608.32			2,236,906			2,181,297			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						08/01/29			64,928.76						64,928.76			145			145			2029			35,530.07			9,089			55,840.02			2,181,297			2,125,457			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						09/01/29			64,928.76						64,928.76			146			146			2029			35,382.64			8,856			56,072.69			2,125,457			2,069,385			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						10/01/29			64,928.76						64,928.76			147			147			2029			35,235.82			8,622			56,306.32			2,069,385			2,013,078			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						11/01/29			64,928.76						64,928.76			148			148			2029			35,089.61			8,388			56,540.93			2,013,078			1,956,537			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						12/01/29			64,928.76						64,928.76			149			149			2029			34,944.01			8,152			56,776.52			1,956,537			1,899,761			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						01/01/30			64,928.76						64,928.76			150			150			2030			34,799.02			7,916			57,013.09			1,899,761			1,842,748			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						02/01/30			64,928.76						64,928.76			151			151			2030			34,654.62			7,678			57,250.64			1,842,748			1,785,497			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						03/01/30			64,928.76						64,928.76			152			152			2030			34,510.83			7,440			57,489.19			1,785,497			1,728,008			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						04/01/30			64,928.76						64,928.76			153			153			2030			34,367.63			7,200			57,728.73			1,728,008			1,670,279			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						05/01/30			64,928.76						64,928.76			154			154			2030			34,225.03			6,960			57,969.26			1,670,279			1,612,310			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						06/01/30			64,928.76						64,928.76			155			155			2030			34,083.01			6,718			58,210.80			1,612,310			1,554,099			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						07/01/30			64,928.76						64,928.76			156			156			2030			33,941.59			6,475			58,453.35			1,554,099			1,495,646			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						08/01/30			64,928.76						64,928.76			157			157			2030			33,800.75			6,232			58,696.90			1,495,646			1,436,949			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						09/01/30			64,928.76						64,928.76			158			158			2030			33,660.50			5,987			58,941.47			1,436,949			1,378,007			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						10/01/30			64,928.76						64,928.76			159			159			2030			33,520.83			5,742			59,187.06			1,378,007			1,318,820			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						11/01/30			64,928.76						64,928.76			160			160			2030			33,381.74			5,495			59,433.68			1,318,820			1,259,387			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						12/01/30			64,928.76						64,928.76			161			161			2030			33,243.23			5,247			59,681.32			1,259,387			1,199,705			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						01/01/31			64,928.76						64,928.76			162			162			2031			33,105.29			4,999			59,929.99			1,199,705			1,139,775			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						02/01/31			64,928.76						64,928.76			163			163			2031			32,967.92			4,749			60,179.70			1,139,775			1,079,596			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						03/01/31			64,928.76						64,928.76			164			164			2031			32,831.13			4,498			60,430.45			1,079,596			1,019,165			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						04/01/31			64,928.76						64,928.76			165			165			2031			32,694.90			4,247			60,682.24			1,019,165			958,483			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						05/01/31			64,928.76						64,928.76			166			166			2031			32,559.23			3,994			60,935.08			958,483			897,548			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						06/01/31			64,928.76						64,928.76			167			167			2031			32,424.13			3,740			61,188.98			897,548			836,359			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						07/01/31			66,227.34						66,227.34			168			168			2031			32,935.39			3,485			62,742.51			836,359			773,616			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						08/01/31			66,227.34						66,227.34			169			169			2031			32,798.72			3,223			63,003.94			773,616			710,612			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						09/01/31			66,227.34						66,227.34			170			170			2031			32,662.63			2,961			63,266.46			710,612			647,346			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						10/01/31			66,227.34						66,227.34			171			171			2031			32,527.10			2,697			63,530.07			647,346			583,816			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						11/01/31			66,227.34						66,227.34			172			172			2031			32,392.13			2,433			63,794.77			583,816			520,021			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						12/01/31			66,227.34						66,227.34			173			173			2031			32,257.73			2,167			64,060.59			520,021			455,960			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						01/01/32			66,227.34						66,227.34			174			174			2032			32,123.88			1,900			64,327.50			455,960			391,633			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						02/01/32			66,227.34						66,227.34			175			175			2032			31,990.58			1,632			64,595.54			391,633			327,037			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						03/01/32			66,227.34						66,227.34			176			176			2032			31,857.84			1,363			64,864.68			327,037			262,173			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						04/01/32			66,227.34						66,227.34			177			177			2032			31,725.65			1,092			65,134.95			262,173			197,038			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						05/01/32			66,227.34						66,227.34			178			178			2032			31,594.01			821			65,406.35			197,038			131,631			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						06/01/32			66,227.34						66,227.34			179			179			2032			31,462.91			548			65,678.88			131,631			65,953			39,699									- 0			- 0			- 0			0 0			- 0			0 0


						07/01/32			66,227.34						66,227.34			180			180			2032			31,332.36			275			65,952.54			65,953			0			39,699									- 0			- 0			- 0			0 0			- 0			0 0
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GASB 87 Testing Strategy — Leases

GASB Statement No. 87 is effective for fiscal years ending on or after June 15%, 2022. As the original
statement is amended, and for the extensive number of implementation guide questions, the most reliable
source of accounting guidance is found in the GASB Codification — L20 Leases.

This statement replaces previous lease guidance, eliminating the concept of capital and operating leases.
A foundational principal of this statement is that a lease is a financing for the right to use an underlying
asset. Activity that formerly only had an operating statement effect, may now result in long-term assets,
liabilities, and deferred inflows.

Determining if contracts will be subject to GASB 87 reporting will be based on an analysis of the contract
terms (the substance) and not dependent on the contracts vocabulary (the form). Contracts which use the
term /ease may not be subject to GASB 87, while others that do not use that term (especially for embedded
leases), may be applicable.

Auditors evaluating or testing this area should consider the following training:
SAO Training System = Self-Study = Accounting/Auditing
o GASB 87 — Leases GAAP Basis (2021)
o GASB 87, 94 & 96 (2020)

The auditor should be alert to the following potential circumstances not addressed in the testing strategy:
e Contracts with multiple components e Sale-leaseback transactions (82-86)
(163-68) Lease-leaseback transactions (87)
e Contract combinations (69-71) Intra-entity leases (188-89)
e |ease modifications and terminations Leases between related parties (§90-91)

(171-79) Lease remeasurement
e Subleases (480-81)

NOTE: When using the "GASB 87 Lease Calculation Tool” valid variances may exist — when variances are
due to valid differences, the auditor should in most cases (based on risk) accept the variance as correct
(with explanation) rather than adjust the workpaper to perfectly recalculate expected or reported amounts.
For incorrectly non-reported leases, the error should be estimated as the sum of all remaining payments —
this is a conservatively high estimate, qualitatively the auditor should recognize that future payments
discounted to the present would be less.

Contact Brandon Tecca for assistance, or if you have any questions on these procedures.

Key Definitions and Terms:

e Lease — A contract that conveys control of the right to use another entity’s nonfinancial asset (the
underlying asset) as specified in the contract for a period of time in an exchange or exchange-like
transaction.

e Control criteria — (1) The right to obtain (use) the present service capacity from use of the
underlying asset and (2) the right to determine the nature and manner of it use.

o A lease contract may specify the allowable use of the underlying asset (such as office space
for a job training program or sidewalk space for a food cart).
= The right to "office space” is distinct from the right to "office training space”. The
right to determine the nature and manner of use may still be granted within a
specified allowable use.




https://www.gasb.org/page/ShowDocument?path=GASBS87.pdf&acceptedDisclaimer=true&title=GASB+Statement+No.+87%2C+Leases&Submit=
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o The right does not have to be uninterrupted (i.e. a lease may be for 3 days per week).
o The right is considered distinct from the underlying asset itself, meaning that the asset
itself may be replaced/substituted with essentially identical assets (such as equjpment).

Lease term — The period during which a lessee has a non-cancelable right to use an underlying
asset, plus periods covered by a lessee’s or lessor’s option to extend the lease (if reasonably certain
the option will be exercised) and periods covered by the lessee’s or lessor’s option to terminate the
lease (if reasonably certain the option will not be exercised). Periods for which both the lessee
and the lessor have an option to terminate the lease without permission from the other party, or
if both parties have to agree to extend, are excluded from the lease term.
o The lease term is a question of probability. An applicable lease may be determined to have
a nine month lease term because the periods to extend were evaluated as being "not
reasonably certain” of being exercised. A lease term of less than 12 months is not
automatically a short-term lease (defined below).

Reasonably certain — GASB determined the probability threshold of more likely than not and
probable was too low, and that virtually certain was too high. As more than probable, this is
considered to be a high degree of probability (such as ~90%+).
o Determining this probability will be a matter of professional judgment and should include
all relevant factors, for example.: economic incentives, market conditions, contract terms,
asset-based considerations, and government specific factors.

Incremental borrowing rate — The rate of interest that a borrower would have to pay to finance
an asset of that same type, over a similar term, in the current economic environment, and of a
similar value as the right-of-use intangible (lease) asset.
o This is the borrowing rate at the margin for new debt, and not necessarily the rate of other
previously negotiated debt (which may have a dissimilar borrowing profile).

Variable payments which are fixed in substance — These are variable payments which have
a set minimum component (which is regardless of any use or future performance) (45).
o  Purely variable amounts are excluded even when the entity can reasonably estimate what
this amount will be (Q 4.28). However, fixed payments included in the contract which are
not part of the assets value (such as for janitorial services) are not included (Q 4.60).

Activity exempt from the scope of GASB 87:

Short-term leases — Leases that have at the commencement of the lease, a maximum possible
term of 12 months or less, including any options to extend, regardless of their probability of being
exercised (such as month-to-month leases). The lease payments will simply be recognized as
revenue by the lessor and expenses by the lessee.

o The short-term lease determination is not a question of probability. All future options to
extend are counted, regardless of probability. Exercised options grant the non-cancelable
right to extend the contract for a stated period of time. While month-to-month leases may
persist for years, since those future periods are cancelable by either party, they are not
counted towards the lease term.

Contracts that transfers ownership (formerly classified as a capital lease) — A contract that transfers
ownership of the underlying asset to the lessee by the end of the contract and does not contain
termination options should be reported as a financed purchase by the lessee or a sale by the lessor.

o A purchase option which is reasonably certain of being exercised is still reported as a lease.

Intangible assets — Such as mineral rights, patents, or copyrights. Leases of IT hardware is covered
by GASB 87, but software leases are not and would be considered an intangible asset.

Biological assets — Such as timber, living plants, living animals. Land leased for farming or hunting







is not exempt; the land is the underlying asset.
Leases of inventory

Service concession arrangements which are covered by GASB 60; subscription-based information
technology arrangements (SBITA) covered by GASB 96; public-private and public-public
partnerships covered by GASB 94

Assets financed with outstanding conduit debt — Unless both the asset and conduit debt are
reported by the lessor

Supply contracts — Such as power purchase agreements

Certain regulated leases (as the lessor) — Such as aviation leases between airports and air carriers
(when the lease terms are regulated by the FAA, see §42.43). Certain disclosure requirements
still apply.

Nonexchange transactions covered by GASB 33 — Such as leasing property for 1$

Leases of assets that are classified as investments — If the underlying asset meets the requirement
in GASB 72 to be reported as an investment measured at fair value (disclosure requirements
in paragraph 57 (d only) still apply).

Step 1: Gain Understanding of Internal Controls

If lease balances are identified as material, then gain an understanding of internal controls over lease
reporting in the permanent file folder.

Expected key controls for all assertions are as follows:

Assigned staff have performed the research or taken training as needed to gain a sufficient
understanding to implement GASB 87.

The entity has performed the appropriate steps to identify all applicable leases (completeness).

o Governments may have a significant number of leases administered decentrally across
the organization. Non-finance departments in particular may need training on identifying
their leases (as defined by GASB 87).

o Components of a larger contract may also meet the definition of a lease (an embedded
lease); these leases may not be readily identifiable as these contracts may include primarily
non-lease activity.

The entity has a process for determining an appropriate discount rate.

o Allowable methods for lessor:
= The rate the lessor charges the lessee (which may be the rate implicit in the lease)
®  [eases may contain a stated and reasonable interest rate
»  Or by imputation of interest as described in in 9173187 of Statement 62
= The estimated lessee’s incremental borrowing rate
»  Jfit is not practicable (reasonably possible) to use the above methods, the lessors
own incremental borrowing rate may be used.

o Allowable methods for lessee:
= The rate the lessor charges the lessee (which may be the rate implicit in the lease)
»  [eases may contain a stated and reasonable interest rate
®  Or by imputation of interest as described in in 173—-187 of Statement 62
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»  Jfthe interest rate cannot be readily determined by the lessee, the lessee’s own
estimated incremental borrowing rate may be used.

In practice, most governments will start with a bank prime rate or a Treasury bill rate
(with similar length). Using the LGIP rate would be unreasonable because it is not a
borrowing or financing rate.

e Entity has documented leases and relevant attributes and calculations in accounting software,
spreadsheets or other centrally maintained and standard documentation.

e For lessees — the entity has determined an appropriate capitalization threshold for intangible
lease assets or for expensing lease liabilities which are not significant either individually or in the
aggregate.

o See question 7.4.1 and 7.9.8 the Comprehensive Implementation Guide.

Step 2: Evaluate the Completeness and Existence of Lease Activity \

e Obtain the population of lease contracts the government has determined were subject to GASB 87.

o Evaluate whether this list appears complete based on our understanding of the entity and
operations.

= Based on risk, the auditor may consider scanning vendor payments or revenue
accounts (such as in charges for goods and services) to identify potential lease
activity.

Embedded leases may exist in primarily non-lease contracts.

= Scan leases identified by the entity to determine if any of the contracts appear to
be excluded from GASB 87.

e Inquire about contracts which the entity has determined are excluded from the scope of GASB 87.

This includes short-term leases, leases the government have determined fall below a lease
capitalization threshold, and all other items noted in exceptions/exclusions above.

o Based on risk, consider selecting a sample of contracts to determine if they were
appropriately excluded.

In particular, the entity may not have correctly applied the short-term lease, regulated
lease, or intangible-asset exclusions.

| STEP 3(a): Test LESSOR Accounting (if applicable) \

Based on the materially of lessor operations and composition of selected material balances, determine an
appropriate selection of lessor contracts to test. The auditor will need to obtain the contracts to verify the
terms and payment schedules are accurate. The accounting is the same for both full and modified accrual.

Auditors may use the [GASB 87 Calculation Tool] to assist in recalculating the figures. See the appendix
for additional guidance. Alternatively, auditors could document tests by tick-marking client worksheets.
The auditor should consider performing a judgmental sample (e.g. one lease from each group or major
type, plus any that are individually significant or appear high risk).

Perform the following tests for selected contracts:
e Determine if the lease term is correctly identified (see definitions).

e Determined the discount rate is reasonable (see step 2).
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e Recalculate the lease receivable (or review the entities calculations).

A lessor initially should measure the lease receivable at the present value of lease payments
expected to be received during the lease term, reduced by any provision for estimated uncollectible
amounts. Measurement of the lease receivable should include the following, if required by a lease:
o Fixed payments
o Variable payments that depend on an index or a rate (such as the Consumer Price Index or
a market interest rate), initially measured using the index or rate as of the commencement
of the lease term)
o \Variable payments that are fixed in substance (as discussed in 945)
o Residual value guarantee payments that are fixed in substance (as discussed in 946)
o Any lease incentives (as discussed in § 61 and 62) payable to the lessee.

e The reported lease receivable should be reduced by any provision for estimated uncollectible
accounts (944).

Not all governments are expected to have a history of uncollectible lease receivables.

e Recalculate the deferred inflow of resources (or review the entities calculations).

A lessor initially should measure the deferred inflow of resources as follows:

o The amount of the initial measurement of the lease receivable.

o Lease payments received from the lessee at or before the commencement of the lease
term that relate to future periods (for example, the final month’s rent), less any lease
incentives (as discussed in 961 and 62) paid to, or on behalf of, the lessee at or before the
commencement of the lease term.

A lessor subsequently should recognize the deferred inflow of resources in a systematic
and rational manner over the lease term (920).
e Recalculate the lease revenue (or review the entities calculations).

Each period, deferred inflow is reduced and recognized as revenue. Governments may recognize
revenue as the amount of the principal payments (the interest method) or use straight-line.

e Recalculate the lease interest revenue (or review the entities calculations).

The recognized interest for each payment should be based on the current value of the receivable
(the interest method) and may not be straight-line.

For proprietary funds, lease interest is always expected to be reported as nonoperating.

| Step 3(b): Test LESSEE Accounting (if applicable) |

Based on the materially of lessee activity and composition of selected material balances, determine an
appropriate selection of lessee contracts to test. The auditor will need to obtain the contracts to verify the
terms and payment schedules are accurate. These procedures make distinctions between the accounting
in full vs. modified accrual (where applicable).

Auditors may use the [GASB 87 Calculation Tool] to assist in recalculating the figures. See the appendix
for additional guidance. Alternatively, auditors could document tests by tick-marking client worksheets.

Perform the following tests for selected contracts:

e Determine if the lease term is correctly identified (see definitions).







Determined if the discount rate is reasonable (see step 2).

Recalculate the lease liability (or review the entities calculations).

A lessee initially should measure the lease liability at the present value of payments expected to
be made during the lease term. Measurement of the lease liability should include the following, if
required by a lease:
o Fixed payments
o Variable payments that depend on an index or a rate (such as the Consumer Price Index or
a market interstate), initially measured using the index or rate as of the commencement
of the lease term
o Variable payments that are fixed in substance (as discussed in 922)
o Amounts that are reasonably certain of being required to be paid by the lessee under
residual value guarantees
o The exercise price of a purchase option if it is reasonably certain that the lessee will
exercise that option
o Payments for penalties for terminating the lease, if the lease term reflects the lessee
exercising (1) an option to terminate the lease or (2) a fiscal funding or cancellation clause
o Any lease incentives (as discussed in §61 and 62) receivable from the lessor
o Any other payments that are reasonably certain of being required based on an assessment
of all relevant factors.

Under modified accrual, at inception, the entity should recognize an “other finance source" (for
the “issuance of new debt”) and a capital outlay expenditure (both in the amount of the long-term
debt).

Under modified accrual, similar to other long-term debt, this liability will not be reported.

Recalculate the intangible right-to-use lease asset (or review the entities calculations).
A lessee initially should measure the lease asset as the sum of the following:

o The amount of the initial measurement of the lease liability (see §21)

o Lease payments made to the lessor at or before the commencement of the lease term,
less any lease incentives (as discussed in §61 and 62) received from the lessor at or before
the commencement of the lease term

o Initial direct costs that are ancillary charges necessary to place the lease asset into service.

The lease asset should be amortized in a systematic and rationale manner (straight-line is
allowed) over the shorter of the lease term or the useful life of the underlying asset.

o If the asset contains a purchase option that the lessee has determined is reasonably
certain of being exercised, the lease asset should be amortized over the useful life of the
underlying asset. If in this circumstance the underlying asset is non-depreciable, such as
land, the lease asset should not be amortized.

Under modified accrual, similar to other capital assets, this asset will not be reported.

Recalculate the interest expense (or review the entities calculations).

The difference between the sum of all the payments (as determined by the lease term) and the
value of the liability at inception should be recognized over the lease term. The recognized interest
for each payment should be based on the current value of the payable (the interest method) and
may not be straight-line.







Under modified accrual, this will be classified as “debt service — interest”.

Differences are likely to exist between full accrual interest expense and modified accrual (which
generally recognizes the expense when due).

For government-wide statements and proprietary funds, the payment of debt principal is not an expense,
this calculation will still be a component of determining the FYE ending lease liability.

For modified accrual:

e Recalculate the debt service principal expenditure (or review the entities calculations)

For each payment, the debt service principal will be the total of the payment less the amount
recognized as interest. If the lease interest calculation is greater than the payment (this should be
rare) then an interest payable should be recognized. All payments should be applied to
Interest/interest payable prior to recognizing any principal payment.

The lease liability should be reduced by the amount of the calculated debt service principal.

e If the year of lease inception (not the year of implementation), recalculate the other financing
source and capital outlay (or review the entities calculations)

The capital outlay should tie to the amount of the asset while the other financing source should
tie to the amount of the lease payable (these two amounts may be different).

\ Step 4(a): Review LESSOR Note disclosures (if applicable)

As described in the Note Disclosures step in TeamMate, determine whether lessor disclosures are complete,
accurate, properly classified, valued, understandable, and in accordance with GAAP by:

e Footing and cross-footing notes and tracing key figures reported to the financials, underlying
accounting records, and other sources, as applicable.

e Checking that all required disclosures were made and reading them to determine whether they are
accurate and in accordance with GAAP.

The BARS manual has not yet be updated for GASB 87 and should not be used by entities that have
early-implemented. A summary of required disclosures for lessors (which may be grouped and would not
include short-term leases) is as follows:.

Note Disclosures (Yes/No/NA) Notes
A general description of its leasing arrangements, including the
basis, terms, and conditions on which any variable payments not
included in the measurement of the lease receivable are
determined

The total amount of inflows of resources (for example, lease
revenue, interest revenue, and any other lease-related inflows)
recognized in the reporting period from leases, if that amount
cannot be determined based on the amounts displayed on the face
of the financial statements








The amount of inflows of resources recognized in the reporting
period for variable and other payments not previously included in
the measurement of the lease receivable, including inflows of
resources related to residual value guarantees and termination
penalties

The existence, terms, and conditions of options by the lessee to
terminate the lease or abate payments if the lessor government
has issued debt for which the principal and interest payments are
secured by the lease payments.

A lessor also should provide relevant disclosures for the following
transactions, if applicable:

o Leases of assets that are investments (see paragraph 41)

Certain regulated leases (see paragraph 60)

Sublease transactions (see paragraph 81)

Sale-leaseback transactions (see paragraph 85)

O[O |O |O

Lease-leaseback transactions (see paragraph 87).

In addition to the disclosures in paragraphs 57 and 58, if a lessor’s
principal ongoing operations consist of leasing assets to other
entities, the government should disclose a schedule of future
payments that are included in the measurement of the lease
receivable, showing principal and interest separately, for each of
the five subsequent fiscal years and in five-year increments
thereafter.

A lessor with one or more regulated leases, as described in
paragraphs 42 and 43, should disclose the following about those
lease activities (which may be grouped for purposes of disclosure),
other than short-term leases:

o A general description of its agreements

o The extent to which capital assets are subject to preferential
or exclusive use by counterparties under agreements, by major
class of assets and by major counterparty

o The total amount of inflows of resources (for example, lease
revenue, interest revenue, and any other lease-related inflows)
recognized in the reporting period from these agreements, if that
amount cannot be determined based on the amounts displayed
on the face of the financial statements

o A schedule of expected future minimum payments under these
agreements for each of the subsequent five years and in five-year
increments thereafter

o The amount of inflows of resources recognized in the reporting
period for variable payments not included in expected future
minimum payments

o The existence, terms, and conditions of options by the lessee
to terminate the lease or abate lease payments if the lessor
government has issued debt for which the principal and interest
payments are secured by the lease payments.








\ Step 4(b): Review LESSEE Note disclosures (if applicable)

As described in the Note Disclosures step in TeamMate, determine whether lessor disclosures are complete,
accurate, properly classified, valued, understandable, and in accordance with GAAP by:

e Footing and cross-footing notes and tracing key figures reported to the financials, underlying
accounting records, and other sources, as applicable.

e Checking that all required disclosures were made and reading them to determine whether they are
accurate and in accordance with GAAP.

The BARS manual has not yet be updated for GASB 87 and should not be used by entities that have
early-implemented. A summary of required disclosures for lessors (which may be grouped and would not
include short-term leases) is as follows:

Note Disclosures (Yes/No/NA) Notes \

A general description of its leasing arrangements, including (1)
the basis, terms, and conditions on which variable payments not
included in the measurement of the lease liability are determined
and (2) the existence, terms, and conditions of residual value
guarantees provided by the lessee not included in the
measurement of the lease liability

The total amount of lease assets, and the related accumulated
amortization, disclosed separately from other capital assets

The amount of lease assets by major classes of underlying assets,
disclosed separately from other capital assets

The amount of outflows of resources recognized in the reporting
period for variable payments not previously included in the
measurement of the lease liability

The amount of outflows of resources recognized in the reporting
period for other payments, such as residual value guarantees or
termination penalties, not previously included in the measurement
of the lease liability

Principal and interest requirements to maturity, presented
separately, for the lease liability for each of the five subsequent
fiscal years and in five-year increments thereafter

Commitments under leases before the commencement of the
lease term

The components of any loss associated with an impairment (the
impairment loss and any related change in the lease liability, as
discussed in 34).

0 Sublease transactions (see §81)

0 Sale-leaseback transactions (see §85)

0 Lease-leaseback transactions (see 987).

A lessee is not required to disclose collateral pledged as a security
for a lease (under 9113 of Statement 62) if that collateral is solely
the asset underlying the lease.








Appendix — Journal Entries

Inception of lease:

Assets Liabilities Deferred Inflows

Lessee Intangible “right to use” Lease Lease Liability — initially measured

Asset — measured as the sum of at the present value of payments

the initial measurement of the expected to be made during the

lease liability, plus any initial direct | lease term, including fixed

costs and lease payments made payments, variable payments

prior to the start of the lease, less | based on an index, reasonably

any lease incentives. certain residual guarantees, etc.
Lessor Lease Receivable — initially Deferred Inflow — measured

measured at the present value of
lease payments expected to be
received during the lease term.

as the sum of the initial
measurement of the lease
receivable, plus any lease
payments received prior to
the start of the lease, less
any lease incentives.

The lessor continues to report the leased capital asset.

Subsequent activity:

Assets Liabilities Deferred Inflows
Lessee Lease Asset — amortize over Lease Liability — reduce by
shorter of useful life or lease term. | principal portion of lease
payments (recognize interest
expense portion of payments as a
non-operating expense).
Lessor Lease Receivable — reduce by Deferred Inflow — recognize

principal portion of lease
payments (recognize interest
income portion of payments as a
non-operating revenue).

revenue over the lease term
in a systematic and rational
manner.

Lessor continues to depreciate the leased asset over its useful life (unless it has an indefinite useful life or is required
to be returned in its original or enhanced condition).

Governmental-type funds, Lessee only (see 410, 35, 36, 56, B53)

Inception of lease

Capital Outlay - measured
at the present value of
payments expected to be
made during the lease
term, including fixed
payments, variable
payments based on an
index, reasonably certain
residual guarantees, etc.

Other Financing Sources —
Issuance of Debt -
measured at the present
value of payments
expected to be made
during the lease term,
including fixed payments,
variable payments based
on an index, reasonably
certain residual
guarantees, etc.

Subsequent payments

Debt Service Principal
Debt Service Interest
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LOCATION IN TEAMMATE STORE:

Cabinet: Financial Statements
Folder: School F196 Statements
Sub-Folder: Review Presentation & Disclosure
Step Name: Implementation of Accounting Changes 2022

PURPOSE/CONCLUSION TAB:

Purpose:
To determine if relevant accounting changes have been properly implemented for FY22 statements.

Conclusion:
The district implemented the following significant accounting changes for FY22:

e Lease Reporting

We determined these accounting changes were properly implemented. [or note exceptions]

TESTING STRATEGY TAB:

Prior to working on this step, auditors should obtain an appropriate understanding of lease
reporting for school districts, such as by:
e Reading key sections of the SDAM:

e Accounting Guidelines — Debt and Leases, Chapter 3, pages 34-53

e Journal Entries for Leases, Chapter 7, pages 4549

e Auditors could also take the GASB 87 Leases — GAAP Basis training as an introduction to leases. The
accounting is the same for modified accrual (however, the full accrual portions would not apply).

New accounting guidance in the School District Accounting Manual (SDAM) and changes to the
Administrative Budgeting and Financial Reporting (ABFR) guidance (for note templates) are either
factored into existing steps, or when significant, addressed here for implementation testing.

Auditors are required to perform the following procedures to evaluate the implementation of new
accounting requirements:

e Review relevant results of central data analysis to factor into testing.

NOTE: When using the "GASB 87 Lease Calculation Tool” valid variances may exist — when variances
are due to valid differences, the auditor should in most cases (based on risk) accept the variance as
correct (with explanation) rather than adjust the workpaper to perfectly recalculate expected or
reported amounts. For incorrectly non-reported leases, the error should be estimated as the sum of all
remaining payments — this is a conservatively high estimate, qualitatively the auditor should recognize
that future payments discounted to the present would be /ess.

STEP 1: Identification of relevant nhew accounting requirements — FY 2022

We have centrally identified and evaluated the impacts of SDAM and ABFR changes; these changes
requiring an audit response have been centrally determined — no additional identification procedures are
expected for this step.
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As discussed in the accounting/quidance tab, not all accounting changes are relevant to the audit.

During the Risk Assessment Inquiry step, the auditor should be inquiring with key personnel
regarding implementation of new accounting standards to confirm expectations and help assess risk
and significance. Auditors should also be alert during the course of the audit for further information
regarding the applicability and significance of new requirements. Contact Ryan Montgomery and
Brandon Tecca if other accounting changes are identified as risks, while not expected,
unusual circumstances could make other changes uniquely significant.

The accounting bulletins frequently create and modify accounting codes (which may be identified
when performing financial trends in planning); these changes are not typically expected to result in
the identification of a relevant audit risk.

STEP 2: Understand overall controls over new accounting requirement implementation

e Obtain an understanding of overall general controls established to identify and
implement new accounting requirements.

We would expect overall controls over implementation of new accounting standards would include:
e One or more key personnel are alerted to new requirements.
e Key personnel read new accounting guidance.

e Documented conclusions regarding applicability of new guidance and — as needed -
implementation plans are developed to support financial statement preparation.

Weaknesses in overall controls over new accounting guidance implementation should be evaluated in
the same manner as any other control deficiency. However, we would not expect weaknesses in
overall controls to be a significant deficiency unless combined with specific weaknesses in
implementation of new guidance.

Specific controls should be designed for implementation of each new standard, which may need to be
evaluated in connection with overall controls to the extent the new standard is material. Additional
expectations are documented in the RWD specific to the identified relevant changes.

e Obtain an understanding of controls specific to correctly reporting these new accounting
changes.

e The district has performed the appropriate steps to identify all applicable leases (completeness).

e Districts may have a number of leases administered decentrally across the organization.

e Components of a larger contract may also meet the definition of a lease (an embedded lease),
these leases may not be readily identifiable as these contracts may include primarily non-lease
activity.

e The district has a process for determining an appropriate discount rate (does not apply to Cash
basis).







The discount rate (interest rate) is used to calculate the present value of the contractual
obligation. It Is the interest rate the lessor charges the lessee. This rate is often not stated in
lease agreements. It may be the rate implicit in the lease. If the lease’s implicit rate is not readily
determinable, the lessee’s estimated incremental borrowing rate should be used. This is the rate
the lessee would be charged for borrowing the lease payment amounts during the lease term.
Documentation of methods and sources used to determine the discount rate for each lease
agreement should be retained.

In practice, most districts will start with the LOCAL program rate, a bank prime rate, or a
Treasury bill rate (with similar length) then adjust accordingly. Using the LGIP rate would be
unreasonable because it is not a borrowing or financing rate.

e District has documented leases and relevant attributes and calculations in accounting software,
spreadsheets or other centrally maintained and standard documentation.

e For lessees — the district has determined an appropriate capitalization threshold for intangible
lease assets or for expensing lease liabilities which are not significant either individually or in the
aggregate (SDAM 3-52).

Leases excluded from lease reporting due to these thresholds still have to be tracked and
evaluated every year to ensure aggregate totals remain insignificant. If the aggregate total of all
leases is obviously trivial then districts may exclude the total without determining an individual
threshold. However, setting a specific threshold in the future, or changing any threshold — if
more leases are entered into — could trigger lease accounting recognition of leases previously
excluded . For example, if the threshold is 20,000, a 15,000 lease may be excluded, but if the
threshold is subsequently changed to 10,000 then the previously excluded lease (of 15,000)
would have to be added to the schedule of liabilities (may be measured at the date of recognition
or original inception); in this scenario an other financing source/capital outlay would not be
reported since it occurred in a prior period.

STEP 3: Evaluate Completeness and Existence of Lease Activity

e  Obtain the population of lease contracts the district has determined were subject to lease reporting.

e Evaluate whether this list appears complete based on our understanding of the district and
operations.

e Based on risk, the auditor may consider scanning vendor payments or general ledger accounts to
identify potential lease activity.

Use the SDAM to see what general ledger accounts amounts are expected to be reported in.
However, if leases are incorrectly reported then leases may be reported outside of these expected
accounts.,

e Inquire about contracts which the district has determined are excluded from the scope of lease
reporting.

This includes short-term leases, leases the government have determined fall below a /lease
capitalization threshold, and arrangements specifically excluded from lease reporting (SDAM 3-46).







e Based on risk, consider selecting a sample of contracts to determine if they were appropriately
excluded.

In particular, the district may not have correctly applied the short-term lease, regulated lease, or
intangible-asset exclusions.

STEP 4: Confirm Lease Valuations

e Judgmentally select leases to recalculate or review based on size while maximizing variability in the
selection (i.e. lessor, lessee, for different types of underlying assets, etc.). The size of the selection
should be based on risk and materiality.

e To recalculate lease amounts, auditors may use the GASB 87 Lease Calculation Tool found in the
GAAP workpaper folder.

e To review lease calculations, confirm key figures (such as the discount rate) and determine the
formulas are performing the correct calculations (or that the amortization tables are otherwise
correct).

e For selected leases, auditors should start by obtaining the lease calculations (part of the amortization
tables) and the lease contracts. The lease valuations are based on the terms of the contracts, for
example: options to extend, variable payments which are fixed in substance, non-lease components,
etc.

Note: Cash basis districts do not use a discount rate to perform present value calculations for future
payments. As a result, no interest revenue/expense is recognized and the value of lease liability is
the sum of remaining payments. If using the Lease Tool to document work, set the discount rate to
0%.

STEP 5: Review Lease Disclosures

e Compare reported note disclosures to the ABFR to ensure disclosures are complete

e Note 1: Summary of Significant Accounting Policies should describe the new lease accounting
under Accounting and Reporting Changes.

While part of the note template, if a district has no lease activity and removed this part of the
template, we would not ask them to add it back in.

e Note X: Leases
e Read for expected consistency with amounts and terms of tested contracts

e Foot tables

For assistance contact Ryan Montgomery or Brandon Tecca.

GUIDANCE/CRITERIA TAB:

ACCOUNTING STANDARD CHANGES
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School District Accounting Manual (SDAM) changes are typically communicated to schools through a
series of bulletins; these bulletins are classified as either revisions (for changes) or addendums (for new
areas of guidance).

The Administrative Budgeting and Financial Reporting Guidance (ABFR) notes are also updated annually,
these changes are not communicated through the bulletins.

SAO participates in the update process for the SDAM and ABFR note changes, as a result we are alert to
changes prior to their communication to school districts.

Not all changes are significant to the audit (i.e. has no reasonable possibility of resulting in significant
misstatements).

ADDITIONAL BACKGROUND

Implementation of new accounting standards is considered a change in accounting principle, to the
extent the standard is applicable and results in a change to financial statement figures.

SAO’s Financial Audit Committee (FAC) performs a central review of all new accounting standards. This
review includes preliminary conclusions about the expected materiality of new standards that auditors
can use as a starting point for planning purposes. This information is documented on the New GASB
Tracker spreadsheet on the FAC SharePoint page. Not all GASB statements are implemented for
F196 reporting; the implementation of statements may also be modified for schools.

Key Definitions and Terms (GAAP not SDAM references):

e Lease — A contract that conveys control of the right to use another entity’s nonfinancial asset (the
underlying asset) as specified in the contract for a period of time in an exchange or exchange-like
transaction.

e Control criteria — (1) The right to obtain (use) the present service capacity from use of the underlying
asset and (2) the right to determine the nature and manner of it use.

A lease contract may specify the allowable use of the underlying asset (such as office space for a job

training program or sidewalk space for a food cart). The right to “office space” is distinct from the right

to “office training space”. The right to determine the nature and manner of use may still be granted

within a specified allowable use.

o The right does not have to be uninterrupted (i.e. a lease may be for 3 days per week).

o The right is considered distinct from the underlying asset itself, meaning that the asset itself may
be replaced/substituted with essentially identical assets (such as equipment).

e Lease term — The period during which a lessee has a non-cancelable right to use an underlying asset,
plus periods covered by a lessee’s or lessor’s option to extend the lease (if reasonably certain the option
will be exercised) and periods covered by the lessee’s or lessor’s option to terminate the lease (if
reasonably certain the option will not be exercised). Periods for which both the lessee and the lessor
have an option to terminate the lease without permission from the other party, or if both parties have
to agree to extend, are excluded from the lease term.





https://www.k12.wa.us/policy-funding/school-apportionment/instructions-and-tools/accounting-manual


https://www.k12.wa.us/policy-funding/school-apportionment/instructions-and-tools/administrative-budgeting-and-financial-reporting-guidance


http://saosp/GeneralInfo/AuditInfo/ExposureDraftResponses/New%20GASBs%20tracker.xlsx


http://saosp/GeneralInfo/AuditInfo/ExposureDraftResponses/New%20GASBs%20tracker.xlsx





The lease term is a question of probability. An applicable lease may be determined to have a nine-
month lease term because the periods to extend were evaluated as being "not reasonably certain” of
being exercised. A lease term of less than 12 months is not automatically a short-term lease (defined
below).

o Short-term leases — Leases that have at the commencement of the lease, a maximum possible term
of 12 months or less, including any options to extend, regardless of their probability of being exercised
(such as month-to-month leases). The lease payments will simply be recognized as revenue by the
lessor and expenses by the lessee.

The short-term lease determination is not a question of probability. All future options to extend are
counted, regardless of probability. Exercised options grant the non-cancelable right to extend the
contract for a stated period of time. While month-to-month leases may persist for years, since those
future periods are cancelable by either party, they are not counted towards the lease term.

e Reasonably certain — GASB determined the probability threshold of more likely than notand probable
was too low, and that virtually certain was too high. As more than probable, this is considered to be a
high degree of probability (such as ~90%+).

Determining this probability will be a matter of professional judgment and should include all relevant
factors, for example: economic incentives, market conditions, contract terms, asset-based
considerations, and government specific factors.

e Incremental borrowing rate — The rate of interest that a borrower would have to pay to finance an
asset of that same type, over a similar term, in the current economic environment, and of a similar
value as the right-of-use intangible (lease) asset.

This is the borrowing rate at the margin for new debt, and not necessarily the rate of other previously
negotiated debt (which may have a dissimilar borrowing profile).

e Variable payments which are fixed in substance — These are variable payments which have a
set minimum component (which is regardless of any use or future performance) (145). Examples of
fixed-variable payments include:

o Payments based on an index or rate, using the rate as of the beginning of the lease. For example,
if the current rate is 2% then each year the payment would increase by 2%.

o The minimum set portion of a variable charge. For example, $1 per mile with a minimum of $500,
only the set $500 is counted because it is not based on use or future performance.

Purely variable amounts are excluded even when the entity can reasonably estimate what this amount
will be (Q 4.28). However, fixed payments included in the contract which are not part of the assets
value (such as for janitorial services) are not included (Q 4.60).

| RECORD OF WORK DONE TAB:

Central Data Analysis
We reviewed results of central data analysis in [link to Schools FS Central Data Analysis] and identified
[no / the following] risks to follow up on

STEP 1: Identification of relevant nhew accounting requirements — FY 2022

We have evaluated accounting changes to the School District Accounting Manual (SDAM) and
Administrative Budgeting and Financial Reporting (ABFR) guidance, the following accounting changes
have been identified as significant:







e |ease reporting

STEP 2: Understanding of overall controls over new standards implementation

In addition to controls over financial statement preparation as documented in the permanent file folder,
we identified the following overall controls relevant to implementation of new accounting standards:

[see testing strategy for expected general implementation controls and note any weaknesses]

We also obtained an understanding of controls specific to correctly reporting these new accounting
changes:

[see testing strategy for expected specific controls and note any weaknesses]

STEP 3: Evaluate Completeness and Existence of Lease Activity

STEP 4: Confirm Lease Valuations

STEP 5: Review Lease Disclosures
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Planning Guide Information
Supercedes previous planning guide dated April 14, 2021. Please direct questions or suggestions to the
Health District/Health Department Subject Matter Expert.

Note: This guide is intended for use when auditing stand-alone health districts, as well as
county health departments that operate as a department in their respective county.
Accountability issues should be the same; however, certain compliance requirements (such as
bid laws) would be different.

Guidance is based on the extensive research, brainstorming and reviews conducted as part of the planning
guide update process. Guidance is intended only for internal use to help auditors gain an understanding
of health districts and county health departments. The guide is intended to enhance planning and risk
assessment procedures, not replace them. Information in the guide should therefore be considered along
with other planning and risk assessment procedures. While guidance is designed to be as comprehensive
as feasible, auditors must be alert for audit issues and situations not specifically addressed.

This guide is used by the State Auditor's Office staff as they plan audit engagements.
Information presented in this document does not represent policy or legal guidance. State
agencies and local governments should contact their legal counsels with specific questions.
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WHAT'S NEW

Auditors should be aware of the following significant updates:
e Single Audit - Pre-COVID most districts did not receive $750,000 or more in federal funding.
However, as various federal coronavirus funding programs became available to health districts,
some may be subject to a single audit that normally were not subject to this requirement.

REQUIRED RISKS TO ASSESS

The following risks must be documented as red flags and discussed during brainstorming to ensure
sufficient consideration. They should be prioritized for audit to the extent they are applicable and significant
to the entity.

EFT Controls

Payroll and vendor electronic file transfer (EFT) related cyber frauds continue to occur. Accordingly,
controls over EFTs is a required risk to assess for all entities we audit. When assessing this area of risk,
auditors should talk with the entity about its controls related to changing existing EFT contact information
and associated bank account numbers. The approach perpetrators of these frauds use has evolved to
include changing contact information for existing EFT transactions before requesting a change to the
associated bank account numbers. Previously, entities were encouraged to follow up with the contact
information known at the time of the request for changes to bank account information; however, a stronger
control is to independently confirm any change to payroll or vendor profile contact information or banking
account information. Individuals with the ability to change or add EFT accounts need to have clear guidance
on the process to authorize these changes through a proper validation method.A testing strategy is available
in TeamMate at Accountability | Expenses | EFT Disbursements | Controls over EFTs. Contact Team IT
Audit at SAOITAudit@sao.wa.gov for additional clarification or guidance.

BACKGROUND

Health districts are formed for the purpose of supervising all matters pertaining to the preservation of the
life and health of the population. The “board of health” function may be performed by either a county
health department under Chapter 70.05 RCW or a separately formed health district covering one or more
counties under Chapter 70.46 RCW. The resolution or interlocal agreement forming the district will specify
the governing body.

Health districts and county health departments have authority to enforce state and local public health
regulations, provide for control and prevention of disease, issue food handling permits and licenses to serve
food for institutions/businesses, and provide public health and safety information. Health districts may also
offer home-visit nurse programs, HIV clinics and methadone clinics.

One of the largest sources of revenue for districts and departments comes from providing medical services
to patients and billing Medicare and Medicaid. In addition, districts are authorized to grant food handling
permits, inspect public food handling areas, public swimming pool permits and oversee/approve drinking
water well and septic system installation plans. The district or department also receives federal and state
support of epidemic outbreak contingencies and bioterrorism attack preparation. Finally, they are
responsible for storage and management of birth and death certificates and other documentation.

Industry, Regulatory and Other External Factors

Health districts and county health departments are regulated by the Department of Health for most of their
services. Most of the operating grants the district or department receives are through the Department of
Health.

Certain district and department activities are also regulated by the Center for Disease Control (disease
prevention, outbreak and treatment) and the Department of Homeland Security (bioterrorism risks).
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Measurement of Financial Health
Common indicators of declining or impaired financial health include:
e Increasing operating losses over prior years
e Declining year-end unreserved cash balances to meet increasing accounts payable
e Use of registered warrants to meet daily operation expenses
e Declining patient receivables balances where the average number of days receivables outstanding
remains the same or increases

Since accounting for patient revenues involves a number of estimates, it is at higher risk for misstatement
if the district or department is experiencing financial difficulty. Moreover, each health district’s invoicing
and collection practices related to patient billing can have a significant effect on the amount and
collectability of patient revenues.

Under RCWs 70.46.085 and 70.05.130, counties are responsible for the cost of providing public health
services incurred by the state, health district, or county in carrying out the provisions of Chapters 70.05
and 70.46 RCW. In other words, counties who are members of a particular health district are required to
cover the expense of providing public health services should the district be unable to meet its obligations.
For county health departments, the county’s general fund is required to cover the expense should the
department be unable to meet its obligations.

PLANNING & ADMINISTRATION

The standard frequency for accountability and financial audits is described in Audit Policy 1210.

Additional Resources
Additional resources related to health districts and health departments can be found on the SAO intranet
site under Audit | Reference Guide | Miscellaneous Entity Resources.

HIPAA Sensitive Data

Much of the information handled by health districts and departments deals with medical information and
the district or department may request a confidentiality agreement to review information covered by HIPAA
during the audit. Auditors must use the standard confidentiality agreement template on the SAO Intranet
under Admin | General | Forms | Miscellaneous | Data Sharing Confidentiality Agreement. If the district
or department insists on the auditor signing their agreement, an assistant director must
approve and sign the agreement. Questions or changes to the template or HIPAA requirements should
be directed to the Director of Legal Affairs.

Key Operational Information

Since programs can vary widely and will relate to unique revenue streams, expenditure systems and/or
assets, a list of programs would provide key information about health district or department operations
that the auditor should consider as part of planning and for permanent file documentation.

ACCOUNTABILITY

Under RCW 70.46.080, the County acts as the treasurer for health districts; districts may not act as their
own treasurer. In a district composed of more than one county, the county treasurer of the county having
the largest population shall be the custodian of the fund.

Revenues

Potential revenue streams at a health district or department may include:
Decentralized clinics

Permits

Fines

Donations

Revenue for copies of medical records
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e Federal/State operating grants

Billing/accounts receivable and cash receipting activities at the health district and remote locations (clinics)
have been the most frequently cited areas for control weaknesses.

The Pierce-Tacoma County Health Department (PTCHD) operates an online system
(www.foodworkercard.wa.gov) for issuing food handlers permits statewide. The system allows individuals
to test and pay for the food handlers permit online using debit and credit cards. PTCHD collects payments
for this service via a third party and distributes the payments, less an administrative fee, to the associated
district or department related to the permit. The auditor should evaluate each district’s or department’s
use of this service and gain and understanding of the internal controls if it receives a significant amount of
revenue from this system. The district or department should have a control in place that ensures it receives
all revenue for the food cards issued by PTCHD to individuals in the district’s or department’s region.
Auditors should review the district/department’s agreement with PTCHD before updating their
understanding of internal controls. The agreement should define the method and how often PTCHD will
remit revenues back to each health jurisdiction, which is likely quarterly. The remittance does not
necessary have to comply with RCW 43.09.240 regarding timeliness of deposits because PTCHD is also a
service provider, not just a receipting agent. Additionally, PTCHD’s internal controls over food card system
access, collections, reconciliations and remittance to districts and departments should also be evaluated on
a regular basis to determine if they are sufficient.

Expenditures

Unique to some districts and departments is the Home Health Program for homebound patients. Nurses
travel to homes to provide healthcare services. The risk is that these employees are not adequately
monitored to ensure travel expenditures are valid (client visits were actually performed).

A variety of medical expenses are also paid directly to healthcare providers on behalf of eligible clients for
services like cancer screening, AIDS screening or other preventative services. Generally, these expenses
are paid through state or federal grants. A basic understanding of controls over these expenses should be
obtained and auditors should consider including testing of these expenses if general disbursement testing
is planned.

Assets
Common assets at risk of misappropriation or misuse include:
e Small and attractive assets, such as office equipment and computers.
e Vaccine inventories.
e If the district runs an HIV or Methadone clinic, the district will have high-risk drug inventories. All
medications should be secured and subject to continuous inventory controls.

Compliance Requirements

General compliance requirements apply to health districts and departments, including Open Public Meetings
Act, expenditure audit and certification, conflict of interest, limitation on compensation of public officials,
insurance / bonding requirements and authorized investments.

Not Applicable — Limitation on Indebtedness and Budget Compliance - Since health districts have no taxing
authority, they must secure their debt with property purchased and are not subject to budget requirements.

IT Risks

The Information Technology gquide describes various general information system-related topics and
identifies key primary risks related to computer systems that auditors should consider. Some relevant to
health districts include:

e User Access — Appropriate user access can strengthen segregation of duties. Health districts of
all sizes have historically faced challenges with maintaining adequate controls over User Access
and Authentication. Particularly common issues are around segregation of duties, weak user
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authentication controls, and removal of former employee accounts. Auditors should refer to the
TeamMate steps in Accountability | IT Controls | User Access.

o Data Backup and Recovery - With ransomware and other attacks focused on denial of access
to confidential and critical data becoming increasingly common in addition to the regular risks to
data such as equipment failure, it is vital that districts have backups of all critical data. Typical
weaknesses tend to be not retaining at least some of the backups “offline” so the backups do not
fall victim to the attack. Additionally, it is not uncommon for offline backups to fail due to a
configuration or storage issue. As such, it is important that backups be tested on a regular basis.
Auditors should refer to the TeamMate steps in Accountability | IT Controls | Data Backup and
Recovery.

e Patch Management & Updates — One key defense to ransomware and other attacks is to
minimize vulnerabilities within the network and various systems through patch management and
udpates. Depending on how the system was developed and is supported by the vendor impacts
how patches are communicated, analyzed and utilized by the districts. Auditors should refer to the
TeamMate steps in Accountability | IT Controls | Patch Management.

FINANCIAL STATEMENTS

Health districts are considered a governmental fund and may report using GAAP or the BARS cash basis of
accounting. Whether organized as a separate district or as a department of a county, the BARS
Supplemental Handbook for Public Health prescribes accounting and supplemental reporting to Department
of Health (DOH) for health district operations. The supplemental reporting to DOH is due no later than
March 15 of each year. This reporting does not replace the required annual report to the State Auditor.

OPEB for Cash-Basis Local Governments

Beginning with the 2019 annual report to SAO, cash-basis local governments will report their defined benefit
OPEB liabilities on the Schedule 9. Auditors can find a list of health districts that we would expect to see
reporting this on the Pension & OPEB Resources page (“List of PEBB Member Employers”). For additional
information, see the Pension and OPEB planning guide.

GAAP reporting changes

All new GASBs are identified and evaluated by the Financial Audit Committee (FAC), as summarized on the
GASB Tracker available on the FAC Sharepoint page. When evaluating implementation of new GASBs for
Health Districts, auditors should specifically consider:

e GASB 87 (Leases, originally effective FYE 12/31/20, now effective FYE 6/30/22) is expected to
have an impact on health districts and require re-evaluating and changes to reporting for leases,
such as leases for equipment or buildings. We would expect this to require significant effort and
analysis. We would not expect any early adoption of this GASB. A TeamMate testing strategy
workpaper is available in Financial Statement | GAAP | Workpapers.

Vaccine Program

Health districts and health departments receive vaccines from the Washington State Department of Health.
Districts using GAAP can choose to recognize an expenditure for supplies inventories in governmental funds
either at the time of purchase/receipt (purchases method) or when the supplies are actually used
(consumption method). Under the purchases method, the entity would not report an asset on its balance
sheet unless the balance was significant. If the balance is significant the entity would have to report an
asset on the balance sheet and make a direct adjustment to fund balance (rather than reducing
expenditures).

Recent analysis of health district financial statements identified inconsistency in how districts are reporting
unused vaccines at year-end on their financial statements. There is a risk that districts are not reporting
unused vaccine inventory on their balance sheets. Auditors should inquire with the district about how it:
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Acquires vaccine inventory

Monitors vaccine inventory

Records an expenditure for the use of vaccine inventory
Reports unused inventory at year-end, if applicable.

If unused vaccine inventory at year-end is significant to the financial statements, auditors should consider
selecting the balance for further substantive procedures.

Patient Billing

There are unique accounting issues related to patient billing (revenues and related receivables and
payables). Due to the level of estimation involved with components of patient revenues, receivables and
payables, these balances would typically be assessed as high inherent risk. Districts typically rely on
automated controls to track services and calculate bills.

Third Party Settlements (may be reported as either a receivable or a payable)

These are amounts which have been calculated by Medicare and Medicaid that either the district owes to
or is due from the insurance program based on the contractual agreement and “Cost Report” prepared
annually (due May 31% each year). If expenditures for providing patient care services are higher than used
to calculate the rate in the annual cost report, the program will send the entity the difference (receivable).
If it costs the entity less money to provide the care than that used to establish the rate, the agencies recoup
the money when the entity pays the difference back (payable).

Classification of Grant Revenues as Operating or Non-operating

Generally speaking, grants are not considered to be an operating revenue source; however, there are some
exceptions. GASBS 9, paragraph 17c allows grants to be reported as operating revenue if they are for
specific activities that are considered to be operating activities of the grantor government (a grant
arrangement of this type is essentially the same as contract for services). Grants that are essentially the
same as a contract for services, should be reported as operating revenues. Grants primarily benefit
particular grantee furthering grantees own purpose or program. Grantor involvement is limited to
administration and monitoring. It also benefits the grantor own program directly (e.g., federal government
providing Medicare by law). This is in substance an exchange transaction.

These grants may occur in health districts or departments. There are certain arrangements often called
grants (e.g., trauma grants, etc.) which are more like payments for services performed by districts than
“traditional” grants. In such cases, when a grant is a result of health district or department operations (i.e.
it's a form of payment either from the state or federal government), it should be reported as operating
revenue. Similarly, if a grant is generated by health district or department operations and resembles a
payment for services, it should be reported as operating revenue. What the grant can be spent on — e.g.
operations — is not a criterion for classification as operating revenue. Please note that if a grant is used
consistently to cover an operating deficit, it should be treated as non-operating revenue.

To determine whether or not the district or department has correctly classified their grants as operating or
non-operating revenues, we can ask: what the purpose of the grant is, what kind of expenditures are made
with the grant and if they receive the grant every year to help cover their costs.

SINGLE AUDIT

Pre-COVID, most districts did not receive $750,000 or more in federal funding. However, as various federal
coronavirus funding programs became available to health districts, some may be subject to a single audit
that normally were not subject to this requirement.

Below are some common (major) federal grants, grants that are particularly risky, or grants with unique
considerations or sources of requirements.
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Childhood Immunization Program (ALN 93.268)

This is @ HHS program administered by the WA Department of Health (DOH). Funding can be awarded in
the form of Discretionary Section 317 cash grants and non-cash assistance (vaccines). The discretionary
grants are awarded for activities such as research, public information, education and training. The vaccine
program supplies immunizations for children. Both forms of assistance must be reported on the SEFA.

Medicaid (ALN 93.778)
The Medicaid program is administered by WA DSHS. The majority of Medicaid funds are paid to medical
providers for services rendered to individuals.

Per 2 CFR §200.502:
(i) Medicaid. Medicaid payments to a subrecipient for providing patient care services to Medicaid
eligible individuals are not considered Federal awards expended under this part unless a
State requires the funds to be treated as Federal awards expended because reimbursement
is on a cost-reimbursement basis.

DSHS enters into various contracts with hospitals, health districts, schools, areas on aging, etc., to perform
tasks that may not fall under the “patient care services to Medicaid eligible individuals” classification. A
majority of the activity for this grant is often fee-for-service revenue, while a smaller portion of the grant
is on a cost-reimbursement basis. DSHS typically considers the auditee to be a vendor with regards to
activities funded on a fee-for-service basis (see note below on “fee-for-service”), but designates them
as a subrecipient with regards to activities funded on a cost-reimbursement basis. Accordingly, only the
portion received on a cost-reimbursement basis is considered a grant and should be reported on the SEFA.
Districts typically rely on automated controls to track services and calculate bills.

NOTE: not all “fee-for-service” type revenues are excluded from SEFA reporting! DSHS has
clarified that the “service type” is the defining factor. For example, if the fee-for-service is considered
administration, then the federal portion must be included on the SEFA, whereas patient care services are
not reported. Use the following chart as a guide:

Federal Medicaid (TXIX) & Money Follows the Person (MFP) Funds received by the auditee that
should be included in the SEFA

?:ﬂgg Service Reimbursement Type | Service Type 1;_’/7]2/‘;‘}___’7__52

Health Insurance or Caregiver

TXIX & MFP| Training Cost Reimbursement Patient Care No
TXIX & MFP Contract
Management (federal portion

TXIX & MFP| only) Cost Reimbursement Administration Yes
TXIX & MFP Case
Management/Nursing Services

TXIX & MFP| (CMNS)* Unit Rate/Fee for Service| Administration Yes *
TXIX Nursing Services, e.g.
DDD or HCS (federal portion

TXIX & MFP| only) Cost Reimbursement Administration Yes
TXIX Information and
Assistance (federal portion

TXIX & MFP| only) Cost Reimbursement Administration Yes

* CMNS is paid based upon a unit rate. The auditee must report the federal only portion of the unit rate on the SEFA
and not their actual expenditures.

Women, Infants and Children (ALN 10.557)

This is @ USDA program administered by the WA Department of Health (DOH). DOH uses both federal and
state funds to provide supplemental nutritious foods, nutrition education, and referrals to health care for
low-income women who are at nutritional risk and who are pregnant, have just given birth, or are
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breastfeeding. The program also serves infants and children up to age five who are determined to be at
nutritional risk.

About 75 percent of the WIC Program's annual appropriation is used to provide WIC participants with
monthly food benefits. The remainder is used to provide additional services to participants and to manage
the program. Additional services provided to WIC participants include nutrition education, breast-feeding
promotion and support activities, and client services, such as diet and health assessments, referral services
for other health care and social services, and coordination activities.

DOH contracts with subrecipients to determine eligibility and to enter eligibility data electronically into the
DOH Client Information Management System (CIMS). The subrecipients also print and deliver checks to
recipients from CIMS. A primary risk in the WIC program is payments of duplicate benefits. This can occur
when a participant enters the program and payment system at more than one location (only if the name
documented is different). Staff are trained to ask for identification such as a driver’s license prior to
documenting a name in CIMS so this process should minimize duplicate payments. Checks that are declared
stolen can be replaced only with a police report. Checks that are destroyed in a fire can be replaced only
with a fire report. If duplicate payment is discovered it is investigated. Checks that are lost are no longer
replaced.

PERFORMANCE AUDIT

Information on ongoing performance audits can be found on SAO website at:
https://www.sao.wa.gov/performance-audits/performance-audits-in-progress.  For all other inquiries
please contact the Assistant Director for Performance Audit.
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Planning Guide Information
Supercedes previous planning guide dated June 23, 2021. Please direct questions or suggestions to a Hospital
District Subject Matter Expert.

Guidance is based on the extensive research, brainstorming and reviews conducted as part of the planning
guide update process. For this update, guidance was also informed by discussion with:
e Association of Washington Public Hospital Districts (AWPHD)

This guide is intended for internal use only as a general resource to help the auditor gain an understanding of
hospitals. The guide is not intended to supplant planning for individual audits. While auditors should consider
all information in the planning guide, comments provided need to be evaluated in terms of the individual entity
under audit and in light of other planning procedures and auditor’s judgment. Also, while planning guides are
as comprehensive as feasible, auditors must be alert for audit issues and situations not specifically addressed.

This guide is used by the State Auditor’'s Office staff as they plan audit engagements. Information
presented in this document does not represent policy or legal guidance. State agencies and local
governments should contact their legal counsels with specific questions.
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WHAT'S NEW
Auditors should be aware of the following significant updates:

e Payroll and Personnel — We have seen increases in expenditures for traveling nurses and doctors,
stipend pay to retain staff and intern pay as districts look for ways to maintain staffing levels.

e Pharmacy Inventory - Due to an increase in the number of reported pharmacy frauds and losses
involving system adjustments in hospitals, auditors should consider system adjustments and
segregation of duties over ordering, receiving, inventory, and adjustments when assessing inventory
controls.

REQUIRED RISKS TO ASSESS

The following risks must be documented as risk indicators and discussed during brainstorming to ensure
sufficient consideration. They should be prioritized for audit to the extent they are applicable and significant
to the Hospital District.

EFT Controls

Payroll and vendor electronic file transfer (EFT) related cyber frauds continue to occur. Accordingly, controls
over EFTs is a required risk to assess for all entities we audit. When assessing this area of risk, auditors should
talk with the entity about its controls related to changing existing EFT contact information and associated bank
account numbers. The approach perpetrators of these frauds use has evolved to include changing contact
information for existing EFT transactions before requesting a change to the associated bank account
numbers. Previously, entities were encouraged to follow up with the contact information known at the time of
the request for changes to bank account information; however, a stronger control is to independently confirm
any change to payroll or vendor profile contact information or banking account information. Individuals with
the ability to change or add EFT accounts need to have clear guidance on the process to authorize these
changes through a proper validation method. A testing strategy is available in TeamMate at Accountability |
Expenses | EFT Disbursements | Controls over EFTs. Contact Team IT Audit at SAOITAudit@sao.wa.gov for
additional clarification or guidance.

Financial Condition

Financial condition risk will be assessed as a baseline test for accountability audits and as part of our going
concern analysis for financial audits. Governments have experienced a wide range of effects as a result of
COVID-19, so auditors should be alert for impacts to financial condition and review FYI 2020-01 for expected
disclosures.

Over the past several years, several hospital districts have struggled financially even before the restrictions of
the COVID-19 pandemic. After the beginning of the pandemic restrictions, in early 2020, hospitals were
especially hit hard when elective procedures were cancelled causing a loss in revenues. However, as various
federal COVID-19 funding programs became available to hospital districts, many had experienced an increase
in revenues and cash on hand.

When reviewing financial information, auditors should look for indicators of an eroding financial condition, poor
financial management, or an existing financial crisis. The Measurement of Financial Health section of this guide
lists some of the common indicators of declining or impaired financial health for hospital districts. When
assessing a district’s financial condition, auditors should also consider whether bond covenants require the
district maintain certain financial requirements. Auditors should also consider performing calculations of
current cash sufficiency to help in the financial condition assessment. If a district is experiencing financial
difficulty, there is a risk it may not be in compliance with bond covenants.

If there appear to be significant concerns regarding the hospital district’s long-term financial health, this should
be communicated to the Audit Manager and Program Manager for discussion.

Patient Accounts
Emerging risks over patient accounts at hospital districts include third party receipting, securing patient data
when transferring to third parties, monitoring patient billings and adjustments to patient accounts.
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Hospitals use third party receipting extensively, including collection agencies. Auditors should consider general
third party receipting risks. A TeamMate strategy is available at Accountability | Revenues | Third Party
Receipting with specific risks and procedures to consider.

There exists a further risk that hospitals may not be securing patient financial data when transferring the
unpaid bills to collection agencies. The hospital may also need to verify Payment Card Industry (PCI)
compliance for the collection agency. This can be addressed in the contract between the collection agency
and the hospital. See also the Information Technology planning guide for additional guidance. A TeamMate
strategy for PCI requirements is available at Accountability | Revenues | Third Party Receipting with procedures
to consider.

Hospitals should ensure that there are adequate segregation of duties for reviewing patient billing, and
especially with adjustments to patient accounts. Some hospital districts combine with other clinics to allow for
two separate processes for reviewing patient billing. If there are other operations or clinics, it is important to
verify that all locations have adequate segregation of duties to review patient billings and adjustments.

Patch Management

The health industry has suffered a significant increase in cyber incidents such as breaches and ransomware
attacks. Patch management is a front-line defense to ensure operational systems, as well as financial systems,
remain strong against known and potential vulnerabilities. A testing strategy is available in TeamMate at
Accountability | IT Controls | Patch Management. Auditor’s should focus the testing towards key systems that
house confidential (HIPAA) data.

BACKGROUND

Public hospital districts are municipal corporations formed under chapter 70.44 RCW for the purpose of
operating hospital and health care facilities and providing hospital and other health care services for the
residents of such districts and other persons.

Note: Harborview Medical Center is not a public hospital district; it is a county hospital formed under
chapter 36.62 RCW and is managed by the University of Washington. As such Harborview must
comply with King County Regulations and State RCW's as applicable.

Districts are governed by an elected board of commissioners and have the option of having 3, 5, or 7
commissioners serve on the board. Commissioners are normally elected to terms of 6 years. The board is
required to appoint a superintendent to manage the district.

The largest portion of revenues generated by hospital districts comes from providing medical services to
patients and billing for these services. Payments are collected either directly from the patient or from 3™ party
payees such as private insurance companies (ex. Blue Cross, Group Health, Kaiser), Medicaid and Medicare.
In addition, districts are also authorized to levy property taxes, special levies and bond levies.

Measurement of Financial Health
Common indicators of declining or impaired financial health include:
e Increasing operating losses over prior years
¢ Declining year-end unreserved cash balances available to pay increasing accounts payable
e Use of registered warrants to pay daily operation expenses
e Declining patient receivables balances where the average number of days receivables outstanding
remains the same or increases
e Increasing use of interim or short-term debt like lines of credit secured by inventory and accounts
receivable.
e Inability to comply with debt covenants

See also Required Risks to Assess for Financial Condition.
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Creation of Other Entities/Joint Operations or Contracting for Services/Partnerships

Hospital districts may establish separate nonprofit entities under RCW 39.34.030 and RCW 70.44.240. Some
examples of these separate entities are limited partnerships and nonprofit corporations. Auditors should be
aware of how these partnerships/corporations are being funded. We have seen instances where hospital
districts consider the entity or partnership as a completely separate entity or operation, when in fact there is
actually funding with public money.

If additional entities are identified, auditors should contact their Audit Manager to get approval to work with
their Assistant Director to determine if it should be further evaluated by the Director of Legal Affairs.

Auditors should be alert for other entities requiring an audit when reviewing activity, contracts or agency funds
of a hospital. We should ensure that these entities are submitting financial statements in accordance with
BARS requirements and receiving audits. Follow the SAO Hub | Auditor Reference Guide | New Entity Creation
or Dissolution Form and Instructions in evaluating new or previously unidentified entities.

We are also seeing more hospital districts contract with non-profit healthcare organizations to operate the
hospital. The benefits of such a partnership are to improve the hospital district’s financial stability, quality of
medical care and increased patient volume, as well as other benefits for the hospital district. Auditors should
be aware that even if hospital operations are contracted out, the hospital district still exists as a public hospital
district with its governing body. Further, the hospital district still collects property taxes owed and may even
receive payments from the non-profit organization (depending on the nature of the contract, the non-profit
could pay lease payments to the hospital district for use of the facility and equipment). This type of agreement
is allowable as public hospital districts have the authority to enter into contracts under RCW 70.44.240. Some
examples of existing partnerships include, but are not limited to:

e King County Public Hospital District No. 1 (dba Valley Medical Center) and UW Medicine

e  Public Hospital District No. 2 Snohomish County (dba Verdant Health Commission) and Swedish Health
Services

e Kennewick Public Hospital District No. 1 (dba Trios Health) and RCCH HealthCare-UW Medicine
Healthcare Holdings, LLC

Auditors should be alert to how the hospital districts are spending funds to ensure it is within their statutory
authority.

PLANNING & ADMINISTRATION

Training and Additional Resources
The following recorded webinar is available in the training system and may be helpful when auditing Hospital
Districts:

e Know Before You Go: Public Hospital Districts

Additional resources related to hospitals can be found on the SAO intranet site under Audit | Reference Guide
| Hospital Resources.

Please add to the TM file the “Entity Specific” planning step for Hospitals from the Team Store to
the Teammate file. There are specific steps addressing the four week notice requirement. In
addition, auditors should obtain a specific management representation which will need to be
added to the management rep letter for all hospital financial statement audits (see Representation
Letter Resource).

¢ Audit Timing - Provide four weeks’ notice prior to conducting an audit. RCW 70.41.045 requires
a letter (written notification) be sent to the Chief Executive Officer of the hospital district with copies to
its Chief Financial Officer (and the primary contact, if not the CFO) four weeks in advance of starting
a hospital audit. Always use the template letter, which is available in the TeamStore.
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HIPAA Sensitive Data —Districts may request auditors sign a confidentiality agreement to review
information covered by HIPAA during the audit. Auditors must use the standard confidentiality agreement
template on the SAO Intranet. Please see the link to the confidentiality agreement found on Hospital
Resource page. A Deputy Director must approve and sign the agreement. Questions or changes to the
template or HIPAA requirements should be directed to the Director of Legal Affairs.

Hospitals are allowed to submit annual reports up to one month late — RCW 43.09.230 requires
all local governments certify and file annual reports with SAO within 150 days after fiscal year end;
however, in 2005, our Office issued a letter to all public hospital districts informing them that we would
not consider hospitals reporting one month late (by June 30) to be a significant issue and, accordingly,
would not report such late submissions as a management letter or finding. This practice is due to deadlines
for Medicare and Medicaid cost reports. In January 2016, our Office issued the special report titled “Loca/
Governments: Increased Transparency and Accountability”, which identified four hospital districts that
had not filed complete and timely annual reports.

For all hospital district audits, review EIS to determine whether the district filed its annual report later
than June 30™". We have advised hospital districts to file accurate annual reports rather than just filing in
order to meet the deadline. If the district did not file its annual report by June 30%™, contact the
Hospital District Program Manager regarding reporting levels. Even though many hospital district financial
statement audits are conducted by CPA firms, districts are still required to file their financial statements
with SAO.

CPA Firm Financial Statement Services - Many hospital districts contract directly with external CPA
firms for financial statement audits. In some cases, we audit hospital districts on a 2 or 3 year cycle for
accountability purposes, while a CPA firm performs the annual financial audit. The CPA Audit Report
Review is to be performed annually (or as frequently as the external report is issued), regardless of the
accountability audit frequency. See the Review Work of Others planning guide for additional information
and contact the CPA Audit Coordinator for questions. The following guidelines summarize auditor
responsibilities when all or part of a financial audit is performed by an external CPA firm or as part of
another SAO audit.

e When the entire financial statement audit of the primary government performed by an external
auditor in lieu of an SAO audit, follow Audit Policy 3510, perform a “CPA Audit Report Review” in a
separate TeamMate file (available in the TeamStore under Special Engagements | CPA Audit Review)
and charge time to project code "CPAP”. This TeamMate file must be completed prior to planning the
Accountability Audit.

e When part of the audit is performed by an external auditor or as part of another SAO audit, follow
Audit Policy 6240, use the appropriate “"Rely on Work of Others” audit program (available in TeamStore
under Financial Statements | Rely on Work of Others) and charge time to project code “"CPAR". This
work should be started as soon as possible during planning.

e When part of the audit is performed by an external auditor in lieu of an SAO audit and it is significant
to the primary government, follow both Audit Policy 3510 and 6240, perform a “CPA Audit Report
Review"” coding time to “CPAP” and use the appropriate “Rely on Work of Others” audit program coding
time to "CPAR".

Analytical procedures — When performing analytical procedures, auditors should refer to DOH’s website
for current financial trend information. Hospital districts are required by law (RCWs 43.70.050 and
43.70.052) to submit their year-end financial data to the Department of Health (DOH). Statistical
information can be obtained by clicking on the hospital financial tab, then hospital trends or volume
trends. In addition to looking at trends for a specific hospital, go to the Year End Reports by hospital or
the other types of reports listed under this webpage.

Certificates of Need - Determine if there are any new Certificates of Need for capital equipment
purchases or hospital restructuring for new or expanded services. Hospital districts can request a
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Certificate of Need from the Department of Social and Health Services (DSHS) and DOH by submitting a
proposal that states there is a “need” for that service to be provided in the geographical location. If
approved, the certificate allows the hospital district to provide the specific services outlined in the
certificate. This information can be obtained through inquiry, touring the facility, and cost reports. The
addition of new specialists to the org chart may also be a good indication that a certificate has been
awarded. The certificate must be obtained in order for the expense to qualify for Medicaid/Medicare
reimbursement. The risk is providing services without an approved Certificate of Need, in which case
Medicaid/Medicare may not reimburse for services.

¢ Procurement with Federal funds — Auditors should inquire during planning whether the district has
done any procurement with federal funds. Federal procurement laws are applicable to purchases of
equipment with federal funds when state laws are not clear on equipment purchases for hospitals. Auditors
should consider this as an accountability risk even if a federal grant audit is not being performed. Please
refer to the Compliance Section of the planning guide for additional guidance. Contact the Single Audit
Specialist with any identified issues.

e The Department of Health (DOH) performs audits of narcotics inventories. These audits are
generally based on system design and operation; therefore, a hospital could receive a clean DOH audit
report even if there are some missing items. If an auditor identifies this as an area of risk and determines
that the system is not operating as designed, auditors should be aware that a recommendation we may
give could contradict the clean report a hospital received from DOH. Auditors should ensure audit
recommendations emphasize the potential financial impact of inadequate controls increasing the risk of
loss of public dollars spent on narcotics and not on the social aspects of missing drugs.

ACCOUNTABILITY

Under RCW 70.44.171, the County acts as the treasurer of the hospital district unless the commission
designates its own treasurer. Most hospital districts have elected to act as their own treasurer.

Revenues
Potential revenue streams at a hospital district may include:
e Patient billings
Emergency room fees
Property taxes
Pharmacy
Cafeteria
Decentralized Clinics
Donations (may be received by a separate foundation or directly by the hospital).
Gift shop (may be privately operated)
Patient trust funds — nursing home patients may have trust funds that are accounted for and
administered by the district on behalf of the patient. DSHS regulates these accounts and requires
monitoring and accountability for these funds.
Community education program fees
Revenue for copies of medical records
Laboratory service fees
Facility rental fees
Revenues from joint operations - public hospitals are often involved in joint operations with other
hospitals in their area to provide specialty services (ex. hospitals join to establish a cancer center to
provide services for cancer patients). Joint operation risks include hospital districts not receiving their
portion of revenues generated by the joint operation based on the contract agreement; and hospital
districts not disclosing the existence of these operations in the notes to the financial statements.

Donations & Fundraising
RCW 70.44.060(11), gives hospital districts express authority to solicit contributions in support of hospital
district services.
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If hospital districts perform any fundraising activities, we would expect that the district has:
e A policy in place describing who may approve fundraising activities and provisions for accepting
donations with conditions or restrictions.
e Adequate accounting controls for tracking and spending donated funds.
e Adequate cash receipting controls in place over fundraising events.

A step is available in TeamMate for testing fundraising activities in the Accountability | Revenues | Fundraising
& Donations folder. If auditors identify any fundraising issues, please contact a subject matter expert for
assistance.

Billing/accounts receivable and cash receipting activities at the hospital, such as the cafeteria, and
remote locations (doctor’s offices) have been the most frequently cited areas for serious control weaknesses.
More than any other entity type, auditors should expect to see significant write-offs and adjustments to patient
billing due to insurance coverage reimbursement limits and charity care which are routine in a hospital
environment. Various IT related risks could also come into play such as reports criteria, data modification and
electronic interfacing, plus potential other risks. See the Information Technology planning guide for additional
guidance. See also Required Risks to Assess.

Third Party Receipting (includes payments made online, in person, by mail or phone using E-
check/ACH or credit card)

Hospitals and clinics might be using third party service organizations for payment processing or bill payer
functions. It is also possible that different departments may use different vendors to process payments. To
determine if a particular hospital district or clinic uses third parties for receipting, check their website for
payment options and inquire with district personnel (typically IT staff need to be involved with the interface
so they are a good place to start). A “Third Party Receipting” step is available in TeamMate in the
Accountability | Revenues | Third Party Receipting folder. See also patient account Required Risks to Assess.

Overpayments

Some hospital accounting software systems allow a district to set up an overpayment threshold where
payments received in excess of the amount due, but under the established threshold, are kept as district funds.
State law requires the district to consider such overpayments as unclaimed property (Chapter 63.29 RCW).
Auditors should gain an understanding of each district’s overpayment process and determine if this is a risk.

Contracts/agreements for services with Hospital Foundations

Many Districts contract with foundations to provide services such as fundraising. The contract with the
foundation should set out the “deliverables” to be provided by the foundation in return for the resources
provided by the District. AGO 1993 No. 18 reviews and approves the basic advice being given about
foundations (note that AGO discusses relationship with universities but the same guidance should be
considered for other governments). Risks include 1) commingling of foundation and public funds, 2) lack of
separate bank and GL accounting for the two separate entities, 3) lack of or an outdated written contract when
a government provides staff services to the foundation, 4) improper transfer of donations made to the
government to the foundation without donor’s consent (use of foundation funds is less restricted than public
funds, creating motivation for fund transfers), and 5) improper use of donations that are provided by the
foundation to the various government’s departments.

To determine whether adequate compensation was received for any resources provided to foundations or
associations, consider the following procedures:

e Identify resources provided to or on behalf of the foundation or association through inquiry,
observation, review of contracts or memorandums and review of payments.

Audiitors should be alert for resources other than direct payments provided by the government. For
example: transfers of surplus property, staff time, office space or storage, office supplies, IT support,
processing payments or other administrative support or donating revenue streams (e.g. coffee stand
or vending machines).
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Review contracts or other documentation provided by the government regarding compensation
provided by the foundation or association.

If the government does not have a contract, memorandum or other documentation in place to describe
resources and services exchanged between the government and foundation, auditors should consider
requesting a written description of the current practices.

Consider verifying that contract terms were followed — that the government did not provide more
resources and did not receive less resources in return than provided by contract terms.

Auditors should refer to the Foundations and Association Agreements step available in the Accountability
| Revenues | Fundraising & Donations folder in TeamStore to help evaluate these contracts and perform

testing.

Expenditures

Payroll - Special consideration should be given to management’s monitoring of over-time, since
hospitals operate 24 hours per day. Physician compensation contracts will likely be moving from
volume or production based to value or quality based (for more information see CMS’s Value-Based
Purchasing (VBP) Programs). The contract terms may be harder to measure as they will be based on
parameters such as service quality, patient satisfaction and provider satisfaction. The risk is that the
Hospital’s current data collection systems may not collect metrics to measure the achievement of the
contract terms. If you have questions please contact your AIC, AAM or a hospital district subject
matter expert.

We have seen an increasing number of payroll frauds in hospitals. One recurring theme is timecard
changes. Many hospitals utilize an automated timekeeping system (similar to punching a timecard,
but uses a badge swipe instead). The hospitals have manual processes in place to handle errors,
system malfunctions and other unexpected items — usually reflected in a “time entry change report”.
In some fraud cases, employees are submitting a timecard correction through this process, but the
changes are not valid — they are changing the timecard to reflect hours they didn't actually work (and
obviously didn't scan in their badge). In another instance, the employee did not clock out at the end
of each day. She then used the change process to mark her day-end, but marked a “clock-out” time
that was later than she actually left. We would expect hospitals to apply extra scrutiny to any timecard
changes.

With the COVID pandemic, districts are challenged to maintain staffing levels and respond to the
changing envinromement. We have seen increased expendituress for traveling nurses and doctors
(this may impact financial condition as these costs are higher than payroll costs for district employees).
We have also seen increases in stipend pay to retain staff and some districts are also increasing pay
to interns, including high school students who may potentially work for the district after graduation.
If you have questions about these types of expenses, reach out to the Program Manager.

Bonus and Incentive Pay — Special consideration should also be given to bonus or incentive pay
arrangements and executive compensation. These types of payments are relatively common in
hospitals; however, in order for them to be appropriate, there must be (1) a board approved policy in
place at the time the goals were established or a board signed contract which included the specific
goals and how they will be measured, (2) adequately defined goals so they can be measured to
determine if accomplished, and (3) adequate documentation to enable an auditor to determine
whether the goals were in fact achieved and bonuses approved. Problems have been found and
reported in all three of these areas.

Compensation of Commissioners — Under RCW 70.44.050, effective July 1, 2018, the
compensation is authorized at a rate of $128 per day up to an annual amount not to exceed $12,288
(see OFM 2018 notice). This rate adjustment period is set once every five years. The Legislature has
“fixed” the compensation (per diem increase) of certain commissioners (e.g. fire, hospital, port, and
water-sewer districts) by use of the word “shall” in the language of the statute. Consequently,
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commissioners from these respective districts do not “fix” their compensation and may receive the
midterm increase in their compensation as directed by law.

¢ Home Health Program - Unique to hospital districts is the Home Health Program for homebound
patients. Nurses travel to homes to provide healthcare services. Risk is that these employees are not
adequately monitored to ensure travel expenses are valid and patient visits were actually performed.

e Travel Costs for Job Interviews - RCW 70.44.060(9) authorizes districts to pay actual travel
expenses for candidates interviewing for physician, health care practitioner, superintendent or other
managerial and technical positions. These costs may only be paid when the board determines that
hospitals or other health care facilities are not adequately staffed and that personal interviews are
necessary. Travel expenses for family members accompanying the candidate are specifically allowed.

e Credit Cards — Hospitals are required to have adequate staffing to serve the patients in their District.
As a result, Executives may have broader spending parameters in the area of recruitment. In reviewing
credit card purchases auditors should verify that the District’s poilicies clearly define allowable credit
card purchases and limits and that credit card purchases are adequately reviewed and monitored to
determine they are allowable per District policy.

¢ Sponsorship/Advertisement Expenditures — Advertisements to make the public aware of specific
services are considered a proprietary purpose of a hospital district. See Hospital District Authority
below for additional information on allowable expenditures.

Assets

Hospitals normally have significant sources of valuable assets. In addition to normal office equipment and a
significant amount of technology equipment, small and attractive assets typically consist of drug inventories,
medical supplies and medical equipment. We would expect all medications for use in treating patients and in
the pharmacy (if one is operated by the hospital) — especially narcotics — be secured and subject to continuous
inventory controls. Due to an increase in the number of reported pharmacy frauds and losses involving system
adjustments in hospitals, auditors should consider system adjustments and segregation of duties over ordering,
receiving, inventory, and adjustments when assessing inventory controls.

Misuse, misappropriation or loss of medications, medical supplies or equipment may be much higher when the
district allows physicians to use hospital facilities for their private practice.

Recent audits have also identified risks with safeguarding of computers and similar theft-sensitive assets, such
as lack of controls to track, monitor and safeguard these small and attractive assets.

Compliance Requirements

General compliance requirements apply to hospital districts, including Open Public Meetings Act, expenditure
audit and certification, conflict of interest, insurance / bonding requirements, limitation of indebtedness,
authorized investments and budgeting.

Hospital District Authority

RCW 70.44 authorizes the establishment of public hospitals to own and operate hospitals and other health
care facilities and to provide hospital and other health care services for the residents. In 2018, the statute
was revised to include facilities and services that “promote health, wellness and prevention of illness and
injury” as outlined in RCW 70.44.007. Auditors may see Hospital Districts paying for recreational facilities such
as bicycle lanes and trails, school recreational fields, walking paths and fithess room upgrades. Districts may
also be paying for services that promote wellness, such as cooking or exercises classes. These expenditures
may be allowable if the district can demonstrate how these expenditures meet the definitions of the new
statutory authority.

If you have questions about whether expenditures are within a Hospital District’s authority, please consult the
program manager.
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Creation of New Entities

We are seeing Hospital Districts create new entities that serve various functions related to patient care (for
example, hospice services, or even information technology related to patient care). When a hospital district
or a group of hospital districts create a new entity, that entity may be subject to audit. Areas to consider in
evaluating whether the new entity is subject to audit include the following: 1) Whether the new entity performs
a governmental function. 2) The extent to which the government funds the entity activities. 3) The extent of
government involvement in the entity activities. 4) Whether the new entity was created by a government or
group of governments. If you see new entities being formed by the District or identified in review of the Notes
about joint venture(s), please discuss with your AIC, AAM or Hospital District subject matter expert to
determine if legal analysis of the new entity may be needed. Note: If it is determined that legal analysis is
warranted, auditors should start the review process by using the Audit Authorizations — Entity Creation
SharePoint page. See also instructions for this page here.

Surety Bond
Treasurers are required to have a fiduciary bond. RCW 70.44.171 requires that the treasurer of the county in

which a public hospital district is located shall be treasurer of the district, except that the commission by
resolution may designate some other person having experience in financial or fiscal matters as treasurer of
the district. If the treasurer is not the county treasurer, the commission shall require a bond, with a surety
company authorized to do business in the state of Washington, in an amount and under the terms and
conditions which the commission by resolution from time to time finds will protect the district against loss. The
premium on any such bond shall be paid by the district (RCW 70.44.171).

Executive Session

Hospitals may conduct executive sessions for quality improvement committee meetings or to discuss the status
of clinical or staff privileges (RCW 70.44.062), in addition to general allowable purposes for executive sessions
in the Open Public Meetings Act; however, any final actions related to those discussions must be made in an
open public meeting.

Bid Law

Hospitals are subject to prevailing wage and competitive bidding requirements for public works projects (RCW
70.44.140). See the Bidding & Procurement guide for details. With respect to purchases, competitive bidding
is required for materials, but the law does not clearly require bidding for equipment and supplies; Aowever, if
federal money is used to purchase equipment, the Hospital would be required to comply with the Uniform
Guidance procurement standards found in 2 CFR 200.318-.327 (assuming these provisions apply to the federal
program they are charging the costs to).. We will take exception to purchases of materials where there is no
competitive process. The bid law guide states:

Materials and supplies include articles which form a part of a finished product, while equipment is used
in carrying on the work (such as tools, appliances, etc.). Materials and supplies are entirely consumed
in that process and become a physical part of the product, while equipment does neither.

RCW 39.04.270, Electronic Data Processing and Telecommunications Systems is an alternative method
hospitals can use when making such purchases. However, since hospitals are not required to competitively bid
for equipment and supplies, this method is not required.

Purchases for expendable or disposable supplies used in patient care are not subject to bid laws.

Hospitals may use day labor/employees on public works projects that do not exceed their bid threshold
(including materials, sales tax, and labor costs).

Please contact the program manager to discuss reporting levels of any issues noted.

Contracts

General contracting risks are applicable to hospital districts due to the extent of public-private partnerships
and contracting. The risks include 1) not adequately monitoring the contracts to ensure the hospital is not
paying more than the contract amount or paying for services not rendered, 2) the contract is poorly written
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and doesn't clearly identify the services to be received for the compensation paid or address what happens if
the services are not fulfilled or 3) there is no formal contract established.

Two types of contracts that are specifically high-risk are:

¢ Physicians using hospital facilities for private practice. These physicians both work for the
hospital for a designated number of hours and hold a private practice using the same hospital facility.
The primary risk is whether the contract with each physician is appropriate (no gift of public funds).
An example of a contract that would not be considered appropriate would be one in which a physician
receives many more benefits (from the use of hospital facilities) than he/she is providing in return to
the hospital. In order to properly evaluate the exchange of goods and services between a physician
and a hospital, the contract language should be sufficiently specific and clear as to allow management
(and auditors) to evaluate and measure the adequacy of the exchange. If it is determined to be
appropriate, then the secondary risk is whether hospitals adequately monitor physicians to make sure
they are not using unauthorized hospital equipment, supplies and personnel for their private practice.
Note: some hospitals prohibit this practice.

e Subsidy contracts with physicians. Under the conditions of participation in Medicare and
Medicaid, hospitals must have adequate medical staff to provide quality care. Hospitals are dependent
on physician providers to satisfy these requirements. Market demand and other competitive factors
may make it necessary to pay a physician subsidy in order to entice a physician or physician group to
the District’s service area or maintain their association with the hospital or health care system.

A subsidy arrangement is basically an income guarantee that the hospital provides to a physician who
is recruited to a hospital’s geographic area or is used as an incentive to retain a physician in the area.
Typically, the District should have some sort of study, survey, analysis or review to support that there
is a need for the physician’s service type or specialty. The subsidy should be supported by a written
agreement, signed by both parties, that clearly identifies the terms under which the physician will
receive the subsidy payment. Over the last several years, we have seen an increased risk that Districts
do not monitor the terms of the agreement and require the physician to meet the agreement’s
expectations or provide any identified supporting documents to support the subsidy payments.

Auditors should review the subsidy contracts for compliance with the terms of the agreement and the
District’s monitoring of the terms to ensure they are met prior to payment. The agreement should
also include the actions to be taken if a physician does not fulfill the terms of the agreement and the
District should be refunded amounts already paid to them. (For example if the agreement gives a
subsidy based on the physician working at the District for three years but the physician only stays for
two years what District controls are in place to ensure subsidy payments are refunded.)

Budgetary Requirements

Hospital districts are required by state law (RCW 70.44.060(6)) to adopt a budget. The budget informs the
citizens of the district’s best estimate of revenues and expenditures for the ensuing year and must be adopted
by the Board of Commissioners. Failure, by entity management, to enact a budget would result in non-
compliance with the statutory budget requirements. If actual expenditures exceed those budgeted, districts
are not required to amend the budget.

FINANCIAL REPORTING

DOH publishes an Accounting and Reporting Manual that prescribes a uniform system of accounting and
required reports for Washington hospital districts in order to accommodate data collection. This manual is
available on the DOH website. Districts should also follow the BARS manual.

GAAP reporting changes

All new GASBs are identified and evaluated by the Financial Audit Committee (FAC), as summarized on the
GASB Tracker available on the FAC Sharepoint page. When evaluating implementation of new GASBs for
Hospital Districts, auditors should specifically consider:
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GASB 87 (Leases, originally effective FYE 12/31/20, now effective FYE 6/30/22) is expected to have
an impact on hospitals and require re-evaluating and changes to reporting for leases, such as leases
for equipment or buildings. We would expect this to require significant effort and analysis. We would
not expect any early adoption of this GASB. A TeamMate testing strategy workpaper is available in
Financial Statement | GAAP | Workpapers.

GASB 95, issued May 8, 2020, delayed the implementation date of certain new standards. Entities have the
option to decide whether or not to delay implementation. During planning, as part of Understanding the Entity
& Environment, auditors should inquire with the entity and confirm the entity’s implementation decisions.

Patient Billing

Since accounting for patient revenues involves a number of estimates, it is key to evaluation of financial health
and at higher risk for misstatement if a hospital district is experiencing financial difficulty. Moreover, each
hospital district’'s operating practices related to patient billing can affect financial health. See also Required
Risks to Assess. Some issues noted in recent audits include:

Staff turnover or shortages causing untimely billing for patient services to insurance carriers resulting
in unanticipated uncollectible accounts.

Inadequate staff training in the use of the complex patient billing software to produce accurate billings
to patients and insurance carriers. If a district relies on software to calculate patient billings and the
auditor determines this is a key control, the auditor should use the “IT Control Testing — Software
Calculation” step available in TeamMate in the Permanent File | GAAP folder.

Journal entries made to patient accounts by numerous employees without review for reasonableness
or accuracy or without adequate support.

Using an inconsistent methodology for calculating the allowance for uncollectible patient accounts.
Charity care determinations that are not supported or do not comply with district policy.

The following are unique accounting issues related to patient billing (revenues and related receivables and
payables). Due to the level of estimation involved with components of patient revenues, receivables and
payables, inherent risk would typically be assessed at high for these balances.

Cost Report Rates — At the beginning of each year, Medicare and Medicaid provide the hospital with
the rates they will pay for patient care under these programs. These rates are based on the total
expenditures reported for these patients in prior years. The difference in the actual costs of service
and agreed upon rate results in a “Contractual Adjustment”. Auditors should consider gaining an
understanding of the cost report preparation and how it may impact the financial statement audit.
Auditors should consider controls over the data and preparation if the report is internally prepared. If
the report is prepared by an outside CPA firm, auditors should consider using the Reliance on Outside
Specialists procedures available in TeamStore when auditing material balances affected by the cost
report.

Contractual Adjustments — This is a set amount that is adjusted from the actual patient billings
based on a contract that is signed by the hospital with insurance carriers (Medicare, Medicaid, Private
pay companies). For example, Medicare may agree to pay for 80% of total charges. Thus, 20% is
adjusted off as a contractual adjustment.

Third Party Settlements (may be reported as either a receivable or a payable) — These are amounts
which have been calculated by Medicare and Medicaid that either the hospital owes to, or are due
from, the insurance program based on the contractual agreement and “Cost Report” prepared annually
(due May 31% each year). If the hospital shows expenditures to provide patient care services are
higher than used to calculate the rate in the annual cost report, the program will send the hospital the
difference (receivable) and if it costs the hospital less money to provide the care than that used to
establish the rate, the agencies recoup the money when the hospital pays it back (payable).

Write-offs — Amounts written off by private pay insurance carriers or amounts due personally from
the patient that the hospital estimates will not be collected. This amount is an estimate based on the
collection history of the hospital.
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e Charity Care — This is an amount that the hospital has decided to pay for those patients that qualify
to receive free services according to hospital policy, usually low income patients. Article 8, Section 7
prohibits gifts of public money except for certain things, including "necessary support of the poor and
infirm". As described in Chapter 70.170 RCW and Chapter 246-453 WAC, provision of charity care
appears to meet the exception in Article 8 Section 7 regarding the necessary support of the poor and
infirm. Hospital charity care policies must provide that all persons receiving hospital-based care with
income at or below the federal poverty level are entitled to charity care without charge; all persons
with incomes between one hundred and two hundred percent of the federal poverty level qualify for
discounts based on the hospital's sliding fee schedule (specified in the charity care policy). Thus,
hospital districts are not only authorized to provide charity care, but must do so in a manner consistent
with these laws. RCW 70.170.060 and WAC 246-453-070 require hospitals to submit charity care
policies, procedures and sliding fee schedules to DOH for review and approval. Links to the policies
approved by DOH can be found on the DOH website.

¢ Major “Customers” — Revenues at some hospitals from third-party payers like Medicare and
Medicaid can account for a significant portion of patient revenues (70 to 80 percent). It is important
to determine the make-up of the patient base in each hospital. Laws and regulations governing
insurance programs are extremely complex and subject to interpretation and sudden change. Consider
that there is at least a reasonable possibility that recorded estimates could change by a material
amount.

o Concentration of Credit Risk — A hospital basically grants credit to its patients without collateral.
Most are local residents that are covered by third-party insurance or uninsured. Again, the make-up
of the patient receivable balance among these various parties can affect the collectability or
receivables.

Reporting Entity

RCW 70.44.060 gives hospital districts broad authority to cooperate with a variety of organizations and entity
types for hospital operations. Districts routinely create related parties or joint ventures as part of this authority.
Auditors should evaluate these cooperative arrangements for adequate financial statement disclosure based
on the clarity standards. The Interlocal Agreement Entities planning guide should be reviewed to help evaluate
these arrangements to determine if they create a separate municipal cooperation that should receive a
separate audit. The Director of Legal Affairs should be contacted to evaluate interlocal agreements, and
bylaws etc., if the auditor has questions about the proper reporting of these cooperative agreements.

Auditors should be alert for other entities requiring an audit when reviewing activity, contracts, joint venture
note or agency funds of a hospital. We should ensure that these entities are submitting financial statements
in accordance with BARS requirements and receiving audits. Follow the SAO Hub | Auditor Reference Guide |
New Entity Creation or Dissolution Form and Instructions in evaluating new or previously unidentified entities.

Reporting Foundations and Trusts

GASB 39 requires foundations to be reported as discretely presented component units only if the foundation
is significant to the entity. For this analysis, auditors should use 5% of total assets or revenues (parallel to
major fund determination) as a rule of thumb for “significance” along with consideration of qualitative
factors. For audit purposes, we'd expect entities with foundations that are not reported to have documented
analysis to support their conclusion. If not, auditors should perform the analysis with increased professional
skepticism and obtain a specific management representation if the auditor determines the foundation is not
significant and should not be included (see Representation Letter Resource).

Reported foundations must have an audit conducted by a CPA firm for us to rely on the work of the other
auditors. Auditors are required to follow procedures in the “External Auditor performs PART of audit” TM step.
Auditors should refer to Policy 6240 for guidance on standards for group audits.

Additional guidance and information on reporting foundations is available in FYI 2016-02.
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Classification of current versus non-current liabilities

Some hospital districts are not reporting the current portion of UTGO Bond debt as a current liability on the
balance sheet because the repayment is intended to be funded through tax revenue received in the subsequent
period. Enterprise funds should categorize assets and liabilities as either current or non-current according to
whether they are expected to generate or use cash within 12 months of the end of the fiscal period NOT
according to the origin of resources used to liquidate the liability. The source of money that will repay the debt
has no effect on the current/non-current classification.

Classification of Grant Revenues as Operating or Non-operating

Generally speaking grants are not considered to be an operating revenue source; however, there are some
exceptions. GASBS 9, paragraph 17c allows grants to be reported as operating revenue if they are for specific
activities that are considered to be operating activities of the grantor government (a grant arrangement of this
type is essentially the same as contract for services).

These grants may occur in hospitals. There are certain arrangements often called grants (e.g., trauma grants,
etc.) which are more like payments for services performed by hospitals than “traditional” grants. In such
cases, when a grant is a result of hospital operations (i.e. it's a form of payment either from the state or
federal government), it should be reported as operating revenue. If a grant is generated by hospital operations
and resembles a payment for services, it should be reported as operating revenue. What the grant can be
spent on — e.g. operations — is not a criterion for classification as operating revenue. Please note that if a
grant is used consistently to cover an operating deficit, it should be treated as non-operating revenue.

To determine whether or not the hospital district has correctly classified their grants as operating or non-
operating revenues, we can ask the hospital district what the purpose of the grant is, what kind of expenditures
are made with the grant and if the hospital district receives the grant every year to help cover their costs.

Note Disclosure for Material Exposures

Auditors should review notes for disclosures unique to hospital districts. For instance, determine if material
exposure exists regarding changes in estimates for third-party payments, and if so, is the uncertainty regarding
revenue realization disclosed in the notes to the financial statements. In the health care environment, it is
reasonably possible that estimates regarding third-party payments could change in the near term as a result
of future events such as reimbursement methods changing. For most hospitals with significant third-party
revenues, the effect of the change could be material to the financial statements. Where material exposure
exists, the uncertainty regarding revenue realization is disclosed in the notes to the financial statements. In
order to render an opinion, the auditor's responsibility is to evaluate the reasonableness of management's
estimates based on present circumstances and to determine that estimates are reported in accordance with
GAAP and adequately disclosed. See AICPA’s Statement of Position 00-01 for details which is located on the
Hospital Resources page.

FEDERAL AWARDS, INCLUDING GRANTS

Pre-COVID, most districts did not receive $750,000 or more in federal funding. However, as various federal
coronavirus funding programs became available to hospital districts, some may be subject to a single audit
that normally were not subject to this requirement.

Paycheck Protection Loan Program (ALN 59.073)

The Paycheck Protection Program (PPP) is one of the four largest federal funding programs established by the
Coronavirus Aid, Relief, and Economic Security (CARES) Act. PPP loans are awarded by the Small Business
Administration through participating banks and other lenders. The loans can be forgiven under certain
conditions and if used for certain purposes. They are targeted to small businesses and non-profits to help pay
for payroll and other specific expenses, such as utilities and rent, due to the decrease in business caused by
the shutdowns during the pandemic. As of the date of this planning guide, hospital districts are the only
known government entity that may be eligible for this program per the US Treasury Interim Final Rule. This
program is excluded from 2 CFR 200 Uniform Guidance, therefore it is not subject to single audit
(expenditures are not reported on the SEFA).
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Provider Relief Fund (ALN 93.498)

The Provider Relief Fund (PRF) is one of the four largest federal programs funded by the CARES Act, the
Paycheck Protection Program and Health Care Enhancement (PPPHCE) Act, and the Coronavirus Response and
Relief Supplemental Appropriations (CRRSA) Act. The PRF supports eligible healthcare providers in the battle
against the COVID-19 pandemic. Eligible providers may receive PRF payments for health care related expenses
or lost revenue attributable to coronavirus. 2 CFR 200 Uniform Guidance is applicable to this program,
therefore, federal expenditures must be reported on the SEFA. However, there are special rules
for SEFA reporting. See ALN Notes for special SEFA reporting requirements.

ProShare

Many rural public hospital districts receive supplemental Medicaid payments which are referred to as
“ProShare”. ProShare payments should not be reported on the SEFA, as these payments are considered
a payment for provider services and not a grant.

Meaningful Use

The Centers for Medicare and Medicaid Services (CMS) established an incentive program using American
Recovery and Reinvestment Act (ARRA) funds to encourage eligible providers and hospitals to adopt and use
certified Electronic Health Record (EHR) technology. One goal of ARRA is to increase the Meaningful Use of
EHR technology among medical providers.

Hospitals and eligible providers, such as County Health Districts, who participate in the CMS EHR Incentive
Program and receive Medicaid Incentive funds do NOT report these on their SEFA. These funds are NOT
a grant or a loan, but a federal payment for using federally certified EHR.

Hospital Disproportionate Share Program

DSHS-Medical Assistance Administration (MAA) gives a “disproportionate share hospital (DSH) payment” to
hospitals that serve a disproportionate (large) number of low-income patients. These payments are not
considered a grant and should not be reported on the SEFA.

Federal Capital Financing Programs for Hospitals

The Departments of Agriculture, Commerce, and Housing and Urban Development have grants and loans
available to assist hospitals in their capital financing needs. Be alert for these types of awards as there is a
risk that the hospitals may not be reporting these on the SEFA.

The following are the most common federal awards received by hospital districts:

Grants to Provide Outpatient Early Intervention Services with Respect to HIV Disease (ALN
93.918)

This program provides extra services and care related to the Human Immunodeficiency Virus (HIV) and the
Acquired Immune Deficiency Syndrome (AIDS). The program is primarily administered at the Federal level by
the HIV/AIDs Bureau and Health Resources and Services Administration (HRSA). Grants are awarded to public
and non-profit private entities, including federally qualified health centers. Services may be provided directly
by the grantee or through contractual agreements with other service providers. The funding for this grant
allows grant recipients to provide disease-specific care and treatment services.

Childhood Immunization Program (ALN 93.268)

This is a HHS program administered by the WA Department of Health (DOH). Funding can be awarded in the
form of discretionary Section 317 immunization funding (cash grants) and Vaccines for Children (non-cash
assistance-vaccines). The discretionary grants are awarded for activities such as research, public information,
education and training. The vaccine program supplies immunizations for children. Both forms of assistance
must be reported in the SEFA.

Medicaid (ALN 93.778)
The Medicaid program is administered by WA DSHS. The majority of Medicaid funds are paid to medical
providers for services rendered to individuals.
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Per Uniform Guidance in 2 CFR 200.502(i):

(i) Medicaid. Medicaid payments to a subrecipient for providing patient care services to Medicaid-
eligible individuals are not considered Federal awards expended under this part unless a State
requires the funds to be treated as Federal awards expended because reimbursement is on a cost-
reimbursement basis.

DSHS enters into various contracts with hospitals, health districts, schools, areas on aging, etc., to perform
tasks that may not fall under the “patient care services to Medicaid eligible individuals” classification. A majority
of the activity for this grant is often fee-for-service revenue, while a smaller portion of the grant is on a cost-
reimbursement basis. DSHS typically considers the auditee to be a vendor with regards to activities funded
on a fee-for-service basis (see note below on “fee-for-service”), but designates them as a subrecipient
with regards to activities funded on a cost-reimbursement basis. Accordingly, only the portion received on a
cost-reimbursement basis is considered a grant and should be reported on the SEFA.

NOTE: not all “fee-for-service” type revenues are excluded from SEFA reporting! DSHS has
clarified that the “service type” is the defining factor. For example, if the fee-for-service is considered
administration, then the federal portion must be included on the SEFA, whereas patient care services are not
reported. Use the following chart as a guide:

Federal Medicaid (Title XIX) & Money Follows the Person (MFP) Funds received
by the auditee that should be included in the SEFA

] . Include
":-S‘.j::rlgg Service Re/mb;}// gf;:ment Service Type | on the
SEFA?

Health Insurance or Caregiver

TXIX & MFP | Training Cost Reimbursement |  Patient Care No
TXIX & MFP Contract Management

TXIX & MFP | (federal portion only) Cost Reimbursement | Administration Yes
TXIX & MFP Case
Management/Nursing Services Unit Rate/Fee for

TXIX & MFP | (CMNS)* Service Administration Yes *
TXIX Nursing Services, e.g. DDD or

TXIX & MFP | HCS (federal portion only) Cost Reimbursement | Administration Yes
TXIX Information and Assistance

TXIX & MFP | (federal portion only) Cost Reimbursement | Administration Yes

* CMNS is paid based upon a unit rate. The auditee must report the federal only portion of the unit rate on
the SEFA and not their actual expenditures.

Women, Infants and Children (ALN 10.557)

This is a USDA program administered by the WA Department of Health (DOH). DOH uses both federal and
state funds to provide supplemental nutritious foods, nutrition education, and referrals to health care for low-
income women who are at nutritional risk and who are pregnant, who have just given birth, or who are
breastfeeding. The program also serves infants and children up to age five who are determined to be at
nutritional risk.

About 75 percent of the WIC Program's annual appropriation is used to provide WIC participants with monthly
food package benefits. The remainder is used to provide additional services to participants and to manage
the program. Additional services provided to WIC participants include nutrition education, breast-feeding
promotion and support activities, and client services, such as diet and health assessments, referral services
for other health care and social services, and coordination activities.

DOH contracts with subrecipients to determine eligibility and to enter eligibility data electronically into the DOH
Client Information Management System (CIMS). The subrecipients also print and deliver checks to recipients
from CIMS. A primary risk in the WIC program is payments of duplicate benefits. This can occur when a
participant enters the program and payment system at more than one location (only if the name documented
is different). Staff is trained to ask for identification such as driver’s license prior to documenting name in
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CIMS so this process should minimize duplicate payments. Checks that are declared stolen can be replaced
only with a police report. Checks that are destroyed in a fire can be replaced only with a fire report. If
duplicate payment is discovered it is investigated. Checks that are lost are no longer replaced.

Homeland Security Property

Many entities receive equipment and supplies that are funded by the Department of Homeland Security.
Typically, this property is awarded to the State of Washington Military Department and then distributed to
various counties and then further distributed to cities, towns, and special-purpose districts. If the district has
received Homeland Security equipment or supplies, this is considered a non-cash award that must be reported
on the SEFA. The amount to be reported is the fair market value (or other amount designated by the grantor)
on the date it is received by the entity.

Hospital Cost Principles

Hospitals do not follow the 2 CFR 200 Uniform Guidance Cost Principles (Subpart E). Per Appendix IX to Part
200 — Hospital Cost Principles: Until such time as revised guidance is proposed and implemented for hospitals,
the existing principles located at 45 CFR part 75 Appendix IX, entitled “Principles for Determining Cost
Applicable to Research and Development Under Grants and Contracts with Hospitals,” remain in effect.
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APPENDIX: Glossary of Healthcare Terminology

Diagnosis Related Groups (DRGs): patient classification system that relates demographic, diagnostic, and
therapeutic characteristics of patients to length of inpatient stay and amount of resources consumed, that
provides a framework for specifying hospital case mix, and that identifies a number of classifications of illnesses
and injuries for which Medicare payment is made under the prospective pricing system

Ambulatory Patient Group (APG), Ambulatory Payment Classification (APC): institutional outpatient
reimbursement system based on the methodology developed by 3M for HCFA; APCs/APGs are to outpatient
visits/services what DRGs are to inpatient hospital admissions; the payments are based on categories or
groupings of like or similar services requiring like or similar professional services and supply utilization; may
be used by other payers

Bundling: practice of combining services into one provider's claim to a payer; for Medicare, it includes
combining services of non-physician providers inside and outside of a facility into the facility claim

Case Mix: (1) clinical composition of a provider's population among various diagnoses used as a factor in
determining cost of service and rate setting (2) mix of patients who have different third party payers for their
medical bills (i.e., Medicare, private insurance, workers' compensation)

Case Mix Index: measure of the relative costliness of patient treated in each hospital or group of hospitals
Case Mix Severity: level of illness or disability within a particular case-mix grouping

Current Procedural Terminology, Fourth Edition (CPT V.6.0): set of 5-digit codes developed by the
American Medical Association (AMA) that are used for reporting medical services performed by physicians and
other health care providers. Their purpose is to provide a uniform language that will accurately describe
medical, surgical and diagnosis services. This system of coding terminology is the most widely accepted
nomenclature for the reporting of medical services under government and private health insurance programs.

Disproportionate Share Hospital (DSH): a designation given to a hospital that meets HCFA criteria for
care given to indigent and/or state healthcare related program patients

DRG Creep: systematic coding of a patient's diagnosis to maximize hospital reimbursement, often
inappropriately used to refer to natural growth in case-mix severity and efforts to provide more accurate and
descriptive coding

DRG Rate: fixed dollar amount reimbursement based on averaging of all patients in that diagnosis related
group

DRG Validation: review by a peer review organization of medical records to ascertain that the DRG
assignment was substantiated and that the admission was medically necessary and appropriate

DRG Weight: index number that reflects the relative resource consumption associated with each diagnosis
related group

Fiscal Intermediary (FI): public or private insurer agency selected by HCFA providers to pay institutional
claims under Medicare

Health Care Financing Administration: a federal agency within the U.S. Department of Health and Human
Services. Although it still exists HCFA was renamed to Centers for Medicare and Medicaid Services (CMS)

Healthcare Common Procedure Coding System (HCPCS): set of codes that were established to cover a
variety of services, supplies and equipment not identified by the CPT codes. The HCPCS is divided into two

Washington State Auditor's Office Page 18 of 20







subsystems, referred to as level I and level II. Level I is the CPT codes and are identified using 5 numeric
digits and level II are services such as ambulance, durable medical equipment, injections, etc. and consist of
a single alpha letter and 4 numeric digits. Level III codes were eliminated with the advent of HIPAA.

Health Insurance Portability and Accountability Act of 1996 (HIPPA): multi-faceted law whose
primary purpose is the protection of patients from loss of healthcare coverage due to pre-existing conditions
when changing jobs. It also provides for security and privacy of health data and standards for electronic
health information transactions.

Integrated Delivery System (IDS): a system of healthcare providers organized to deliver a broad range
of healthcare services. Other terms include integrated healthcare delivery system (IHCDS), integrated delivery
network (IDN), and integrated delivery and financing system (IDFN)

Joint Commission on Accreditation of Healthcare Organizations (JCAHO): private, not-for-profit
organization composed of representatives of the American College of Surgeons, American College of
Physicians, American Hospital Association, American Medical Association, and American Dental Association
whose purpose is to establish standards for the operation of health facilities and services, conduct surveys,
and award accreditation

Joint Venture: arrangement involving risk and benefit sharing between a hospital and one or more other
entities, with rights and obligations specified in contractual terms for a specific purpose

Major Diagnosis: diagnosis accounting for the greatest resource consumption during a patient stay

Major Diagnostic Category (MDC): grouping of patients into major clinical categories based on organ
systems and disease etiology

Medicaid (Title XIX): federally aided, state-operated and administered program which provides medical
benefits for certain indigent or low-income persons in need of health and medical care; benefits, program
eligibility, rates of payment for providers, and methods of administering determined by the state subject to
federal guidelines

Medicare (Title XVIII): U.S. health insurance program for people aged 65 and over, for persons eligible for
social security disability payments for two years or longer, and for certain workers and their dependents who
need kidney transplantation or dialysis; consists of two separate but coordinated programs: hospital insurance
(Part A) and supplementary medical insurance (Part B)

Medicare + Choice: Medicare Part C program created by the Balanced Budget Act in which the Medicare
program contracts with private health plans, provider sponsored organizations, private PPS plans, and medical
savings accounts to provide beneficiary health care. It offers expanded benefits over Medicare Part A and B
for a fee. An individual must be enrolled in Medicare Part A and B to qualify.

Medicare Economic index (MEI): index used to update physician fee levels in relation to annual changes
in the general economy for inflation, productivity, and changes in specific health sector practice expense factors
including malpractice, personnel costs, rent, and other expenses

Medicare Geographical Classification Review Board (MGCRB): board established by HCFA to review
applications by facilities for modification of their wage index under the prospective payment system

Medicare Loss Recapture: the Medicare reimbursement provision by which, when a Medicare-participating
hospital is sold at a loss within a year after the owner stops participating in the program, Medicare reimburses
the selling owner for Medicare's percentage of the loss

Medicare Part A: hospital insurance program portion of Medicare, which automatically enrolls all persons
aged 65 and over entitled to benefits under the Old Age, Survivors, Disability and Health Insurance Program
or railroad retirement; generally pays for institutional care
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Medicare Part B: voluntary portion of Medicare, which generally covers physician services; requires
enroliment and the payment of a monthly premium

Medicare Part C: Medicare + Choice above

Medicare Part D: drug benefits plus coverage for preventive screenings and tests. Part D came with the
passage of the Medicare Prescription Drug, Improvement and Modernization Act of 2003.

Medigap: a health insurance policy sold by private insurers to fill the gaps in Medicare parts A and B. There
are 10 standardized Medigap plans and each offer a different set of benefits. An individual cannot have both
Medigap and Medicare + Choice.

Prospective Payment System (PPS): method of payment by which rates of payment to providers for
services to patients are established in advance for the coming fiscal year. Providers are paid these rates for
services delivered regardless of the costs actually incurred in providing these services

Upcoding: also called upcharging, is exaggerating or falsely representing what medical conditions were
present or what services were provided to a client in an effort to obtain more money than the actual services
that were rendered would provide.
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Planning Guide Information
Supercedes previous planning guide dated February 18, 2020. Please direct questions or suggestions to a Port
Subject Matter Expert.

Guidance is based on the extensive research, brainstorming and reviews conducted as part of the planning guide
update process. Guidance is intended only for internal use to help auditors gain an understanding of ports. The
guide is intended to enhance planning and risk assessment procedures, not replace them. Information in the guide
should therefore be considered along with other planning and risk assessment procedures. While guidance is
designed to be as comprehensive as feasible, auditors must be alert for audit issues and situations not specifically
addressed.

This guide is used by the State Auditor’s Office staff as they plan audit engagements. Information
presented in this document does not represent policy or legal guidance. State agencies and local
governments should contact their legal counsels with specific questions.
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WHAT'S NEW
Auditors should be aware of the following significant updates:
e Passengar Facility Charge (PFC) Reports — PFC reports will now be separately published for each entity rather
than combined into the financial/financial single reports.
¢ Commissioner Compensation - In the 2020 legislative session, a small adjustment was made to the laws
changing the next date that OFM would adjust salaries and per diem rates for inflation to January 2024. We
have confirmed that this change was only to the date and does not overrule any compensation rates.
e Asset Retirement Obligations (AROs) — Examples have been added for AROs common to ports that auditors
should consider.

REQUIRED RISKS TO ASSESS

The following risks must be documented as red flags and discussed during brainstorming to ensure sufficient
consideration. They should be prioritized for all audit types to the extent they are applicable and significant to the
port and type of audit.

Financial Condition

Governments have experienced a wide range of negative economic and operational effects as a result of COVID-
19. We would expect that most governments have and will need to cope with reduced and/or delayed revenues and
increased expenses. However, these effects may vary widely by government and will depend on a number of factors,
including the government’s policy or program responses to the pandemic, the extent of any offsetting decreases in
other expenses, state or federal relief funding, and the strength of its financial condition to start with. This risk
should be assessed for both accountability and financial audits as part of regular planning steps, and especially as
part of the risk assessment inquiry. If needed, auditors may use the “Financial Condition” step available in TeamMate
in the Accountability folder to further evaluate this risk.

Auditors should review FYI 2020-01 COVID-19 Considerations for expected event disclosures.

EFT Controls

Due to the increase in the number of payroll and vendor EFT cyber related frauds, testing EFT controls is a required
risk to assess for all entities we audit. Of primary importance is to discuss controls related to changing existing EFT
associated bank account numbers. Individuals with the ability to change or add EFT accounts need to have clear
guidance on the process to authorize these changes through a proper validation method, specifically, a follow-up
phone call. The majority of these frauds are prompted through email communication, but all change requests,
including mail, fax and phone calls, should be followed up with a known contact using previously known contact
information and not the contact information that may be provided in the request.

A testing strategy is available in TeamMate at Accountability | Expenses | EFT Disbursements | Controls over EFTSs.
Contact Team IT Audit at SAOITAudit@sao.wa.gov for additional clarification or guidance.

Patch Management

Ports have been identified as strategically important, specifically in matters related to national security, and likely at
a higher risk of cyber incidents. Depending on a port's activities, they are often the economic hub of their
communities and their ability to maintain consistent operations is vitally important.

Ports are also in decentralized locations, and often separate IT personnel are responsible for different key operational
systems (airport, marina, marine terminal, etc). Patch management is a front-line defense to ensure operational
systems, as well as financial systems, remain strong against known and potential vulernabilities. A testing strategy
is available in TeamMate at Accountability | IT Controls | Patch Management. Auditor’s should focus the testing
towards key systems that house confidential data or operate significant infrastructure.

Leases

Due to the implementation of GASB 87, both GAAP and cash-basis ports may be re-evaluating and restructuring lease
arrangements. The reporting requirements have an original implementation effective FY20, but entities have an
option to postpone to FY22. Even if postponing implementation, most ports are aware that preparation is strongly
suggested ahead of time from an operational perspective.
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Potential risks as a result of these changes, in addition to typical risks noted in the Leasing Activities section below,
include:
e Cancelation of contracts not in accordance with the terms of the lease.
e New leases created that are not in line with policy requirements at the time and deviations are not adequately
approved by commissioners or their designees.
e Leases classified as short term (less than a year) with a potential for a gap before signing a new lease with
the same lessee, but lessee continues to occupy or use the non-financial asset (rental facility). See Leasing
Activities section for potential audit techniques.

In addition, many of the businesses that ports lease space to experienced reductions in revenues due to the COVID-
19 pandemic and statewide shut downs (boat sales, restaurants, etc.). In response, many businesses faced difficulties
in making regular rent payments and ports began looking to see if they could amend, defer/delay, or forgive lease
payments.

While ports control and set the rental amounts and can defer or delay payments, any forgiveness could be considered
a gifting of public funds if rental contracts do not have specific clauses included. SAO does not provide legal advice
but we have encouraged ports to consult with their legal counsel, ensure a policy is drafted and approved by the
Board, and “document document document”.

Auditors should inquire as to how the port was affected by the shut-downs, how they addressed any issues with
leases and any legal analysis they performed. Any specific questions/situations should be brought to the
supervisor/AM/AD before talking to Director of Legal Affairs.

A testing strategy is available in TeamMate at Accountability | Entity-Specific Areas | Port District folder | “Review
Lease Agreements”.

BACKGROUND

Port districts are municipal corporations established under Title 53 RCW for the purpose of providing harbor, airport
and industrial development facilities. A primary purpose of port activities is economic development. Ports raise
revenue by levy of an annual tax and through charges for services. The Washington Public Ports Association website
at www.washingtonports.org has additional background information on ports including a directory of ports.

Ports are governed by an elected three or five member board of commissioners. The commissioners may delegate
administrative authority to an executive director to conduct operations of the port.

Ports are allowed expenses for industrial development, trade promotion, tourist promotion and facilities and economic
development programs. Common activities include the creation and operation of industrial parks or facilities, marinas,
marine terminals, and airports. Promotional hosting, as described below in the accountability and legal compliance
section, is another common activity that is unique to ports. Ports may also have toll facilities, pollution control
facilities, water-sewer facilities, park and recreational facilities, fire departments and police departments.

In addition to authority under the interlocal agreement act, ports may also create and operate:
e Industrial Development Corporations (Chapter 39.84 RCW)

Industrial Development Districts (Chapter 53.25 RCW)

Economic Development Finance Authorities (Chapter 39.110 RCW)

Tax credit partnerships (RCW 35.21.735)

Trade Centers (Chapter 53.29 RCW)

Export Trading Companies (Chapter 53.31 RCW)

Foreign trade zones (RCW 53.08.030)

Port Development Authority (Chapter 53.57 RCW)

If you are auditing a port with one or more of these, additional audit steps or entire audits may be required. Auditors
should check the Local Government Basic Information Spreadsheet for additional information on each entity, including
if they are subject to audit.
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Often times stand alone Airport Boards are formed by cities or counties to run airports. These are likely formed under
RCW 14.08 and are not classified as Ports. While they are separate entity types, many of the risks in this planning
guide may still apply to the Airport Board.

Industry, Regulatory and Other External Factors

While most port revenues are exposed to market competition, the port’s position as an infrastructure service provider
is normally stable. Business risk would only arise when the port is providing infrastructure for a market that is not
large enough to support it or when there is a major decline in the market. A major decline may be caused by general
or local economic conditions, by the loss of a major customer or tenant or by significant new competition.

A second potential business risk for ports is environmental liabilities. Such liabilities may arise from either port
activities or tenant activities where the port could be named as a potentially responsible party.

Measurement of Financial Health

Many ports are in financial distress because of various factors. Competitive position, reduced business traffic, loss of
key contracts and aging infrastructure are among the factors weakening financial position. Additionally, increased
burden on many ports with environmental liabilities has occurred because of state taxes that are tied to wholesale
gasoline prices being dramatically reduced over the past couple years.

Auditors can use the “Financial Condition” step available in TeamMate in the Accountability folder to evaluate this
risk plus the following considerations when evaluating financial condition (see also Required Risks to Assess):

e Extent of dependence on major customers and the current status and/or outlook for these customers.

e Extent of exposure to changes in local or general economic conditions and the current status and/or outlook
for these conditions.

e Presence of any contingent liabilities, such as pollution remediation.
Available taxing authority, if the port is not already taxing up to their limit.
Condition of infrastructure and competition. For example, a port with poor access to interstate highways or
rail may be at a competitive disadvantage.

We would expect such information and analysis to be done already by management as part of their risk assessment
procedures and for the MD&A.

PLANNING & ADMINISTRATION

Ports are required to create and annually update a Comprehensive Harbor Improvement plan, detailing all of their
current and planned activities.

Training and Additional Resources
The following recorded self-study is available in the training system and may be helpful when auditing port districts:
e Know Before You Go: Port Districts

Additional resources related to ports can be found on MRSC's Port Resources page.

Key Operational Information
Key information about port operations the auditor should document in the permanent file would include:
e Major activities or programs. Note 1 in the notes to the financial statements should list major types of
services provided and the port’s comprehensive plan should provide a complete picture of the port’s activities
and programs and its future plans for each of these areas.

e Alist or map of all facilities available for rent or lease.

e Any major tenants or customers (ex: customers that individually represent 10% or more of the port's
revenue).

e The extent to which commissioners have delegated authority to port management, such as through a
“Delegation of Authority” resolution.
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e Auditors should strongly consider either doing a driving tour of facilities or reviewing maps or aerial photos
with someone knowledgeable from the port. This process will help auditors understand the unique aspects
of each port and will help identify more relevant risks in planning. Additional information on the basics of
Port properties has been included in Appendix 2.

ACCOUNTABILITY

Ports meeting the criteria of RCW 53.36.010 may elect to act as their own treasurer; otherwise, ports are required
to use the county treasurer. If used, county treasurer expenditure reports represent an independent, third-party
confirmation of actual expense details and should be used by the auditor and in the Port’s internal control systems
whenever feasible.

Revenues
Common revenue streams, by major activity, are as follows. Each revenue stream can be susceptible to unique risks
and auditors should gain an understanding of the nature of the revenue activities to adequately assess the risk:

Marina
e Moorage — Guest (often receipted on the docks or e Showers
other decentralized locations), permanent, fishing, e Laundry
commercial. e Vending machines
e Fuel sales e Marina land/building leases
e Fuel flowage fees (charged for delivery of fuel to e Equipment rentals
airport property; ex. Fuel truck from outside e Vendor leases (restaurants, shops, etc.)*
vendor comes to port property to fuel a ship)
Airport / Airpark
e Fuel flowage (see example above) e Passenger Facilities Charges (PFC's) Note: PFC's
e Fuel sales require a separate audit — see PFC section in this
e Hangar rent (to private plane owners) planning guide
e Terminal leases (to airlines) e Airport improvement grants (federal)
e Landing fees e Parking
e Vendor leases (restaurants & shops)* e Car rental leases

* For vendor leases, the monthly lease payment is often based on a percentage of sales. Several audits have noted
instances of underpayments on vendor leases. Poor contract management on the part of the port increases the risk
that the port is not receiving all funds due.

Charges and Billing

Most ports have limited staff and may not charge or bill customers correctly. Risks include not entering customers
into billing software in a timely manner (or at all), charging incorrect rates based on the port specific fee schedules,
inadequate controls over guest or transient use of facilities, unmonitored delinquent customers, facilities used for
different purpose than billed, etc.

Cash Receipting
Receipting at decentralized locations for many of the revenues listed above may be risks. Specific risks for receipting

that have been problematic are drop boxes, receipting by seasonal workers, no review of voids or adjustments, no
reconciliation of revenues to sales, and third party cash receipting. Auditors should obtain lists of cash receipting
locations and activity at each location to evaluate during planning.

Marine Terminal

Terminal operations, which are regulated by the Federal Maritime Commission (FMC), vary widely depending on the
type of port facilities and the management practices of the port. Terminal revenues are collectively referred to as
“tariffs.” The schedule of tariffs charged by a port (list and calculation of all rates and fees) must be filed with the
FMC in order to be effective. Official tariff agreements can be found on the FMC website (www.fmc.gov) under
“Agreement Library” —typically, the official schedule is on the port's website.. Depending on the port’s terminals,
facilities and equipment, tariffs may include:
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e Dockage — Charges for the time ships are docked at the port’s berth (also referred to as a terminal or wharf).

e Wharfage - A charge assessed on all freight conveyed over wharves or between vessels when berthed at a wharf.
Wharfage is the charge for use of wharf and does not include charges for any other service.

e Linesmen, Handling, Loading and Unloading (equipment and labor)— Charges for use of longshoremen and port
equipment in docking, loading or unloading cargo, either onto the dock, into storage or onto rail cars. Charges
will depend on what exactly needs to be done to move the cargo, which will depend on the type of cargo and
the equipment and facilities available. Ports may charge different rates for different types of cargo even if the
activity is the same. Equipment rates are typically extra, if equipment (like forklifts, cranes, loaders or other
special equipment) needs to be used. Labor rates will be based on longshoreman wage or contract rates paid
by the port.

e Storage, Space Rental, Warehousing and Demurrage — Depending on the types of cargo and facilities that the
terminal handles, the port may charge for space used on the wharf or in warehouses or other facilities by cargo
waiting to be loaded or transported off-site.

e Miscellaneous Services — Depending on the types of cargo the terminal handles, the port may receive additional
revenues for counting, checking or weighing cargo, electricity and water provided to ships (including hook-up
charges and use charges), fire suppression services, fueling tugs and barges, garbage disposal, security fees,
stenciling and other miscellaneous charges.

Property Tax and Other Revenues

Ports may levy property taxes and have authority to create Local Improvement Districts (LIDs) under RCW 53.08.
For most ports, taxes are a major source of revenue, but are not considered to be at high risk for misappropriation,
because they are collected and distributed by the county treasurer. The TeamStore has several testing strategies
for LIDs in the Accountability | Entity-Specific Areas | Local Improvement District folder.

Ports may also receive revenue from state grants for infrastructure development, IDC fees, park facilities and other
sources depending on their activities.

Leasing Activities

Leasing of port property is a primary business activity of most ports. Legal requirements related to leasing activities
reflect good business practices and are intended to ensure public resources are safeguarded. Ongoing risks for
leases include, see also Required Risks to Assess:

e Lack of controls, oversight, and monitoring.

e Inadequate policies and procedures for negotiating terms of leases, selecting tenants, determining fair market
value, and pricing of properties.

e Lack of complete, clear information being provided to commissioners when making decisions. Recent audits
have found tenants paying lower rates than five years ago, with no reasonable explanation and in situations
where commissioners were not provided with rate history.

e Waiving late fees or penalties without proper approval by the executive director or commission.

e Fraudulent use of rental facilities such as collecting cash but indicating a property is vacant (this may be an even
greater risk with rentals managed by property management companies). Auditors could obtain a list of current
vacant facilities and visually inspect to ensure they’re empty or obtain historical rental and utility records to see
if utilities indicate more than minimum usage.

Ports have the authority to set the terms of its leases, including lease amount, security deposits, and late fees. RCW
53.08.085 requires ports to obtain security for leases unless the port commissioners waive the requirement.
Commissioners may not issue a blanket waiver of security deposits across all or a category of leases, although
discretion may be used because of the broad authority of ports. Ports should be able to provide documentation to
support waiving the security deposit for each..

All port leases are subject to state leasehold excise tax, under chapter 82.29A RCW. Leasehold taxes are audited by
Department of Revenue (DOR), who will provide a written report to the port at the conclusion of each audit.
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Leases with variable calculation structures, such as percentage of sales, should have adequate controls in place to
ensure the ports are receiving the correct amount of revenues they are owed. Information communicated from the
lessee should be compared to supporting documentation, such as sales reports.

If leasing activities are significant to the port, auditors should evaluate controls and consider testing using the “Review
Lease Agreements” step available in TeamMate in the Accountability | Entity-Specific Areas | Port District folder.

Expenses
In addition to normal accounts payable and payroll systems, ports with terminal operations may have a special
system, procedures or controls over longshoremen expenses (see Appendix 1).

Incentive Programs, Extra Pay, Bonuses, Additional Compensation

It is common for ports to offer incentives or other types of extra pay compensation to staff. Due to laws prohibiting
many types of additional pay auditors should be aware in planning of pay increases or one time disbursements that
may indicate an unallowable payment. Here are some things to keep in mind:

e The governing body should formally adopt any incentive program by resolution

e Typically for incentive plans: goals should be established before the performance period begins; should be
individually based and be above and beyond normal employment requirements for that position; outcomes should
be measurable and evaluated at the end of the performance period before payment is made.

e Ports should have a legal analysis to support their legal authority to offer incentive programs

Auditors should use the “Bonus / Incentive Payments” step available in Teamate in the Accountability | Expenses |
Payroll Disbursements folder to audit this risk.

Commissioner Compensation (RCW 53.12.260)

Commissioner compensation is set by RCW 53.12.260 and adjusted for inflation by the Office of Financial
Management every five years. Effective July 1, 2018, the compensation is authorized at a rate of $128 per day up
to an annual amount not to exceed $12,288 or $15,360 per year for Ports with a gross operating income of $25
million or more in the preceeding calendar year. The monthly salary is set at $713 for Ports with gross operating
income of $25 million or more in the preceding calendar year or $285 for Ports with gross operating income in the
preceding calendar year from $1 million to $25 million. See OFM 2018 notice. A testing strategy is available in
TeamMate at Accountability | Expenses | Payroll Disbursements | Compensation of Public Officials. See also the
Commissioner Compensation Resources page.

In the 2020 legislative session, a small adjustment was made to RCW 53.12.260 changing the next date that OFM
would adjust salaries and per diem rates for inflation from June 2023 to January 2024. We have confirmed that the
adjustment to the RCW was only to change this date and does not overrule any previous OFM adjustments to
compensation rates.

*Important note: While the law states ports must pay commissioners at amounts in accordance with RCW 53.12.260,
the RCW also says commissioners may set the pay at other amounts. This could be more or less than the amounts
indicated in the RCW (and subsequent OFM adjustments) as long as it is approved by the commissioners.*

Assets

Most ports have a relatively large amount of small and attractive assets, depending primarily on the size and scope
of operations. Specialized equipment typically presents a low risk of misuse or misappropriation; however, ports
often have a large amount of maintenance equipment, tools, supplies, parts and vehicles potentially at risk for
misappropriation or misuse. In addition, significant tenant inventories or materials may be present at the port and
facilities. For example, we have seen a number of copper thefts and vandalism of port facilities. While we don't
anticipate needing audit work to address each security incident, we would expect the port to have a physical security
plan in place, procedures to ensure tenants maintain sufficient liability coverage for theft and damage of port property
and reasonable procedures to follow up on each security incident (police report, insurance recovery, re-evaluation of
plan, etc.).
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RCW 53.08.090 requires that real and personal property of more than $10,000 be sold or conveyed after the port
commissioners have declared it surplus by resolution and taken other actions. Each year, by resolution, the
commissioners may delegate authority to the executive director to sell or convey property less than $10,000; in such
cases, the executive director must list property sold or conveyed and certify to the board that it was surplus.

Compliance Requirements

General state law requirements apply to ports, including Open Public Meetings Act, expense audit and certification,
conflict of interest, limitation on compensation of public officials, insurance / bonding requirements, limitation of
indebtedness and authorized investments.

However, budget compliance is not applicable. As a proprietary fund, port budgets are not considered to be
appropriations. Therefore, although ports are required by Chapter 53.35 RCW to create a budget, they are not
required to adhere to the budget.

Other legal compliance requirements and risks to be aware of are as follows:

¢ Promotional Hosting Expenses (RCW 53.36.120-150) - Ports are allowed to expend funds for
promotional hosting activities, which may include expenses for meals, refreshments (including alcohol),
lodging, transportation, entertainment and souvenirs in connection with business meetings, social gatherings
and ceremonies. To be allowable, promotional hosting expenses must be reasonable, be directly related to
promoting trade or industrial development and the port must reasonably believe that persons hosted could
sufficiently influence trade or industrial development. Important note: Promotional hosting expenses are
limited to an annual amount based on the port’s revenues as specified in RCW 53.36.130.

Gross Operating Revenues Promotional Hosting Expenditure Limit

$250,000 or less $2,500

$250,000 to $2.5 million 1% of gross operating revenues

$2.5 million to $5 million $25,000 plus 0.5% of operating revenues in excess of $2.5 million
Over $5 million $37,500 plus 0.25% of operating revenues in excess of $5 million

Ports are required by RCW 53.36.140 to establish policies related to promotional hosting. Search the BARS
manual for ‘Promotional Hosting’ for more details about requirements. Additionally, there is a testing strategy
for limited testing of promotional hosting in the Accountability | Entity-Specific Areas | Port District folder of
the TeamStore.

¢ Contracts/Agreements - The activities ports are involved with will often include unique agreements or
contracts with other public agencies. Some considerations include whether the port has the authority to
enter into the agreement (or its related activity). Allowable examples are public private partnerships,
promoting tourism (beyond simple advertising) and operating golf courses or lodging facilities (RCW
53.08.255/260). However, we've identified several instances where ports have agreements and expenses for
activities that are not included in port powers and authority. If auditors have questions about whether
expenditures or agreements are within a port’s authority or if any potential issues are identified, please
consult the Program Manager.

Ports with more than $10 million in annual gross revenues (excluding grant and loan funds) must maintain
a database on their website of all contracts, including public works and personal services. The database
must identify the contractor, the purpose of the contract, effective dates and periods of performance, the
cost of the contract and funding source, any modifications to the contract, and whether the contract was
competitively procured or awarded on a sole source basis (RCW 53.08.440).

A testing strategy for reviewing contracts and agreements is available at Accountability | Compliance
Requirements | Grants, Contracts & Agreements.

e Bid compliance (RCW 53.08.120-150) - There is currently a high level of sensitivity about procurement
of contracts, contract monitoring, professional service contracts, and bid law compliance at ports due to the
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2007 Port of Seattle performance audit and subsequent legislative changes. Ports are required to
competitively bid for:

o Public works projects (small works roster process may be used, as applicable)

o Chapter 53.19 RCW requires ports to competitively procure personal service contracts. Under RCW
53.19.010(6), “Personal Services” are defined as professional or technical consulting contracts for a
specific project, not including services done in connection with a public work or architectural or
engineering (A&E) services covered under Chapter 39.80 RCW, see the Bidding & Procurement guide
for details regarding A&E services. An example of a personal service would be hiring a consultant
to do a moorage rate study. Ports will be required to competitively solicit personal services between
$50,000 - $200,000 and formally bid personal services over $200,000. For details on this new
requirement, refer to chapter 53.19 RCW or “Personal Service Contracting Manual for Washington
Ports” published by MRSC.

Port statutes also set day labor limits and allow for use of the limited public works and small works roster
processes. See the Bidding & Procurement guide for more details.

In the past, on-call public works contracting was an area of concern for Ports. However, with the passage
of new legislation, this area is no longer a key concern. See the Bidding & Procurement guide for updated
Port procurement thresholds.

e Self-insurance programs - RCW 43.09.260(1) and Audit Policy 1210 require an examination of all
individual health and welfare programs and self-insurance programs at least once every two years. (Note:
Self-Insurance will need to be included in every audit for those on a 3-year cycle.) Self-insurance programs
include: liability, property, health and welfare, worker’s compensation, and unemployment compensation.
We have found that several ports have self insurance for health and welfare risks (predominantly dental
coverage) that are not approved by the State Risk Manager as required by law. If the port self-insures,
review the Self-Insurance / Risk Pool Planning Guide for guidance on financial reporting and additional
potential risks.

IT Risks

Due to the types of business responsibilities and assets held, Ports have been identified as an entity type with very
high potential impact resulting from cyberseucirty attacks. Data backup and recovery is also an area of inherent risk
for ports due to decentralized locations, and often seperate IT personnel are responsible for different key systems
(airport, marina, marine terminal, etc). It is vital that port districts have backups of all critical data. Auditor’s should
focus the testing towards key systems that house confidential data or operate significant infrastructure. A testing
strategy is available in TeamMate at Accountability | IT Controls | Data Backup and Recovery. Auditors should review
the Information Technology planning guide. See also Required Risks to Assess.

INDUSTRIAL DEVELOPMENT CORPORATIONS & ECONOMIC
DEVELOPMENT FINANCE AUTHORITIES

Ports are authorized to assist local business development through creation of industrial development corporations
(IDC) and economic development finance authorities (EDFA).

Auditors should determine whether the port has created an IDC or EDFA and identity bank accounts or activity. These
entities are separate legal entities from the port and should have their own MCAG numbers, submit their own
annual reports, and be subject to their own audit in accordance with Policy 1210 (most likely an audit
assessment). If you identify an IDC or EDFA that is active, but does not have an active MCAG number, please
contact the port expert or Team Audit Support.

While considered a separate legal entity, activities are often accounted for within the port’s general ledger; however,
IDC and EDFA funds cannot be commingled with port funds and must be accounted for separately. For reporting
purposes, IDCs and EDFAs are usually considered blended component units of the port and the Notes to the Financial
Statements should include disclosure of this relationship whether the port is GAAP or cash (recent BARS change).
Many IDCs and EDFAs are small, used once, then sit idle for many years. Often the only financial activity of these
entities is having some cash in the bank and earning interest.
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See the Industrial Development Corporation planning guide for additional details including a listing of known IDCs
and EDFAs.

FINANCIAL STATEMENTS

Ports are considered proprietary-type funds and are required by RCW 53.35.060 to adopt a December 31 fiscal year
end. Ports may choose to report under GAAP or cash-basis.

Financial statements for audit

Entities are required to file annual financial reports and are encouraged to file them online using SAQ’s website. The
financial statements, notes and schedules are available on the intranet under Auditor Resources | LGCS reports. For
ports reporting on the cash basis, rather than requesting the financial reports from the port for audit, auditors should
download the statements from LGCS and confirm with the port that these are the final versions for audit.

Capital Assets

Similar to cities and counties, many ports have a large amount of capital assets, including infrastructure. Often times
entities will replace or overlay capital assets and will add the new asset to the books without fully depreciating or
removing the asset that was replaced or covered. This is one of several risks that ports face with accounting for
capital asset balances and the effects of errors could be material.

Revenues

Marina operations, marine terminal operations, and leasing activities, described above in the Accountability section,
are often material revenue balances of the financial statements for ports. It can be advantageous to perform
multipurpose testing for both the accountability audit and financial statement audit when addressing a similar risk.
For example, a financial audit test of the valuation of marine terminal revenues, by obtaining supporting
documentation and recalculating charges for accuracy, could also address an accountability audit risk that marine
terminal revenues are not correctly calculated or supported. It is important that our testing provides sufficient
coverage and assurance for the financial audit that the balance is fairly stated and materially accurate.

Environmental Liabilities (GASB 49)

Governments are required to estimate and accrue liabilities for pollution remediation if certain obligating events have
occurred. We would expect environmental liabilities to be a risk for most ports. For example, dry docks and rail
lines at terminals are at risk for creosote contamination; fuel storage and pumps at marinas or airport facilities are
at risk for fuel seepage; and industrial manufacturing or wood treatment at industrial parks are at risk for various
toxic spills. We would therefore expect port management to have taken steps to identify, evaluate and assess
existing potential environmental liabilities as well as steps to avoid or mitigate future liabilities. Auditors should use
the “Pollution Liability Testing Strategy” workpaper available in TeamMate for testing this area.

OPEB Liabilities

The following ports participate in health care plans administered by Public Employees Benefit Board (PEBB). If a Port
is not listed below, auditors should still inquire with the Port as those are the ones we are currently aware of, plus
they may have Other Post-Employment Benefit (OPEB) liabilities that are not through PEBB to report in accordance
with GASB 75. In some cases the amount may be material. Auditors should evaluate if these ports are reporting their
liability correctly. For GAAP basis entities, auditors should use the GASB 75 Testing Strategy available in Financial
Statements | GAAP | Work Papers folder.

PEBB OPEB
Team Legal Name Subscriber Reported in

Count* FY19 Sch09?
Bellingham Port of Skagit 37 Yes
Everett Port of Everett 87 Yes
Everett Port of Edmonds 39 Yes
Olympia Port of Centralia 9 NO
Olympia Port of Chehalis 3 Yes
Olympia Port of Grays Harbor 74 Yes
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Olympia Port of Olympia 57 Yes
Olympia Port of Peninsula 8 NO
Olympia Port of Willapa Harbor 10 NO
Port Orchard Port of Shelton 16 Yes
Port Orchard Port of Port Angeles 57 Yes
Port Orchard Port of Port Townsend 20 Yes
Port Orchard Port of Brownsville 4 Yes
Pullman Port of Clarkston 6 Yes
Pullman Port of Whitman County 7 Yes
Tri-Cities Port of Benton 24 Yes
Tri-Cities Port of Kennewick 18 Yes
Vancouver Port of Ridgefield 12 Yes
Vancouver Port of Kalama 28 Yes
Vancouver Port of Longview 49 Yes
Vancouver Port of Camas/Washougal 24 Yes
Vancouver Port of Skamania 6 NO
Vancouver Port of Woodland 5 Yes
Vancouver Klickitat County Port District No. 1 7 Yes
Wenatchee Port District No. 1 of Douglas County 7? Yes
Wenatchee Port of Ephrata 6 NO
Yakima Port of Royal Slope 1 NO
Yakima Port of Mattawa 6 NO
Yakima Port of Othello 3 NO
Yakima Port of Sunnyside 23 Yes

* Count as of July 2020 — see also List of PEBB Member Employers in the Pension & OPEB Resources

GAAP reporting changes
All new GASBs are identified and evaluated by the Financial Audit Committee (FAC), as summarized on the GASB
Tracker available on the FAC Sharepoint page. When evaluating implementation of new GASBs for Ports, auditors
should specifically consider:

e GASB 83 (Asset Retirement Obligations, original implementation effective FYE 2019, new implementation
effective FYE 2020) is expected to impact some Ports. For example, we expect that it would apply to fuel
tanks. See the Center’s Identifying Asset Retirement Obligations guidance. A testing strategy workpaper
for GASB 83 is available in TeamMate in the GAAP folder.

We have identified trends in ports, and in many cases several potential AROs have not been considered.
Auditors should critically assess if adequate evaluation has been performed by the port based on reasonable
documentation.

o Underground storage tanks - Many ports are using an estimate shared by the Port of Seattle and tailoring
the estimate to their specific circumstances. As long as it is reasonable, we have not taken issue with
this.

o Port Management Agreements (PMAs) with DNR — Many ports (listed here: PMA Agreements List ) have
agreements with Department of Natural Resources to use aquatic lands that are technically owned by
the State. There are clauses in many of these contracts that say port infrastructure (such as a marina or
shipping terminal) must be removed and aquatic lands restored to prior condition if the lease is
terminated or not renewed. We don't expect terminations or non-renewals, but the presence of this
requirement in contracts means an ARO is incurred. The obligation is likely not estimable unless the
contract is pending termination or not going to be renewed. See DNR - Aquatic Lease & License - Ports
for more information about PMAs.

o Other common ARO considerations — Some ports have wells, wastewater treatment lagoons, and leases
(where the port is the lessee) with requirements to restore land to its condition prior to the lease, along
with other types of AROs.
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e GASB 87 (Leases, original implementation effective FYE 2020, new implementation effective FYE 2022) is
expected to have a major impact on Ports and require re-evaluating and changes to reporting for leases.
Due to a Port’s naturally decentralized operations and extent of activities, we would expect this to require
significant effort and analysis. A TeamMate testing strategy workpaper is available in Financial Statement |
GAAP | Workpapers.

GASB 95, issued May 8, 2020, delayed the implementation date of certain new standards. Entities have the option
to decide whether or not to delay implementation. During planning, as part of Understanding the Entity &
Environment, auditors should inquire with the entity and confirm the entity’s implementation decisions.

CPA Prepared Financial Statements

Many ports have CPA firms prepare their financial statements. We have found many occasions where the ports
accepted the financial statements without performing adequate review of the accuracy. This has led to many large
misstatements. In gaining an understanding of controls over financial statement preparation, auditors should pay
close attention to the substance of the review being performed by the port and should ensure there is evidence that
a review was performed by someone knowledgeable of port accounting.

SINGLE AUDIT

Many ports receive federal grants for airports, infrastructure, security or economic development activities.

The most common federal grants received by ports are from the Department of Transportation, such as ALN 20.205,
Highway Planning and Construction, or ALN 20.106, Airport Improvement Program. Many resources to use for
auditing this program may be found on the Federal Aviation Administration’s (FAA) website at
https://www.faa.gov/airports/pfc/ . Auditors may also utilize the FAA site to confirm 5100-126 and 5100-127 reports
have been submitted timely. See https://cats.airports.faa.gov/reports/reports.cfm.

PASSENGER FACILITY CHARGES (PFC) AUDIT

Ports operating airports may receive passenger facilities charges (PFCs). PFCs are fees collected by airlines from
passengers, with approval of the Federal Aviation Administration (FAA), for specifically approved passenger facility
improvements at the airport. The port tracks billings and receivables and is required by the FAA to have the program
audited, regardless of the dollar amount collected by the port.

A separate audit report is issued and includes an opinion on the Schedule of Passenger Facilities Charges Collected,
Held and Used. See the ARS Manual Part 3, Chapter 8 for report options. Although this program is administered by
the FAA, it is not subject to the Single Audit requirements of 2 CFR 200.

Auditors should use the PFC steps available in TeamMate in the Special Engagements folder.

PERFORMANCE AUDIT

Information on ongoing performance audits can be found on SAO website at: https://www.sao.wa.gov/performance-
audits/performance-audits-in-progress. For all other inquiries please contact the Assistant Director for Performance
Audit.
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Appendix 1: Marine Terminal Operations

Participants in marine terminal operations can vary from facility to facility. Typical participants include:
Steamship carrier — operates the ship and contracts with customers who need cargo transported
Stevedore — responsible for hiring and managing the longshore workers to load and unload the ship
Terminal operator — operates the terminal where cargo is loaded and unloaded from the ship

Longshore workers — responsible for loading and unloading cargo. Longshore workers are represented by
the International Longshore and Warehouse Union (ILWU), which has a labor agreement with the Pacific
Maritime Association (PMA) representing all West Coast ports.

It is not uncommon for the port to assume the stevedore and/or terminal operator roles. Understanding the port’s
roles is important for revenue and expense expectations, control expectations and risk assessment.

For example, the port may hire and manage longshore workers if acting as stevedore. If acting only as terminal
operator, the port contracts with a stevedore for longshore workers. In either case, terms will be governed by
agreement with the ILWU union. Longshore labor (whether hired or contracted) is on an as-needed basis only and
therefore should be 100% billable to shipping companies. Comparing, tracing or reconciling longshoreman expenses
with charges to shipping companies for longshore services is normally all that is necessary to verify the validity of
these payroll or contracted service expenses. If the port has contracted with a terminal operator, the port will likely
receive a standard or variable-rate payment from the operator for loading or unloading operations.
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Appendix 2: Parts of a Port
Marine Terminal
Wharf — Area intended for loading and unloading of marine ships and temporary storage.
Berth — A space for a ship to moor (park). Usually this is while it's loaded, unloaded or waiting to do one or the other.
Container ship — Ship used to carry large quantities of containers or other cargo, the contents of which can vary
widely. These can also vary greatly in size, some carrying just a few containers and larger ships carrying thousands.
Twenty-foot Equivalent Unit (TEU) and Forty-foot Equivalent Unit (FEU) are the standard measurements of container

sizes that fit on ships, trucks, and rail cars.

Container Cranes — Special cranes usually equipped with magnets that attach to containers to move them between
the ship and the wharf. These are very expensive and are often leased.

Staging area — Area where longshoremen temporarily set containers or other cargo while it's between storage and a
ship. This is used for quicker loading and unloading.

Upland storage — Storage area for containers or cargo that usually sits further from the berths. This can often cost
less for companies to keep containers and cargo here because it's not as easily loaded and unloaded from ships and
because it may be stored there for longer periods of time.

Break bulk (not pictured) — Odd sized or heavy cargo (not carried in containers) that usually requires a different set

of equipment, expertise or care while loading and unloading from ships. Types of break bulk can be aircraft wings,
bridge support beams, large tractors, or many other items. This is often higher risk for charges than regular containers
because the pricing varies depending on the items. Extra supporting documentation may be necessary for these
marine terminal revenues.
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Marina

Industrial Park — Designated area of a port for industrial businesses. The land is owned by the port and often the
buildings are also owned and leased to industrial tenants.

Weblocker — Facilities similar to storage units usually leased to fishing vessels. Most often the contents stored are
nets, crab pots and other fishing or boating equipment. Weblocker more literally means a locker for nets (webs).

Boathouses — Most often in marinas these are sections of docks within a marina that are fully enclosed for keeping
boats and other contents. The cost of these are generally significantly higher than individual boat slips. The part of
the term *house’ rarely indicates a residence, however, many ports allow for living aboard boats at an additional rate.

Dry Dock — A section usually close to the marina for boats to be stored out of water. The rates for these are usually
much less than boat slips in the water because it takes additional effort to get the boat in the water. Most marinas
will have a boat lift (often called a Travelift) that will lower and raise boats in and out of the water. These are usually
operated by the ports but can be contracted out to a vendor to provide lift services.

Breakwater — A barrier set up outside the marina to block waves from entering the marina area. This protects boats
in the harbors/marinas from damage.

Boat Slips — Individual slots along a dock for boats to moor. Think of these as boat parking spots. Usually marinas
charge either by the size of the boat or size of the slip for moorage customers. Higher risk is associated with charges
based on boat size because these can vary and aren’t as easy to verify or monitor. Many boat slips make up a dock
within the larger marina or harbor.

Boatlaunch — Most often a concrete ramp or group of ramps that extend out under the water used to put boats in
the water without the use of a boat lift. Most public boat launches are free, but some ports charge a fee for use.

Marina — This term usually means specifically a grouping of docks used for mooring boats or other vessels. Sometimes
a marina is also synonymous with a harbor.
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Airport
Runway — Section of an airport used for aircraft to take-off and land.

Taxiway — Section of airport that looks like the runway but is usually used by aircraft to travel slowly between the
terminal and the runway.

Tie-downs — A space at an airport to keep aircraft secured by tying them down to the ground for either short or long
periods of time. These can be a risk at airports because they are difficult to monitor and users may not be charged
correctly.

Hangar — Enclosed facilities used for storing or working on aircrafts. A risk can be that hangars are only supposed to
be used for this purpose, but tenants use them for something else like storing unauthorized vehicles, storing
merchandise, permanent/temporary residence, or other uses that may not be authorized by airport policy.

Terminal — Typically used for multiple purposes but the primary purpose is for aircraft passengers to gather before
or after a flight and for ports and private companies to conduct administration of flights such as monitoring or
charging for the services. However, the terminal can be used for a wide variety of purposes.
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Planning Guide Information
Supercedes previous planning guide dated February 18, 2020. Please direct questions or suggestions to
the Public Facility District (PFD) Subject Matter Expert.

Guidance is based on the extensive research, brainstorming and reviews conducted as part of the planning
guide update process. Guidance is intended only for internal use to help auditors gain an understanding
of PFDs. The guide is intended to enhance planning and risk assessment procedures, not replace them.
Information in the guide should therefore be considered along with other planning and risk assessment
procedures. While guidance is designed to be as comprehensive as feasible, auditors must be alert for
audit issues and situations not specifically addressed.

This guide is used by the State Auditor's Office staff as they plan audit engagements.
Information presented in this document does not represent policy or legal guidance. State
agencies and local governments should contact their legal counsels with specific questions.
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WHAT'S NEW

Auditors should be aware of the following significant updates:

e Financial Condition Risk Levels — The appendix has been updated with an initial risk analysis for
financial condition. This analysis should be considered during planning. The risk level does not,
by itself, indicate an audit issue. This information is designed as an alert to a potential situation
that will need further analysis.

REQUIRED RISKS TO ASSESS

The following risks must be documented as red flags and discussed during brainstorming to ensure
sufficient consideration. They should be prioritized for audit to the extent they are applicable and significant
to the district.

EFT Controls

Payroll and vendor electronic file transfer (EFT) related cyber frauds continue to occur. Accordingly,
controls over EFTs is a required risk to assess for all entities we audit. When assessing this area of risk,
auditors should talk with the entity about its controls related to changing existing EFT contact information
and associated bank account numbers. The approach perpetrators of these frauds use has evolved to
include changing contact information for existing EFT transactions before requesting a change to the
associated bank account numbers. Previously, entities were encouraged to follow up with the contact
information known at the time of the request for changes to bank account information; however, a stronger
control is to independently confirm any change to payroll or vendor profile contact information or banking
account information. Individuals with the ability to change or add EFT accounts need to have clear guidance
on the process to authorize these changes through a proper validation method.A testing strategy is available
in TeamMate at Accountability | Expenses | EFT Disbursements | Controls over EFTs. Contact Team IT
Audit at SAOITAudit@sao.wa.gov for additional clarification or guidance.

Financial Condition

Financial condition risk will be assessed as a baseline test for accountability audits and as part of our going
concern analysis for financial audits. Governments have experienced a wide range of effects as a result of
COVID-19; auditors should be alert for any risks to financial condition and review FYI 2020-01 for expected
disclosures.

Nearly all the state’s PFD projects (e.g., convention centers, performing arts centers, etc.) have the same
inherent financial risks (unstable revenues, subject to market competition, reliant on key suppliers or
customers, etc). A central analysis has been performed and included in an Appendix with an initial risk
analysis for financial condition for each PFD. This analysis should be considered during planning. The risk
level does not, by itself, indicate an audit issue. This information is designed as an alert to a potential
situation that will need further analysis. See also Measurement of Financial Health.

BACKGROUND

Public facilities districts (PFDs) are municipal corporations created by a city (under RCW 35.57.010) or a
county (under RCW 36.100.010) to acquire and operate certain public facilities. Although the statutes
are similar, they are not the same. It is therefore important to determine which statute the district
was created under in order to determine its precise authority and statutory requirements.

City PFD boards consist of five (single city PFDs) or seven (multi-city and combined city-county PFDs)
members selected in part by the cities (and county for combined city-county PFDs) and in part based on
recommendations from local organizations such as local chambers of commerce, local economic
development councils, and local labor councils. County PFD boards consist of five, seven or nine members,
depending on ratio of the population of the largest city in the county to total county population appointed
in part by the county, in part by the largest city and in part by other board members. If a county PFD
imposes a lodging tax, then the board must include a representative of the lodging industry.
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Authority and Common Activities

It's important for auditors to determine that the PFD has not exceeded its authority. PFDs may only
construct and operate public facilities that are specifically authorized and defined by the statute under
which the PFD was created. PFDs created under the city PFD statute may develop and operate one or
more regional centers as defined by RCW 35.57.020(1). PFDs formed under the county PFD statute have
slightly broader powers to develop and operate sports facilities, entertainment facilities and convention
facilities in addition to regional centers. RCW 35.57.025 and RCW 36.100.025 require an independent
financial feasibility review conducted by the Department of Commerce before a new PFD can be formed
and before a PFD can issue new debt, or enter into a long lease, purchase or development of a facility.
The review must be submitted to the governor, state treasurer, SAO, the PFD(s), participating political
subdivisions, and appropriate committees of the legislature.

Operations may be run by the district or by contract with a service provider. PFDs may also contract with
the county to exercise the powers of a community renewal agency pursuant to RCW 35.57.020(2).
Additional limitations on the authority or activities of a specific PFD are often set forth in the
ordinance/resolution forming the district or in the district charter.

Industry, Regulatory and Other External Factors

A PFD may own the facility it is funding or it may simply be a funding source to an existing facility operated
by another government or non-profit (see the Appendix for a summary of the structure of each PFD). PFDs
that own the facility face a number of business risks from market competition and financial sustainability.
While operations are subsidized by tax revenues, most districts are in a position where events or activities
must be consistently and sufficiently profitable to cover operating expenses and relatively high debt service
loads.

Demand for district facilities is often subject to market conditions and may be highly influenced by the
center’s location, ability to attract high-demand events and regional competition with other venues.
Districts may also be dependent on key tenants or sponsors. Nationally, convention and special event
centers have struggled to be self-sufficient.

Districts operating a facility will typically enter into facility management contracts with private vendors. In
these cases, it can be unclear where the district ends and the vendor begins. Questions may arise regarding
what funds constitute public resources, what are public documents, when are public bidding requirements
triggered, and whether lending of credit or inappropriate delegation of powers have occurred (such as
allowing the vendor to make expenditures without PFD audit, certification and governing body approval).

Measurement of Financial Health

In addition to typical measures of financial condition (trend in cash or fund balances, operating margin and
debt load), it is critical that auditors understand what drives the district’s revenues and inquire further
about the outlook for key revenue streams. For districts dependent on event revenues, we would expect
the district calculates and monitors event profitability and would have such analysis available for review.
See also Required Risks to Assess.

PLANNING & ADMINISTRATION

Other Auditors

A PFD may contract directly with external CPA firms for financial statement audits. This is a more common
situation when the PFD is engaged in public-private partnerships. In some cases, we audit PFDs on a 2 or
3 year cycle for accountability purposes, while a CPA firm performs the annual financial audit. The CPA
Audit Review is to be performed annually (or as frequently as the external report is issued), regardless of
the accountability audit frequency. See the Review Work of Others planning guide for additional
information and contact the CPA Audit Coordinator for questions. The following guidelines summarize
auditor responsibilities when all or part of a financial audit is performed by an external CPA firm or as part
of another SAO audit.
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e When all of the primary government audit is performed by an external auditor in lieu of an SAO
audit, follow Audit Policy 3510, perform a “CPA Audit Review” in a separate TeamMate file (available
in the TeamStore under Special Engagements | CPA Audit Review) and charge time to project code
“CPAP”. This TeamMate file must be completed prior to planning the Accountability Audit.

e When part of the audit is performed by an external auditor or as part of another SAO audit, follow
Audit Policy 6240, use the appropriate “Rely on Work of Others” audit program (available in
TeamStore under Financial Statements | Rely on Work of Others) and charge time to project code
“CPAR”. This work should be started as soon as possible during planning.

e When part of the audit is performed by an external auditor in lieu of an SAO audit and it is
significant to the primary government, follow both Audit Policy 3510 and 6240, perform a “CPA
Audit Review” coding time to “CPAP” and use the appropriate "Rely on Work of Others” audit
program coding time to “CPAR".

Entrance and Exit Invitations to Creating City or County

Depending on the creating city or county’s involvement in PFD operations, teams should consider inviting
representatives from creating governments to the PFD entrance and exit. Teams should also consider
communications with the creating city or county on any potential findings.

Key Planning Information for each PFD
Key information about PFD operations the auditor should document in permanent file would include:

e Facilities — The type of facility (or facilities) that the PFD operates is the foundation for auditor
expectations about specific activities, revenue streams and sources of public assets.

¢ Limitations or Requirements imposed by Charter — Unique limitations or requirements are often
imposed on PFDs as part of the authorizing ordinance or resolution that created the PFD or as part of
the district charter established by the governing body.

¢ Whether matching requirements of RCW 82.14.390(5) apply — if the PFD is subject to the 33%
matching requirement on regional center sales tax revenues, it would be considered a material
compliance requirement and auditors should document the revenue streams the district is using as a
match.

¢ Use of County Treasurer — If the PFD uses the city or county as its treasurer, city or county reports
would provide an independent third-party confirmation of all expenditures, all deposited revenues, cash
balances and any debt. There would also be a much lower risk of non-compliance with requirements
related to authorized investments, expenditure auditing and certification, and debt issuance.

e Segregation of Duties - A small district will often employ a single accountant or a bookkeeper to
perform all billing, receipting, accounting and support services, with little or no monitoring oversight.
Segregation of duties may be enhanced or weakened by contracted facility managers and whether or
not the district uses the city or county as its treasurer. The determination of whether effective
segregation of duties exists should be a pervasive consideration in assessing risk and designing tests,
especially for accountability audits. See also the Center’s resource Segregation of Duties: Essential
Internal Controls.

¢ Facility Management Contact — If the PFD contracts for management of the facility, our risk
assessments and audit approach should change depending on how much the contracted manager is
directly involved in receipting, initiating expenditures, safeguarding public resources and ensuring
compliance with laws. Safeguarding and non-compliance risks typically increase when contracted
managers operate public facilities. Such risks are mitigated to the extent of effective PFD monitoring
procedures.
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¢ Relationships with foundations and other non-profits — Unique services provide PFDs the
opportunity to have close relationships with foundations and non-profits. This increases the risk that
districts do not have adequate controls in place to separate public and private resources, which could
result in a gift of public funds. In addition, we would expect there to be an agreement in place between
the PFD and any foundation or non-profit outlining operating and financial responsibilities.

e PFD Structures - Our Office issued the “Audit Summary - Public Development Authorities and Public
Facilities Districts” report to the Legislature summarizing the audits of the state’s public development
authorities and public facilities districts. This report describes the different scenarios regarding debt
related to PFDs and the creating cities and counties. The full report can be found on MRCS’ website
(scroll down slightly to ‘References’). Auditors should review Appendix 1 in this guide and determine if
any structures have changed. Please contact the PFD expert with any questions or changes.

ACCOUNTABILITY
For PFDs created by counties, the district’s treasurer is the County Treasurer (under RCW 36.100.100).
However, for PFDs created by cities, the treasurer is unspecified.

Revenues

The auditor should consider the facility or facilities the PFD operates in developing expectations about what
revenue streams may be present. Most PFDs operate facilities with significant sources of locally receipted
funds. Common revenue streams include the following:

e Charges and fees for the use of facilities, which may include gate, concession, parking and/or
facility/equipment rental revenues

Sponsor (advertising) revenues

Gifts, grants, and donations

State sales tax credit (up 0.033% of the sales price; Regional Centers only)

Voter-approved lodging taxes (county PFDs only)

Voter-approved excess property tax levies (county PFDs only)

Admission taxes (up to $0.01 on $0.20 of admissions charges; Regional Centers only)

Parking taxes (up to 10% ; Regional Centers only)

Voted sales taxes (up to two-tenths of 1%)

Third-Party Receipting includes payments made online, in person, by mail or phone using E-check/ACH or
credit card. PFDs might be using third-party service organizations for payment processing. To determine
if a particular PFD uses third parties for receipting, check its website for payment options and inquire with
PFD personnel (typically, IT staff need to be involved with the interface, so they are a good place to start).

Auditors should use the “Third Party Receipting” step available in TeamMate in the Accountability |
Revenues folder to evaluate this risk. Additional information about third-party receipting is available
through the Center for Government Innovation at Third Party Receipting: Contracting with Vendors to Accept
or Process your Payments (wa.gov).

Expenditures

If the PFD contracts for management of the facility, there is often a separate or special process for
reimbursing expenses paid by the facility manager. It is important to confirm the process and controls
these expenses are subject to, as we would expect them to be handled differently than normal AP payments
(even if this is just an additional review or reconciliation as part of the normal AP process).

An area to be aware of when reviewing PFD expenditures is credit and procurement cards. Credit cards
and open/charge accounts is an area where fraud trends are increasing. PFDs should have policies in place
governing the use of such cards under RCW 43.09.2855. We are also seeing increasing use of credit cards
for promotional hosting activities and lack of documentation of the business purpose. More on promotional
hosting can be found below. In addition to a policy, we would expect PFDs to have adequate controls in
place to monitor usuage and maintain adequate documentation.
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Questions to consider include: Is someone independent reviewing all of the charges? Is the reviewer looking
at the itemized receipts/invoices? Is the reviewer ensuring the purchaser is not also seeking personal
reimbursement for the same items bought on the card/account?

The board must adopt a travel policy under RCW 35.57.050 (City Statute) or RCW 36.100.110 and .120
(County Statute).

Assets

Significant sources of public assets may be associated with the facility that the PFD operates. The auditor
should consider the facility and management contract in developing expectations about the nature and
extent of any high risk equipment and inventory.

The Budgeting, Accounting, and Reporting System (BARS) Manual requires local governments to develop
policies and procedures to ensure public resources are protected from misappropriation, loss or misuse.
Further, we would expect these policies to clearly define what the PFD considers small and attractive, and
what is considered capital assets. A common threshold distinguishing between the two is assets that cost
$5,000. Small and attractive assets should also be clearly identified as those that are theft sensitive such
as laptops, cameras, sound equipment, etc. and should have a method of tracking such assets.

Event tickets or passes would be a high risk asset closely associated with cash receipting systems. PFDs
may be contractually obligated to give away tickets for promotional purposes or simply to fill the house.
When testing this area, auditors should consider the “"Comp & Promo Ticket Testing” step available in
TeamMate in the Accountability | Entity-Specific Areas | Public Facility Districts folder.

Compliance Requirements

General compliance requirements apply to PFDs, including Open Public Meetings Act, expenditure audit and
certification, conflict of interest, insurance / bonding requirements and authorized investments. RCW
36.100.140 states that PFD’s may purchase liability insurance (indicating it is not mandatory); however,
adequate insurance coverage is an expected internal control to safeguard public resources and Chapter
48.62 RCW would require approval by the State Risk Manager to self-insure, which is the alternative to
adequate purchased insurance.

Note, as a proprietary fund, PFD budgets are not considered appropriations; therefore, Districts are not
required to limit expenses to the adopted budget.

Other notable compliance requirements are as follows:

e Self-Insurance Programs—RCW 43.09.260(1) and Audit Policy 1210 require an examination of all
individual health and welfare programs and local government self-insurance programs at least once
every two years. (Note: Self-Insurance will need to be included in every audit for those on a 2- or 3-
year cycle.) Self-insurance programs or assumptions of any insurable risk type include: liability,
property, health and welfare, worker's compensation, and unemployment compensation. Auditors
should review the Schedule 21, which requires all local governments to report self-insurance or the
assumption of any insurable risk type to help identify self-insurance programs. Self-insurance is a
complicated topic and it can be challenging to complete an accurate Schedule 21. The auditor should
consider the risk that self-insurance programs are not identified. The “Self-Insurance Assessment”
workpaper located in the Accountability Planning folder can assist auditors in better understanding if
the entity self-insures and what type of information can be gathered to help better assess risks. Please
note: This step and workpaper is a planning procedure to help assess audit risk, and is not intended to
be a substantive procedure. Self-insurance steps are available in TeamMate in the Accountability |
Compliance Requirements | Self-Insurance folder to examine these programs.

¢ Bond Compliance - PFDs may issue either general obligation debt (secured by taxes) — which would
be subject to the constitutional debt limitation — or revenue debt, which is not subject to the limit.
Revenue debt typically contains covenants to establish a reserve and/or contingency fund and a
requirement that earnings are at least 1.25 times the annual debt service requirements. We would
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expect that PFD bond issuances are tax-exempt; generally, for bonds to receive tax-exempt status the
project financed must be (1) used for a public purpose, as opposed to a private activity, and (2) must
be repaid from public funds and not private sources. Any management contract with a private party
must meet the safe harbor requirements under the federal tax code. If the PFD is operating its
project in a way that indicates a risk to the tax-exempt status of bonds, we should have
the District contact its bond counsel to confirm whether there is an issue or not.

e Bidding and Procurement:

Public Works — Districts may use alternative public works procedures (in Chapter 39.10 RCW),
but statutes don't specify the process or thresholds that must be used to competitively bid public
works (RCW 36.100.030(4) or RCW 35.57.020(6)). Since the enacting statutes do not specify the
process, the district should enact its own policy on competitive bidding for public works projects.

Purchases and Sales — Districts may use state agency competitive bidding rules in RCW
39.26.090 for purchases and sales, but PFD statutes don't specify the process or thresholds that
must be used to competitively bid purchases and sales (RCW 36.100.190 or RCW 35.57.080). Since
the enacting statutes do not specify the process, the district should enact its own policy on
competitive bidding for purchases and sales.

e Service Providers — A competitive RFP process - in accordance with board policies adopted by
resolution - is required to select service providers (often referred to as facility managers or property
managers), under RCW 36.100.180 or RCW 35.57.070. County PFDs must administer a competitive
solicitation process for all service contracts over $150,000 that are not governed by Chapter 39.80
RCW (i.e. engineering and architectural services). Exceptions to this new requirement are contracts for
emergency purposes, amendments to existing contracts, sole source purchases and contracts that were
in place before the effective date.

¢ Facility Management Contracts — Many districts contract with vendors for district management,
management of facilities and a variety of services. Management companies and vendors are not always
aware of state laws and compliance requirements. The PFD should have adequate internal controls to
ensure that the district’s activities are in compliance with applicable PFD laws, that revenues and other
public assets are adequately safeguarded and that expenses paid for with public funds are valid and
appropriate. Further, there is a risk that the management contracts may result in an improper
delegation of powers to the contractor governing the receipt and expenditure of public funds (ex:
relinquishing responsibility for internal controls to the contractor or allowing the contractor to make
inappropriate expenditures).

e Concession and Franchise Agreements — Districts provide unique services that are not offered at
other entities, specifically for concessions and franchises. In general, there are no statutory
requirements for districts to competitively bid these services. These agreements benefit the district
through a payment of a flat fee or percent of revenues. Therefore, we would expect district policy to
establish a competitive solitiation process to ensure the most advantageous agreement is being entered
into and to ensure it has adequate controls over safeguarding of public resources.

« Promotional Hosting - PFDs have been allowed to expend funds for promotional hosting activities,
which may include expenses for meals, refreshments (including alcohol), lodging, transportation,
entertainment, promotional tickets and gifts of nominal value in connection with business meetings,
social gatherings and ceremonies. For promotional activities the district board must include the
proposed expenditure in its annual budget and adopt written rules governing promotional hosting,
under RCW 36.100.160 or 35.57.060. In addition, for promotional hosting expenses to be allowable,
such expenses must be reasonable, be directly related to the district’s facilities, and be reasonably
likely to provide a benefit. Auditors should use the Entity Specific Areas | Public Facility Districts |
Promotional Hosting step in TeamMate for testing these expenses.
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e Compensation of Public Officers (County Statute only) — For PFDs created by counties, board
members may receive $50 per day for attending meetings or conferences, up to $3,000 per year (RCW
36.100.130). However, there is no provision for board compensation for PFDs created by Cities. It s,
therefore, important to know which statute the PFD was created under.

¢ Matching Requirement for Sales Tax imposed for Regional Centers — Sales taxes imposed
under RCW 82.14.390 require a 33% match from other public or private sources. RCW 82.14.390(5)
describes these matching requirements. If the district is subject to this requirement and the affected
sales tax revenue is significant, this should be considered a material compliance requirement for
financial statement purposes.

FINANCIAL STATEMENTS

Public facilities districts that own a facility that has charges for services may report as an enterprise fund.
However, districts that only collect taxes to remit to others or otherwise do not have charges for services
would be required to report as a governmental fund.

Financial Statement Preparation and Review

PFD management and governing bodies often lack adequate knowledge on financial statement preparation
and review as many individuals are from the private or non-profit sector. In addition, these individuals
have limited experience with governmental reporting requirements and may not be aware of the resources
available to them. Auditors should be aware of who prepares and reviews the financial statements and
consider what controls are in place to identify reporting updates and potential errors. Areas of increased
risk include reporting requirements, recording transactions, and calculating statement balances.

GAAP Reporting Changes

All new GASBs are identified and evaluated by the Financial Audit Committee (FAC), as summarized on the
GASB Tracker available on the FAC Sharepoint page. When evaluating implementation of new GASBs for
PFDs, auditors should specifically consider:

e GASB 87 (Leases, original implementation effective FYE 2020, new implementation effective
FYE 2022) establishes a single model for lease accounting requiring recognition of certain lease
assets and liablities for leases that previously were classified as operating leases. We do not
expect many PFDs to early implement this GASB.

GASB 95, issued May 8, 2020, delayed the implementation date of certain new standards. Entities have
the option to decide whether or not to delay implementation. During planning, as part of Understanding
the Entity & Environment, auditors should inquire with the entity and confirm the entity’s implementation
decisions.

Contingenent Loan Agreements

GASB 70 (Accounting and Financial Reporting for Nonexchange Financial Guarantees, effective FYE15)
requires governments to disclose, evaluate and possibly report liabilities for nonexchange financial
guarantees. When PFDs and their creating cities and counties have entered into contingent loan
agreements (CLAs) to guarantee their PFD’s obligations, these arrangements are expected to meet GASB
70 criteria for disclosure. Required disclosures by the PFD and guarantor city and county are described in
GASB 70 par. 14-17. Disclosure requirements for the original issuer of the obiligation and its guarantors
are included in the BARS manual under Reporting | Notes to Financial Statements.

Expected Disclosures

We would expect the district has analyzed its relationship with the creating city or county and any other
governments involved with the district’s projects for correct accounting and disclosure. We would normally
expect these other entities to be considered related parties with at least some disclosure of the nature of
these relationships and significant transactions in the notes.
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Forgiveness of rents/debts or commitments and the triggering of any guarantees or contingent loan
agreements may be significant transactions or subsequent events requiring disclosure.

If the PFD has projects that are separately financed by bonds and they do not report each project as a
major fund, the PFD may need to include segment reporting in its notes to the financial statements for
these projects.

PFDs should disclose in their notes when their sales tax revenue streams will end. In 2017, the Washington
State Legislature passed Engrossed House Bill 1201 that extended the period when sales tax revenues can
be collected from 25 years to 40 years.

Sales Tax Year-End Accruals

Sales tax is usually a significant revenue source for PFDs. Sales taxes are earned at the time the transaction
on which the tax is charged takes place. PFDs do not receive sales tax revenue from the State until two
months after it is earned; therefore, sales tax revenue receipted by the PFD in January and February were
earned in the prior year. The PFD should accrue these revenues as a receivable at year-end. A Digital Audit
Connections article is also available, Tax Receivable: Are you reporting it correctly?

Fund Balance
Reserve requirements for outstanding revenue bonds should be reported as restricted on the financial
statements.

SINGLE AUDIT

As a local government, PFDs are subject to Uniform Guidance, which would apply even if the grant funds
were expended by a management company. However, federal grants or loans are not typical sources of
funding for PFDs; therefore, most PFDs will not require a single audit.
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APPENDIX 1: PFD Structures

PFD

Project(s)

Project / Debt Responsibility

Asotin County Public
Facilities District

Asotin County Family
Aquatic Center

PFD owns the Center. County retained debt for bonds
issued to finance construction of the center.

Bellingham-Whatcom
Public Facilities District

Art & Children's Museum,
Mount Baker Theatre, and
Streetscapes

City of Bellingham is responsible under a conditional
loan agreement (CLA 2016-0268) for the issuance of
bonds by the City on the PFD's behalf. Specifically, the
2012 and 2016 refunding bonds.

Benton County Public
Facilities District

Three Rivers Convention
Center and Coliseum

Kennewick PFD owns the project (see notes below)

Capital Area Regional
Public Facilities District

Lacey Regional Athletic
Complex

City of Lacey owns the project and has issued general
obligation debt expected to be repaid by the PFD's
pledged sales tax revenues.

Olympia Hands on
Children's Museum

City of Olympia owns the project and has issued general
obligation debt expected to be repaid in part by the
PFD's pledged sales tax revenues.

Clark County Public Facility
District

Vancouver Convention
Center and Hotel

The Downtown Redevelopment Authority (DRA) owns
the project and has issued debt on it. City of Vancouver
is responsible under a CLA for debt service to extent
DRA is unable to pay and subject to other limitations.

Exhibition Hall at Clark
County Fairgrounds

The County owns the project.

Cowlitz Public Facilities
District

Columbia Theatre
(Longview)

City of Longview owns the project and has issued
general obligation debt expected to be repaid by the
PFD's pledged sales tax revenues.

Cowlitz County Expo Center
X

Cowlitz County owns the project and has issued general
obligation debt expected to be repaid by the PFD's
pledged sales tax revenues.

Edmonds Public Facility
District

Edmonds Center for the
Arts

The District owns and operates the center, but the City
of Edmonds issued 2012 GO bonds secured by a pledge
of Sales Tax revenue from the PFD. City is also
responsible under a CLA for debt service on the PFD's
2008 Sales Tax and Refunding Bonds to extent PFD is
unable to pay. Agreement with Snohomish County sets
formal funding of tax revenues.

Everett Public Facilities
District

Angel of the Winds Arena

In 2019 the City of Everett refinanced to replace the
variable 2014 bonds with fixed rate bonds.. The District
and the City also entered into an interlocal agreement
over the 2007 refinancing package, which requires the
City to provide the District $500,000 per year.
Agreement with Snohomish County sets formal funding
of tax revenues.

Grays Harbor Public
Facilities District

Ocean Shores Convention
Center

City of Ocean Shores owns the project. Sales Tax Debt
was originally issued by PFD (with a CLA with the City to
make up any difference) with proceeds passed to City of
Ocean Shores for project construction. City
subseguently refunded the PFD’s debt.

Greater Tacoma Regional
Public Facilities District

Greater Tacoma
Convention & Trade Center

City of Tacoma owns the project and has issued debt on
it.

Greater Wenatchee
Regional Events Center
Public Facilities District

Town Toyota Center

PFD owns and operates the project and has issued debt
on it which is payable solely from tax and project
revenues.

Kennewick Public Facilities
District*

Three Rivers Convention
Center

PFD owns and operates the Convention Center. City of
Kennewick responsible under CLA for debt service to
extent PFD is unable to pay. In addition, City pledged
set annual payments of up to $725K per year to support
PFD.
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PFD

Project(s)

Project / Debt Responsibility

Toyota Arena (formerly the
Coliseum)

City of Kennewick owns the Toyota Arena but has
contracted with the PFD to manage it.

Kent Public Facilities
District

Kent Events Center
(Accesso ShoWare Center)

City of Kent owns the project. PFD issued revenue
bonds and refunding debt, which was passed to City for
project construction. The City is responsible under the
bond agreement for paying debt service with project
revenue and under a CLA as a general obligation to
extent PFD sales tax and the City's project revenue are
insufficient. The PFD has been drawing on the
guarantee for debt payments.

Kitsap Public Facilities
District

Kitsap Fairgrounds Events
Center

Kitsap County owns the project and has issued general
obligation debt expected to be repaid by the PFD's
pledged sales tax revenues.

North Kitsap Regional
Events Center

North Kitsap School District owns the project. No debt
outstanding on the project.

Kitsap Conference Center
at Bremerton Harborside

City of Bremerton owns the project and has issued debt
on it that is being repaid from sources other than the
PFD.

Lewis County Public
Facilities District

Lewis County Event Center
and Sports Complex

City of Centralia operates the project. PFD issued
bonds, backed by a CLA with Lewis County for debt
service to extent PFD is unable to pay.

Lynnwood Public Facilities
District

Lynnwood Convention
Center

City of Lynnwood responsible under CLA for debt service
to extent PFD is unable to pay. In addition, City and
Snohomish County both pledge set annual payments of
Lodging Tax Revenues.

Pasco Public Facilities
District

Three Rivers Convention
Center

Kennewick PFD owns and operates the Convention
Center

Richland Public Facilities
District

Hanford Reach
Interpretative Center (the
Reach)

PFD owns and operates the project. City of Richland
responsible under CLA for debt service to extent PFD is
unable to pay. In addition, City pledged set annual
payments of Lodging tax to support PFD.

Skagit Regional Public
Facilities District

Mclntyre Hall Performing
Arts and Conference Center

Skagit College operates the project. In 2013, the
District’s 2003 GO bonds were refunded with GO bonds
issued by the County. The District then entered into an
interlocal agreement with the County where the District
is to make debt service payments to the County.

Snohomish County Public
Facility District

Provides funding for Angel
of the Winds Area,
Lynnwood Convention
Center, Edmonds Center
for the Arts and the Future
of Flight museum

PFD allocates funding to the four projects noted, which
are owned by other governments.

Spokane Public Facilities
District

Spokane Veterans Memorial
Arena, Spokane Convention
Center and INB Performing
Arts Center

During 2003, City of Spokane Valley and Spokane
County issued $19 million to fund the Fair & Expo and
Mirabeau Point improvements. The District has an
interlocal agreement with the City and the County
regarding debt service payments. In 2012, The District
and the County entered into an additional interlocal
agreement where the County issued bonds and loaned
$15 million of the proceeds to the District.

Spokane Fair & Expo
Center

Spokane County owns the project and has issued
general obligation debt on it. Sales tax revenue pledged
by PFD is used along with several other financing
sources to pay debt service. See above.

CenterPlace at Mirabeau
Point Park

City of Spokane Valley owns the project and has issued
debt on it, to be repaid in part from pledged PFD sales
taxes. See above.

Tri-Cities Regional Public
Facilities District

No projects

No activity
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PFD

Project(s)

Project / Debt Responsibility

Vancouver Public Facility
District

Vancouver Convention
Center and Hotel

The Downtown Redevelopment Authority (DRA) owns
the project and has issued debt on it. City of Vancouver
is responsible under a CLA for debt service to extent
DRA is unable to pay and subject to other limitations. In
addition, the PFD has entered into an agreement with
the Clark County PFD. This agreement stipulates that
the Clark County PFD will pay the county portion of the
conference center sales and use taxes to the PFD.

Washington State
Convention Center Public
Facilities District

Washington State
Convention Center

Debt secured solely by PFD revenues; Deficiency loan
obligation to the State of Washington

Washington State Major
League Baseball Stadium

T-Mobile Park

Bonds issued by Mariners and King County to be paid
from sources other than PFD revenues. Formally called
Safeco Field until December 2018.

Yakima Regional Public
Facilities District

Yakima Convention Center
and Capitol Theater

City of Yakima owns the project and has issued general
obligation debt on it, to be repaid in part from pledged
PFD sale taxes.

* Note: project ownership was considered in substance as the party with responsibility for revenues and
expenditures of project operations; in these cases, there are also leasehold interests that do not appear to
be affected by project performance.
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APPENDIX 2: PFD Financial Condition Risk Levels

The information below indicates an initial risk analysis for financial condition from Low to High going forward. In addition to the risk analysis, there is a
short narrative as to why the risk analysis was made and the funding sources for each PFD. This analysis should be considered during planning. The risk
level does not, by itself, indicate an audit issue. This information is designed as an alert to a potential situation that will need further analysis.

Team Entity Name MCAG | Risk Level Basis of . Funding Source Notes
Accounting
Bellingham Slfagl.t Regional Public Facilities 2788 Cash sales and use tax
District
Bellingham \é\??ta;'iccc:)m Public Facilities 2829 GAAP charges for services Component of City of Bellingham
Central Kin Washington State Major League rental revenue from baseball Expenses outbace revenues in
g Baseball Stadium Public 1156 GAAP games, admission taxes and P P
County s - . 2020
Facilities District parking revenues
. . . . Risk increased to medium due to
Central King Washmgton‘ Statg ‘Cf)nve.ntlc‘)n 2979 Med GAAP sale.s ‘ar\d use of meeting and high debt load, deficiency loans,
County Center Public Facilities District exhibition space .
and decreased bond ratings.
Everett Everett Public Facilities District | 2763 | Med GAAP event revenue, license Revenues down and debt load is
revenue, and sales tax 38%
event revenue and Decline in ending net position
Everett Edmonds Public Facility District | 2764 Med GAAP contributions from related . . & p
. with negative net position
foundation
Everett Sno.h.omléh (;ounty Public 2826 GAAP sales and use tax Pass-thru entity
Facility District
LGS B(.entf)n County Public Facilities 2904 Cash sales and use tax
District
LGS Tr|-.C.|t.|es R.egu.)nal Public 2997 Cash grants and entitlements Minimal or no activity
Facilities District
North King Lynnwood Public Facilities Expenses continually outpace
County District 2765 GAAP sales and use tax revenues, high debt load 146%
Olympia g:"saty;;sci-larbor Public Facilities 2825 Cash sales and use tax CLA with City of Ocean of Shores
Olympia CaPIFE‘.I Are.a R§g|onal Public 2830 GAAP sales and use tax
Facilities District
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Basis of

Team Entity Name MCAG | Risk Level . Funding Source Notes
Accounting
. . . High debt, but evaluated by team
Olympia I;::;iscfounty Public Facilities 2994 Cash sales and use tax during last audit determined it
was okay.
High debt, but evaluated by team
Port Orchard Kitsap Public Facilities District 2770 Cash sales and use tax during last audit determined it
was okay.
sales and use tax,
pullman A.sotlln County Public Facilities 3102 Cash intergovernmental revenues,
District charges for goods and
services, Aquatic Center
South King City of Kent Special Events 3003 GAAP sales and use tax, event Expenses continually outpace
County Center Public Facilities District revenues revenues, high debt load 61%
sales and use tax, changes for
Spokane Spokane Public Facilities District | 0779 GAAP good.s and Services, rent,
parking, concessions, other
taxes
Tacoma Gre.a.ttler TaFoma Regional Public 2787 GAAP sales and use tax
Facilities District
. . sk sales and use tax,
Tri-Cities K(.ann.ewmk Public Facilities 2783 GAAP intergovernmental revenues,
District .
and charges for services
Tri-Cities Richland Public Facilities District | 2833 GAAP sales and use tax
Tri-Cities Pasco Public Facilities District 2910 GAAP sales and use tax
Vancouver Vancouver Public Facility District | 2792 GAAP sales and use tax
Vancouver Cl'ark' County Public Facility 2800 Cash sales and use tax !Days ca'sh on had 36 but
District increasing
Vancouver Cowlitz Public Facilities District 2863 GAAP sales and use tax
Greater Wenatchee Regional
Wenatchee Events Center Public Facilities 2930 Med GAAP sales and use tax, concession

District
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Basis of

Team Entity Name MCAG | Risk Level . Funding Source Notes
Accounting
. . . —_ Now over $2million and may
Yakima Yakima Regional Public Facilities 3009 Med Cash sales and use tax require its own fs audit; blended

District

component of City of Yakima
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Planning Guide Information
Supersedes previous planning guide dated March 3, 2021. Please direct questions or suggestions to a Public
Utility District Subject Matter Expert.

Guidance is based on the extensive research, brainstorming and reviews conducted as part of the planning
guide update process. For this update, guidance was also informed by previous discussions with:
e Washington Public Utility Districts Association (WPUDA)

Guidance is intended only for internal use to help auditors gain an understanding of public utility districts
(PUD). The guide is intended to enhance planning and risk assessment procedures, not replace them.
Information in the guide should therefore be considered along with other planning and risk assessment
procedures. While guidance is designed to be as comprehensive as feasible, auditors must be alert for audit
issues and situations not specifically addressed.

This guide is used by the State Auditor’s Office staff as they plan audit engagements. Information
presented in this document does not represent policy or legal guidance. State agencies and local
governments should contact their legal counsel with specific questions.
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WHAT'S NEW
Auditors should be aware of the following significant updates:

e Clean Energy Transformation Act (CETA) - Districts that distribute electricity to more than one retail
customer are required to comply with CETA. No additional procedures are needed, Team Energy will
perform these as compliance attestation examinations with a separately issued report.

e Information for Compliance Engagements - When performing a financial audit or reviewing an external
CPA firm’s financial audit of a PUD included in the list, auditors are requested to document specific
information and place it in the FAWF for upcoming Energy Independence Act compliance engagements
performed by Team Energy.

e New GASBs Affecting Financial Reporting — GASB 87 (Leases) is expected to have an impact on PUDs
and require re-evaluation and changes to reporting. GASB 83 (Asset Retirement Obligations) is also
expected to continue to have an impact on PUDs; additional information related to assets for PUDs
that operate specific types of generating facilities has been added.

REQUIRED RISKS TO ASSESS

The following risks must be documented as red flags and discussed during brainstorming to ensure sufficient
consideration. They should be prioritized for audit to the extent they are applicable and significant to the PUD.

Procurement - Transformers

Districts have expressed concern that competitive procurement of certain equipment, such as new electricity
transformers to serve new construction in their respective service territories has become extremely difficult.
Districts have stated orders are delayed up to 24-36 months and prices for the equipment are subject to
change. To address this issue, Districts are looking for ways to secure orders. Auditors should be alert to non-
compliance with procurement requirements.

We have advised Districts to document their rationale for the actions they take in procuring these hard to
obtain items. We suggest if you identify these transactions for inclusion in your audit scope, ask the District
for documentation of its efforts to follow applicable procurement laws (such as any legal analyses, pricing and
vendor availability research, etc.) for auditor assessment.

Write Offs and Adjustments Related to COVID Restrictions

Districts have had questions as to whether these are allowable considering state prohibition against gifting of
public funds, now that shut-offs are no longer prohibited under the Governor’s Proclamation. Auditors should
make sure Districts have a process for ensuring write offs and adjustments are reviewed, approved and
adequately supported. We expect a considerable increase in activity in this area.

Financial Condition

Financial condition risk will be assessed as a baseline test for accountability audits and as part of our going
concern analysis for financial audits. Governments have experienced a wide range of effects as a result of
COVID-19; auditors should be alert for any risks to financial condition and review FYI 2020-01 for expected
disclosures.

The financial effects on residential and industrial/commercial customers brought on by COVID-19 are expected
to have a financial impact to each PUD. For example, if a PUD’s industrial or commercial customers are not
using the amount of power or water expected when the district set its rates, this disparity could adversely
impact the district’s ability to recover its costs of services to those customers, and result in changes in how it
will design its rates in the future. Note that analytics comparing retail utility revenues to volume of service
provided may be skewed. In addition, an increase in accounts receivable aging could make it easier to conceal
fraudulent activities. See also COVID-19 Accounts Receivable Risks in the Financial Statement section. It might
take a PUD some time to adjust its rates to align with changes in demand and to compensate for the lost
revenue.

In addition, we expect each utility to experience a significant increase in the number of commercial and
residential accounts in arrears, which can adversely impact the PUD’s financial position as well. PUDs have
historically carried more funding in reserves than other government types; so, they may be in a better position
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to absorb the financial impact of these types of issues without significantly increasing the billing rates the PUD
charges its customers. Therefore, we expect to see reductions in PUD reserve fund balances in the short term.

Utilities, including PUDs, also have been impacted by the governor’s proclamations on deferrals of late
payments and prohibitions against shut-off of service, see Appendix B — COVID 19 Impacts. Note that the
proclamations expired on September 30, 2021. See also Measurement of Financial Health.

EFT Controls

Payroll and vendor electronic file transfer (EFT) related cyber frauds continue to occur. Accordingly, controls
over EFTs is a required risk to assess for all entities we audit. When assessing this area of risk, auditors should
talk with the entity about its controls related to changing existing EFT contact information and associated bank
account numbers. The approach perpetrators of these frauds use has evolved to include changing contact
information for existing EFT transactions before requesting a change to the associated bank account
numbers. Previously, entities were encouraged to follow up with the contact information known at the time of
the request for changes to bank account information; however, a stronger control is to independently confirm
any change to payroll or vendor profile contact information or banking account information. Individuals with
the ability to change or add EFT accounts need to have clear guidance on the process to authorize these
changes through a proper validation method. A testing strategy is available in TeamMate at Accountability |
Expenses | EFT Disbursements | Controls over EFTs. Contact Team IT Audit at SAOITAudit@sao.wa.gov for
additional clarification or guidance.

BACKGROUND

Washington’s 28 public utility districts (PUDs, or Districts) are considered “consumer-owned utilities” formed
under Title 54 RCW for the purpose of conserving water and power resources and supplying various public
utility services.?

PUDs are proprietary in nature, governed by a three or five member board of commissioners who are
responsible for regulating their respective District by setting rates and making business decisions that are
carried out by a CEO / General Manager. District Commissioners’ regulatory role over their respective
consumer-owned utility is similar to the Washington Utility and Transportation Commission’s regulatory role
over the investor-owned utilities (Avista, Puget Sound Energy, and PacifiCorp).

Authority and Common Activities

PUDs are authorized to provide electric, water and sewer utility services, street lighting, wholesale
telecommunications services, and are authorized to produce and distribute renewable resource fuels, such as
biodiesel and ethanol. PUDs may sell renewable natural gas and, as of July 28, 2019, renewable hydrogen.
PUDs may also operate power and water conservation programs. Telecommunication operations are limited
to wholesale services that include development, licensing and operating telecommunications lines and facilities
within the district. In general, PUDs can only provide wholesale or retail telecommunication services as a fee-
for-service to internet service providers and other public utility districts, not to end-users.

PUDs have taxing authority but normally finance their activities exclusively through revenue bonds and sales
of services. As is true with all forms of utilities, a PUD’s rates are designed to recover all of its costs.
Formation of new entities:

Chapter 43.52 RCW gives PUDs authorization to form joint operating agencies (JOA). The current largest JOA
is Energy Northwest. Its membership includes 19 Washington PUDs. It owns and operates the Columbia
Generating Station, which is the state’s only commercial nuclear power plant.

RCW 39.34.030(2) gives PUDs and other municipalities the authority to form LLCs, corporations, nonprofits
and partnerships to facilitate cooperative action under an interlocal agreement. For PUDs, this structure has

! Title 80 RCW primarily relates to the State Utilities and Transportation Commission and its oversight of investor owned
utilities and does not generally apply to public utility districts and municipal utilities.
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been used for renewable energy projects, such as wind farms. These entities are expected to be subject to
SAO audit.

Contact a PUD expert or program manager for assistance evaluating any newly formed entities or to evaluate
any entities created by a PUD that are not currently being audited.

Purchasing and Selling Electricity
Although utilities are currently researching new technologies, electricity cannot be stored efficiently; so, power
that is not used or sold represents lost revenue opportunities.

To meet their customers’ power needs, a PUD may generate power from facilities it owns, purchase power
from third-party power producers, such as the Bonneville Power Association (BPA), or purchase power on “the
open market” from other utilities that generate excess power. BPA provides a large percentage of the
electricity to meet the retail demand of the Pacific Northwest. BPA delivers electricity to its utility customers
using transmission lines, owned and maintained by the U.S. Department of Energy.

In some cases, a district’s customers may generate their own electricity and sell any excess power back to the
district in the form of a credit to their electric bill. Referred to as net metering (Chapter 80.60 RCW), the
district will install a bi-directional meter that measures how much energy a customer transfers to and from the
District’s grid from generation at the customer’s premise. This generally applies to residential and commercial
customers who have installed a wind generator or solar panels on their buildings. Similarly, a large industrial
customer might operate a generator, such as a cogeneration facility installed at a lumber processing mill, using
wood waste to heat a wood drying kiln. The waste heat emitted from that process is captured and used to
heat water to create steam that is used to turn (or fuel) a turbine generator for energy production. The energy
produced, or load, can be used by the facility, or can be sold to the PUD to supply its customers.

How power is measured

When reviewing amounts of electricity a PUD purchases or sells to its retail customers, the amounts are stated
in units of MWhs (megawatt-hours) or kWhs (kilowatt-hours), where one MWh = 1,000 kWhs.

PUDs will enter into “Power Purchase Agreements”, or “PPA’s” where they purchase an amount of energy from
a power seller as a one-time delivery, or over a period of time which can range from an hour using a short-
term market sale, to several years using a long-term contract.

Output over the course of a period of time, such as a year, is expressed in MWhs or kWhs — the number of
MW of kW produced over the total number of hours the generating unit operated during that year. For example,
if a wind turbine generator with a nameplate capacity of 1.5 MW produced energy non-stop every hour of the
year, the maximum amount of energy that wind turbine generator could produce in one year is 13,140 MWh
(1.5 MW per hour, times 8,760 hours per year).

Electricity pricing and volatility risk management

The price of a unit of energy (spot price) can be highly volatile, depending on the demand for electricity at the
time it is purchased — energy purchased at 5:00 pm when most people are home from work cooking dinner
(on peak) is much more expensive than energy purchased at 3:00 am when most people are asleep (off peak).

A PUD can manage its cost volatility risk by using hedging strategies of varying complexity. For instance, a
PUD can purchase “future” contracts to purchase energy ahead of the time it is needed to lock in a particular
purchase price, in cases where the utility anticipates energy prices will increase. Conversely, a district could
use the future contract to ensure it sells its excess energy at a particular price to cover its production costs in
the event of future energy cost declines.

We would expect these hedging activities to be controlled by PUD risk management policies and disclosed in
the financial statement notes (see derivatives in financial statement section). Managing the volatility of energy
demand and prices requires highly specialized expertise and training. PUDs either hire staff with expertise in
this area or outsource for the expertise. Specifically, PUDs can become a member of an organization comprised
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of power purchasers who function like stock traders to purchase or sell power on behalf of the member utilities.
The largest national public power energy trading and power management firm is “The Energy Authority” (TEA),
which is wholly-owned and operated at the direction of its public power membership. The Attorney General’s
office has concluded it is allowable for Washington PUDs to be members of TEA.

Future Trends in the Utility Industry

Utilities are researching technologies to ensure reliable electricity is available to meet customer demand.
Customer demand for electricity can vary during the day. Utilities deploy various strategies to ensure they
have sufficient electricity available to respond to sudden increases in customer demand during the day. To
offset the variability in customer electricity usage, utilities generally purchase electricity on the open market.
They also invest in resources such as wind and solar, and utilities are developing technologies in the areas of
thermodynamic, tidal energy generation, and battery storage as a means of obtaining additional electricity to
supply customers during the day when usage is at its peak.

Utilities also are investing in demand management (demand response) measures such as smart meters that
are designed to shift customer demand for electricity from a peak period during the day to an off-peak period.
This helps reduces the Utility’s need to purchase additional electricity on the open market.

Industry, Regulatory and Other External Factors

As a monopoly with rate-setting authority, PUDs are provided protection from many business risks because
they can pass costs on to customers through their rates. Potential business risks for PUDs include: dependence
on one or two large customers, weather, risk of damage or loss to infrastructure in a natural disaster,
competition for the purchase of power, and changes in regulations.

Depending on the district, oversight agencies may include BPA and FERC:

e In2008-2011, the medium to large PUDs signed new long-term power contracts with Bonneville Power
Administration (BPA). These contracts cover the period 2011 — 2028 whereby BPA sells fixed and
variable amounts of electricity to its utility customers, referred to as "block” and “slice” agreements,
respectively. Under these agreements, the district will receive a block (pre-defined) amount of power,
plus a percentage piece (slice) of the excess power generated, the amount of which can vary?. These
contracts include a “slice-load ratio” compliance requirement that auditors should
consider in identifying material contract compliance requirements during financial
statement audit planning. Specifically, utilities are required to maintain a slice-load ratio, or a
measurement and verification to verify the PUD is delivering the less expensive BPA power to its retail
customers (bringing the power it purchases from BPA to load), as opposed to selling the low-cost
power at a higher price to power resellers. Through this slice agreement, BPA prohibits its PUD
customers from selling the cheaper BPA power on the wholesale market for a large
profit. Noncompliance with this contract requirement can result in financial penalties to the PUD.

e The Federal Energy Regulatory Commission (FERC) issues licenses/permits for hydroelectric facilities.
These typically are long term (30-50 years) and are subject to renewal so long as the facility is
operated in the parameters FERC requires. However, we expect financial penalties associated with
non-compliance with these agreements to be rare because of the severe consequences of losing a
license to operate a generating facility. PUDs place a high priority on complying with FERC's requests
in a timely manner and have adequate funding sources to do so. FERC also coordinates the
development and adoption of information technology systems (smart grid) guidelines and standards,
and has authority to approve mandatory cybersecurity reliability standards.

There are other agencies, such as the US Department of Energy (DOE), North American Electric Reliability
Corporation (NERC), and Western Electricity Coordinating Council (WECC), that are associated with the power
industry and play a role in the regulatory environment, but are not normally considered oversight agencies of
the PUDs.

2 For example, the amount of power delivered to a utility under BPA'’s slice agreement can vary due to the amount of
water available to create power at the dams that comprise the federal system.

Washington State Auditor's Office Page 5 of 25







Measurement of Financial Health

Historically, we have observed few financial health concerns because a PUD’s board of commissioners can
raise rates without restriction to generate additional revenues; however, utilities with infrastructure needs that
are greater than the revenue it can raise through reasonable rate increases may be at risk. Also, there is
increased risk of financial distress if a district’s relationship with a major customer terminates, such as the
shutdown of an industrial customer’s facility.

The financial health of proprietary entities is often best measured by considering the change in net assets,
after adding back depreciation and amortization costs.

PUDs often issue revenue bonds. Changes in current bond ratings (at www.emma.msrb.org) may also be a
good source indicator of a PUDs financial health.

See also Required Risks to Assess for financial condition.

PLANNING & ADMINISTRATION

Training and Additional Resources
The following recorded self-study is available in the training system and may be helpful when auditing public
utility districts:

e Introduction to Public Utility Districts
e Know Before You Go: Public Utility Districts

Additional resources related to public utility districts can be found on the intranet site under Audit |
Information | Reference Guide | PUD Resources.

Analytical Procedures
PUD specific items to inform analytical procedures:

e Increased investment in capital projects — Potential for increases in Clean Energy Transformation
Projects under CETA, such as expenditures to construct vehicle charging stations.

e Late fees and shut offs — An increase in communications with customers, collections, and liens will
more likely to be an issue affecting 2022, more so than 2021.

e Increase in receivable write-offs following Sept. 30, 2021 — Potential for issues with up to date policies
and compliance with District policies following expiration of proclamations, plus additional risks with
receivables management.

e Increase in spending for energy assistance - Likely to see an increase in spending on programs to
provide energy assistance to (reduce the energy burden of) low-income households to comply with
CETA requirements.

Clean Energy Transformation Act (CETA)

Districts that distribute electricity to more than one retail customer in the state of Washington are required to
comply with the Clean Energy Transformation Act (RCW 19.405) and administrative rules (WAC 194-40). We
have placed memos in each District’'s FAWF file to inform auditors that no additional procedures
are necessary. Team Energy will perform these as compliance attestation examinations with a
separately issued report.

CPA Firm Financial Statement Services

Many PUDs contract directly with external CPA firms for financial statement audits. In some cases, we audit
PUDs on a 2 or 3 year cycle for accountability purposes, while a CPA firm performs the annual financial
audit. The CPA Audit Report Review is to be performed annually (or as frequently as the external report is
issued), regardless of the accountability audit frequency. See the Review Work of Others planning guide for
additional information and contact the CPA Audit Coordinator for questions. The following guidelines
summarize auditor responsibilities when all or part of a financial audit is performed by an external CPA firm or
as part of another SAO audit.
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When all of the primary government audit is performed by an external auditor in lieu of an SAO audit,
follow Audit Policy 3510, perform a “CPA Audit Report Review” in a separate TeamMate file (available
in the TeamStore under Special Engagements | CPA Audit Review) and charge time to project code
“CPAP”. This TeamMate file must be completed prior to planning the Accountability Audit.

When part of the audit is performed by an external auditor or as part of another SAO audit, follow
Audit Policy 6240, use the appropriate “"Rely on Work of Others” audit program (available in TeamStore
under Financial Statements | Rely on Work of Others) and charge time to project code “"CPAR". This
work should be started as soon as possible during planning.

When part of the audit is performed by an external auditor in lieu of an SAO audit and it is significant
to the primary government, follow both Audit Policy 3510 and 6240, perform a “CPA Audit Review”
coding time to “CPAP” and use the appropriate “"Rely on Work of Others” audit program coding time
to "CPAR".

Required — When performing a financial audit or reviewing an external CPA firm’s financial audit of a PUD,
auditors are requested to document the following information and place it in the FAWF for upcoming Energy
Independence Act compliance engagements of these districts:

Benton Co PUD Chelan Co PUD Clallam Co PUD
Clark Co PUD Cowlitz Co PUD Franklin Co PUD
Grant Co PUD Grays Harbor Co PUD Lewis Co PUD
Mason Co PUD No. 3 Snohomish Co PUD

Team Energy uses the following to inform its planning and analyses of the retail loads these districts use to
calculate their respective renewable energy targets:

1.

2.

Was retail electricity sales revenue identified as a material balance?

If it was a material balance, did we or the CPA firm test/analyze the retail electricity sold as a function
of the reported retail electricity revenues? If so, please summarize the procedures and results.

Were any misstatements, significant deficiencies or material weaknesses identified with the district’s
customer Billing System that had an effect on the reported retail electricity sold? If so, please describe
condition, steps the utility took to resolve the issue, and document the impact the condition had on
the retail electricity values reported.

NOTE: Audit testing of retail electricity is commonly performed as an analytical comparison of retail
revenues to kWh or MWh sold, or sometimes a comparison of the amount of power purchased by the
district compared to the amount of electricity the district sold to its retail customers and through wholesale
market sales.

This information will help Team Energy avoid reperforming the same work in upcoming compliance
examinations.

Key Operational Information
Key information the auditor should document in the permanent file includes:

The types of services offered and major infrastructure related to each

How the PUD buys its power, if it sells power, and its strategy to hedge power purchase and sale risks
(long-term contracts, derivatives, etc.)

Participation in joint ventures or other corporate entities
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e Material compliance requirements
o Bond covenants (see financial section)
o For utilities with dams - existing relicensing agreements and expiration dates; any compliance
requirements contained in the permit or license
o For utilities who have agreed to maintain a slice-load ratio, if they do not they risk incurring a
financial penalty from BPA (see discussion on BPA oversight agency)
e Any activities beyond basic utility services that have been evaluated for allowability
e Whether the PUD uses regulatory accounting, see Appendix A

Each electric utility will have an Integrated Resource Plan (IRP), or a more simplified resource plan, developed
in accordance with state law that forecasts future supply, demand and infrastructure investments. The plan,
which is generally posted on-line, is a good document for auditors to scan to understand the utility’s business
environment and resource acquisition strategies.

ACCOUNTABILITY

ALERT: The Public Records Act (RCW 42.56.330(2)) has a special exclusion of records or lists of
a public utility from public disclosure if those documents include the following information about
its customers:

e Addresses,

e Telephone numbers,

e Electronic contact information, and

e Customer-specific utility usage and billing information.

Records obtained from the utility that include this information must be handled by the auditor as Category 3
confidential information in accordance with SAO “Security and Privacy Policy for Managing Data”. If
auditors have questions on how to handle the data, contact the Team IT Audit Data Analysis manager, Tara
Lindholm.

Revenues
Public Utility Districts may act as their own treasurer (RCW 54.24.010).

Strong internal controls over cash receipting is critical to a PUD due to the large amounts of monies receipted.
Cash receipting fraud risks are particularly of concern at smaller PUDs where they might not segregate duties
or have inadequate oversight over deposits and account adjustments.

The auditor should consider mitigating controls in the control risk assessment, such as an effective oversight
process over transactions. If persons with access to the cash or the deposit (at any time) have the ability to
perform adjustments to customer accounts, auditors should consider testing for validity, authorization, and
support of adjustments made throughout the year. See also the Center’s resource Segregation of Duties:
Essential Internal Controls for additional control options for small entities.

Auditors should specifically consider risks over the following:

1) Are cashiers or any persons with access to the cash or the bank deposit able to adjust customer
accounts (balances owed) and/or cash receipting transactions (i.e. void a receipt) in the billing system?
In past PUD fraud investigations, we found that ineffective segregation of duties, lack of effective
monitoring and inappropriate access to financial software to manipulate records were main factors in
allowing misappropriations to occur:

e Accounts that receive services (metered or unmetered usage) but were not billed.

e Cash receipts that were skimmed, misappropriated and not applied to the account (i.e.
lapping scheme) or are misappropriated and then concealed with an adjustment to the
customer’s account to reduce the balance due.
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e Collections processes are at risk for unauthorized write offs or accounts that may go
delinquent and unpaid due to lack of monitoring.

2) Are deposits independently reviewed and reconciled by someone who does not have access to cash
receipting or to the deposit itself (this includes access to the safe and taking the deposit to the bank)?
PUDs should try to minimize the transferring of the deposit between persons for purposes of
recounting it as this practice increases the opportunity for misappropriation. When entities employ
this practice, it makes it higher risk that there is not an independent review as numerous individuals
have access to the deposit. The independent reviewer would be checking system receipting records
to the bank validation receipt, including comparing cash/check composition.

Common revenue streams are as follows:

¢ Fees for utility services provided — This is generally the largest revenue category. Customer billing
rates are generally established by resolution, although some large industrial customers may have
negotiated power contracts for a reduced rate. Larger customers may also be subject to demand charges,
or additional fees for peak power draw. For example, a baked goods manufacturer might use a high
amount of power in the morning when all ovens are in use but a much lesser amount during the day. Due
to the demand on the system at one point during the day, they will incur additional fees, or demand
charges, from the PUD.

Customers may also incur late fees or be charged hookup fees for new services.

PUDs may provide their services at reduced rates for low-income senior citizens or other low-income
citizens providing it's established in ordinance or resolution and uniformly applied to all service areas (RCW
74.38.070).

o Collection Practices — PUDs should have a collection policy that establishes how to handle past due
accounts, when to shut off services, and when to send a customer’s account to collections. Some PUD
policies include a methodology for collecting on certain accounts such as focusing on the largest and
longest past due because of the voluminous activity that can occur with late payments. For PUDs with
high volumes of late payments and limited staffing, this may be a riskier area to consider for audit.
See also Appendix B — COVID-19 Impacts for information on the governor’s proclamations on deferrals
of late payments and prohibitions against shut-off of service.

o Conflict of Interest - Entity staff and officials often have personal accounts at the PUD. Auditors
may consider periodically testing those accounts to ensure charges are reasonable and adjustments
are valid.

o Third Party Receipting - If the PUD contracts with a vendor to help it process payments such as to
accept or process credit card payments or use a vendor receipting system online or otherwise, where
the vendor helps with handling or processing payments, additional risks should be considered. A
TeamMate testing strategy is available at Accountability | Revenues | Third Party Cash Receipting.

e Voluntary Contributions — A PUD may include as part of its regular customer billings a request for
voluntary contributions to assist qualified low-income residential customers in paying their electricity, water
or sewer bills (RCW 54.52.010). These funds may be managed by the PUD or a nonprofit as outlined in
the statute and may only be used to assist the District’s low-income customers with their bills, not for use
to offset the District’s costs to administer the program.

o Sales of Excess Power — PUDs with generation facilities or who purchase more power than they need
to meet their retail demand can sell the excess power. BPA Tier I power purchases may not be resold
without penalty, unless the District has made special arrangements with BPA to do so.

PUDs that sell power they generate from their own facilities, such as hydropower from dams they own,
use the “Web Trader System” (WTS), third-party software, to record each sale and purchase. PUDs may
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refer to the system by other name, such as “Deal Trader System” or the “Trade Capture System.” PUDs
use the WTS and its reports as the authoritative source for any reporting of trading activity that is needed.

Pole Attachment Revenue — Rental income from microwave towers, used for cell phones and secure
communications, built on substation property. These agreements may be made with cable companies and
are typically for 20 years with the option to renew.

Special Property Tax Assessments - RCW 54.16.120 allows PUDs to levy special property tax
assessments to cover their capital and operating costs relating to street lighting. The PUDs should have
a basis to demonstrate how its fees were calculated and how it relates to the actual cost of providing this
service, demonstrating the benefit received. The PUD may contract with the County Treasurer to perform
the actual billing and collection.

[Telecommunications only] Wholesale Telecommunications — Utilities contract with and bill, at
wholesale prices, retail telecommunication service providers for the right to use the District’s
telecommunication infrastructure. Some PUDs invest heavily in telecommunications infrastructure and are
sometimes reluctant to address overdue accounts from retail telecommunication providers. Utilities may
create financing arrangements with their telecommunication providers that are inconsistent with the PUDs
collection policies.

[Telecommunications only] Retail Telecommunication Services — RCW 54.16.330 offers guidance on
who may provide service to end-users of telecommunication systems. Following the 2021 legislative
session, PUDs are authorized to provide retail telecommunication services directly to underserved end-
users, provided certain conditions are met. For example, a PUD is now authorized to provide retail
broadband service to residential customers who are not able to acquire those services. Districts are
required to work with the Governer's Broadband Office to gain the authorization to provide thoise services.

Please contact a PUD Subject Matter Expert should you have questions in this area.

Expenses
In addition to normal risks related to accounts payable, imprest and EFT systems, auditors should be aware
of the following unique facts or risks:

Board Member Compensation — RCW 54.12.080 governs Commissioner compensation and allows for
a salary depending upon the size of the PUD, as well as a payment per meeting doing official business,
and reimbursement of travel expenses. Commissioners may also participate in the entity group health
insurance plan expressly authorized in this statute. There is a max limit on total salary.

General Manager Compensation - RCW 54.16.100 requires the Board of Commissioners to set the
General Manager’s compensation by Board Resolution in an open public meeting.

Executive Compensation - Executive employment contracts may provide additional compensation
beyond that offered to other employees. Auditors should question the basis for additional compensation
that is not defined in an employment contract. Examples could include car allowances, additional
retirement funds or life insurance policies.

Incentive Plans, performance pay, bonuses or other forms of additional payments beyond
standard salary - PUDs have a need to hire employees in certain specialized positions that are in high
demand, such as lineman. The market for employees to fill these positions can be quite competitive. To
compete, PUDs are looking for ways to attract experienced staff and often use compensation incentives
to achieve this objective. If awarded improperly though, these types of payments may represent extra
compensation and a gifting of public funds, which are prohibited by the state Constitution. Management
and other district staff may also be offered financial incentives, which are typically defined outside of
employment contracts.

The Legislature has granted PUDs the authority to pay for the actual necessary travel and living expenses
of certain interview candidates under certain circumstances (RCW 54.16.092). However, PUDs are not
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expressly authorized to pay employees hiring bonuses or reimburse them for actual moving expenses, and
should conduct their own legal analysis prior to setting up such programs. Here are some things to keep
in mind:

o PUDs should have a legal analysis to support their legal authority to offer incentive programs

The Governing body should formally adopt any incentive program by resolution

o Typically for incentive plans: goals should be established before the performance period begins;
should be individually based and are above and beyond normal employment requirements for that
position; outcomes should be measurable and evaluated at the end of the performance period
before payment is made.

o

Auditors should consider large, one-time payments to employees, outside of regular, periodic payroll
transactions. Hiring bonuses may be allowable but must be the result of a demonstrated public purpose
and the employee meeting pre-defined criteria. For example, the entity pays the employee after the
employee has worked for the entity for an agreed upon period of time, or the entity pays the employee
after the entity has received some added consideration from the employee, i.e. paying hiring bonuses for
staff development costs normally incurred by the entity. Auditors should request the PUD’s policies and
support showing these types of payments do not violate the state Constitution. Auditors should use the
“Bonus / Incentive Payments” step available in TeamMate at Accountability | Expenses | Payroll
Disbursements when reviewing incentive plans.

Recent fraud investigations have involved compensation for lineman (control deficiencies as it relates to
detecting falsification of time sheets). Auditors should also consider the following risks:

o Whether the employee meets the criteria established by policy to qualify for the additional
compensation, such as stipends.

o Controls over time tracking and timesheet preparation include controls in place to ensure the time
reported is accurate. Some employees can earn significant amounts of overtime. The PUD should
have controls to ensure overtime is authorized and reasonable including supervisory review, and
periodic comparisons to support such as dispatch or on call logs, dispatch recordings, and/or gate
access logs.

o Controls ensuring overtime and benefits are paid out in accordance with approved PUD policies.

It's likely PUDs have offered hiring bonuses for quite some time, so auditors might expect questions from
the PUDs on this topic as we make recommendations. We've communicated with the PUD Association
(WPUDA) and have provided alternatives for attracting positions, such as adding retention payments into
employment contracts (where the PUD would pay a lump sum at the end of a period of time, such as after
each year of employment). Auditors should contact a PUD Subject Matter Expert or the Program Manager
with any questions. Additional guidance developed in consultation with the AAG, Director of Legal Affairs,
Audit Management and PUD SMEs & PM can be found in external HelpDesk request #90403 (1/11/21).

Retirement and Benefits — If a PUD allows employees to “retire” but allows the use of vacation/sick
leave before the employment effectively terminates, then this practice must be included in its board-
approved policy. In 2014, SAO confirmed with Department of Retirement Services that the employee can
continue to earn service credits for retirement plan purposes during this time.

Loaning of employees — PUDs may loan an employee to another PUD or other agency by contract. The
agreement should specifiy what benefit each entity is receiving and how the payments are made to the
employee. PUDs may not subsidize private business ventures by providing employee assistance.

Advertising — RCW 54.16.090 gives PUDs the authority to incur advertising costs. We generally see
advertising to promote district energy conservation programs and to promote other district services.

Taxes — PUD’s are subject to state and possibly city B&O tax, public utility tax, and PUD privilege tax. The
public utility tax is the only one charged to the customer, whereas the other two are borne by the PUD.
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The PUD privilege tax is intended to be in lieu of property tax and allows the state, schools and other
taxing districts to receive revenues from the large investment in PUD generating facilities.

[Electric only] Power Purchase Agreements (PPA) — PUDs without generation facilities obtain
electricity from BPA or from public or private power producers, such as other utilities with generation
facilities. These purchases are by contract for longer period of commitment, such as a month, year or
several years, are often referred to as a PPA, also referred to as "Term Sales" or "Forward Deals". PUDs
are also allowed to prepay for power so long as a contract is in place (RCW 42.24.080).

[Electric only] Short-term market purchases — PUDs need to meet customer demand for power every
minute of every day, year-round. During times when customer demand exceeds the amount of power a
PUD received from its PPA’s, it must go to market for purchase of the additional power it needs to meet
its short-term demand.

[Water only] Environmental Mitigation — If drawing water from an aquifer, the PUD may be required
as a provision of its Department of Ecology (DOE) permitting process to have a habitat
management/restoration plan. This can result in programs such as stream steward and habitat restoration
that would likely be allowable per this contractual arrangement with DOE.

[Telecommunications only] Gifts of Public Funds related to Wholesale Telecommunications - Retail
telecommunication service providers are often small enterprises with limited funding. PUDs should not use
public resources to provide items such as equipment, office space or staff in an effort to ensure the success
of the service provider. Additionally, the PUD must ensure that rates, terms, and conditions for such
services are not discriminatory or preferential. Rates, terms and conditions for wholesale or retail
telecommunications services should be offered at substantially similar rates, terms and conditions to all
entities seeking substantially similar services )see RCW 54.16.330).

Assets
Common sources of assets at risk of misappropriation or misuse include:

Petty Cash Funds — PUDs may have large "storm fund" petty cash accounts for emergency purchases
during storms and power outages. In such cases, controls over such funds are vital since the funds are
infrequently used.

Surplus Property — RCW 54.16.180(2) gives PUDs the authority to surplus property with Board approval.
Although it has flexibility on how it will dispose of assets, the PUD cannot donate property to private parties
unless the assets are determined to have no value in which case the PUD can dispose of in the manner it
determines best.

Small and Attractive Assets - PUDs typically have decentralized shop locations where many assets are
stored and safeguarded. A recent fraud investigation identified issues with lack of proper controls to ensure
issued assets are returned when an employee leaves employment. Past audits have also identified issues
related to not adequately monitoring tools & equipment, not maintaining adequate listings and/or not
maintaining up to date policies/procedures over these assets. Evaluation of controls should also include
consideration of the effectiveness of the District’s work order system.

o Tools & Equipment - PUDs use a number of specialty electronic items such as portable GPS
equipment to work on transmission lines which can be costly. Some tools are assigned to vehicles
and others may be located in a tool room. PUDs should have a tracking system for its tools, including
a process to inventory them. There should also be monitoring controls over purchases of new tools
or equipment (via a formal work order system); including evaluation of what happened to the item it
replaced to ensure proper disposition. The tool room manager may have responsibility for all the
internal controls so another risk is proper oversight and independent checks on this function. A
TeamMate testing strategy is available at Accountability | Assets | Small & Attractive Assets.
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o Inventory — PUDs often store large amounts of unused supplies and materials needed for building
and maintaining infrastructure such as cables, wires and pipes. These items are susceptible to theft
for scrap sales, especially copper wire, and should be adequately monitored and secured. Inventory
should be tracked in an inventory tracking system, periodically inventoried, and any inventory
adjustments monitored by someone independent of the inventory.

Compliance Requirements

Many compliance requirements that apply to other entity types also apply to PUDs, including: Open Public
Meetings Act, expenditure audit and certification, conflict of interest, limitation on compensation of public
officials (which includes salary and insurance based on size of the District under RCW 54.12.080), insurance /
bonding requirements and authorized investments (since PUDs act as their own treasurer).

PUDs are not subject to budgeting requirements.
Other compliance requirements and risks to be aware of are as follows:

Authority - Chapters 54.04 and 54.16 RCW detail the scope of PUD authority which is limited as a special
purpose district. If you encounter activities that are outside of providing basic utility services, contact a
PUD expert or program manager. Any activities that are evaluated should be documented in the perm file
section, including our process for evaluating them.

Self-insurance Programs — See the Self-Insurance/Risk Pools Guide for additional details. PUDs should
have their self-insured programs approved by the State Risk Manager, specifically medical programs, RCW
48.62 and WAC 200-100 and -110.

In 2017, the State Legislature passed legislation creating Washington State’s Paid Family and Medical
Leave Program. State law also allows employers—including local governments—to opt out of the state’s
PFML Program for either the family benefit, the medical benefit, or both, and instead offer a Voluntary
Plan. Employers with Voluntary Plans are required to offer benefits that are equal to or exceed the benefits
offered by the state’s PFML Program. They must apply to Employment Security Department (ESD) and be
approved to administer a Voluntary Plan.

Because employers with approved Voluntary Plans are responsible for paying benefit claims to eligible
employees using, in part, resources that are required to be set-aside, the SAO considers them to be local
government self-insurance plans in the context of RCW 43.09.260, therefore requiring examination at least
once every two years.

A testing strategy for PFML voluntary programs is available at Accountability | Compliance Requirement |
Self-Insurance that can be used starting with audits covering 2020, which is the first year that benefits
were required to be offered.

Operating a Joint Utility - PUDs may operate a joint/consolidated/combined utility that would allow
profits to be shared amongst the utility functions and would negate the one fund benefitting another
limitation between utilities. A PUD must have a resolution in place that covers the joint utility functions in
order to do this. Otherwise, a PUD would be subject to requirements limiting one fund from benefitting
another. See the TeamMate testing strategy for audit steps covering both joint utilities and stand-alone
utilities at Accountability | Entity Specific Areas | Public Utility Districts (PUD) | Utility Subsidization. Note
this does not override GAAP reporting requirements which might require presenting major funds or
segment information (see financial section).

Bid Law/Procurement - See the Bidding and Procurement Guide for details and bid thresholds. See also
Required Risks to Assess for procurement of transformers. Specific bidding information, issues and risks
are as follows:

o On-call, Time and Materials Contracting, or Unit Price Contracting — Effective July 2017, RCW
54.04.070 changed to expressly allow PUDs to enter into unit priced contracts. If testing is planned,
please test to the requirements found within RCW 54.04.070(7).
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o Limitations on Using In-house Labor for Public Works Projects - A PUD may use its own employees to
perform public works, subject to limitations. RCW 54.04.070(2) limits in-house work to projects with
materials of a value of less than $150,000 ($300,000, effective July 28, 2019). Effective July 28, 2019,
the Legislature revised as the definition of “equipment” under this statute to include “conductor,
cabling, wire, pipe, or lines used for electrical, water, fiber optic, or telecommunication.”

o Purchases —
= RCW 54.04.082 requires PUDs to follow procurement requirements for purchases over $15,000
per calendar month ($30,000 per calendar month, effective July 28, 2019), exclusive of sales tax,
unless the PUD Commissioners approve the purchase contract process under RCW 39.04.190, in
which case the limit is $60,000 per calendar month ($120,000 per calendar month, effective July
28, 2019), exclusive of sales tax.

= RCW 54.04.070(1) allows the purchase of up to $7,500 of the same kind of materials, equipment
and supplies in any calendar month ($12,000, effective July 28, 2019) without a contract. Any
purchase in excess must be by contract and bid accordingly.

o Public Works — PUD’s must publicly bid all work done by contract over $25,000 ($50,000, effective
July 28, 2019) unless they have an approved small works roster process, then the threshold in state
law is $300,000 ($350,000, effective July 28, 2019) (RCW 54.04.070(2)). PUDs may reject any bids
that are more than 15% over the engineer’s estimate. PUDs must include the cost of all materials in
determining if a project must be competitively bid, regardless if the materials are on hand.

o Materials for public works projects — PUDs are unique in that they have the statutory authority to
separately procure materials, including materials for public works projects, separately from labor
(RCW 54.04.070(1)).

o [Electric only] Power facilities operated by others - If the PUD has a power generation facility that is
operated or maintained by a third party per a contractual arrangement, there may be a risk for
noncompliance with bid law. The contractor may not be aware of bid law requirements and may be
paying directly for the improvements and seeking payment from the PUD via reimbursement for a
contractually agreed price (as an example).

o Professional Service Contracts — Contracts for telecommunication and electronic software are not
considered a professional services contract; these types of contracts must follow bid laws.

o Electrical facilities exception - RCW 54.04.080 and .085 allow PUDs to pre-qualify bidders for work on
some electrical facilities.

o Sole source — We often see Districts incorrectly declare the sole source exemption to competitive
bidding requirements for a brand name. While it is common for District’s to purchase equipment
produced by a specific manufacturer or a particular manufacturer’s model (for example, water meters,
conductive wire), Districts must base the sole source exemption on its assessment of the vendors
available to sell the manufacturer’s equipment.

Refer to the Bidding and Procurement Guide for details on conditions under which sole source
exemption may be used.

We have commonly allowed sole source as a bid exception for work done on turbines, which are found
in a generation facility. Often the turbine must be shut down to evaluate repair and maintenance
needs (at a high cost per day) and the work is done in a compressed amount of time by highly skilled
engineers and technicians that specialize in repairing that particular type of turbine, usually employed
by the manufacturer itself.

o Under statute PUDs can only act as a general contractor for work eligible to be performed using in-
house labor, within the limitations described under RCW 54.04.070(2). — see 'Limitations on Using In-
house Labor for Public Works Projects' section, above.
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o

MOUs and Settlement Agreements - If a project is not bid and done under a memorandum of
understanding (MOU) or a settlement agreement under some regulatory act, such as a FERC license,
contact the PUD Program Manager in order to seek guidance from SAQ’s legal counsel on whether bid
laws may apply.

Telecommunications - Specific bid law for telecommunications purchases exists under RCW 39.04.270.
This alternative to a sealed bid process allows competitive negotiation after the District publishes
requests for proposals (RFPs).

IT Risks
The Information Technology guide describes various general information system-related topics and identifies

key primary risks related to computer systems that auditors should consider. Some relevant to PUDs include:

User Access — Appropriate user access can strengthen segregation of duties. Challenges the auditor
should consider center on a utility’s ability to maintain adequate controls over User Access and
Authentication. Particularly, risks to be considered include segregation of duties, weak user
authentication controls, and failure to remove former employee accounts. Auditors should refer to the
TeamMate steps in Accountability | IT Controls | User Access.

Data Backup and Recovery - With ransomware and other attacks focused on denial of access to
confidential and critical data becoming increasingly common in addition to the regular risks to data
such as equipment failure, it is vital that utilities maintain backups of all critical data. Typical
weaknesses tend to be not retaining at least some of the backups “offline” so the backups do not fall
victim to the attack. Additionally, it is not uncommon for offline backups to fail due to a configuration
or storage issue. As such, it is important that backups be tested on a regular basis. Auditors should
refer to the TeamMate steps in Accountability | IT Controls | Data Backup and Recovery.

Patch Management & Updates —

Water and electric utility providers, including PUDs, have been identified as strategically important,
specifically in matters related to national security, and likely at a higher risk of cyber incidents. The
services utilities provide are critical to the communities they serve. Customers depend on their utility’s
ability to maintain reliable water and electricity services. While some utilities rely on third-party service
providers to store or manage collection and storage of generation data, others purchase systems they
operate and manage themselves.

For systems a utility operates internally, such as facility operating systems and financial and customer
information systems, patch management is a front-line defense to ensure those systems remain
reliable and maintained effectively against known and potential vulnerabilities. A testing strategy is
available in TeamMate at Accountability | IT Controls | Patch Management. Auditor’s should focus
their testing on key systems that house confidential customer data or operate infrastructure necessary
to maintain the reliability of services they provide.

FINANCIAL STATEMENTS

The general fund of a PUD is considered an enterprise fund. Although districts have the option to report GAAP
or Cash, we would expect all PUDs to report on a GAAP basis due to reporting requirements imposed by FERC
to maintain records on an accrual basis. The following chart of accounts guidance may apply to the PUD:

Water and Wastewater PUD accounting
PUDs typically follow National Association of Regulatory Utility Commissioners (NARUC) chart of
accounts. NARUC recommends its members adopt its chart of accounts, but it is not required.

Electric PUD accounting
Federal Regulatory Energy Commission (FERC) prescribes its own system of accounting. Electric PUDs
are required to use FERC accounting by federal regulation (18 CFR Section 101).
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Combined PUDs
PUDs with multiple business units may create a combined “in-house” chart of accounts that combines
the FERC and NARUC account requirements.

Multi-Column Presentations

Enterprise-type entities, such as PUDs, may choose to or be required to under GASB 34 (par. 67) to present
their financial statements using a multi-column presentation with different business units (Electric System,
Generating System, Water System, etc.) as separate columns. In this case, we consider each column a
separate opinion unit (major fund) for planning and reporting but PUDs refer to them as “business units”. See
FYI No. 2006-01 for details. Our report should reference each major fund/opinion unit (business
unit).

In some cases, the revenues for the generation system are entirely the expense of the electric fund. While
an argument might be made these funds could be combined, PUDs have bond covenant requirements that
necessitate these funds being presented separately. However, interfund loans between these two funds would
not necessarily need to comply with typical loan requirements as they can transfer funds with no restriction.

There has been some questions about whether telecommunications should be reported as its own fund or
business unit. As with all other PUD utilities or activities, if the PUD meets criteria in GASB 34 par. 67
(requirements for enterprise funds) or par. 122 (requirements for segment reporting) then it would either have
to report the activity as an enterprise fund or comply with segment reporting requirements.

For PUDs that meet the requirements in GASB 34, par. 122, an alternative presentation is a single column
presentation with information by business unit presented as a segment information note disclosure (see GASB
34 par. 122).

Bond Covenants — Material Compliance Requirements

Districts typically issue revenue bonds, although they may levy taxes and issue general obligation bonds. In
addition to restrictions on unspent bond proceeds (which should be presented as a restricted asset),
outstanding revenue bonds generally include covenants for:

Reserve amounts — these are monies set aside that the PUD could draw on to make payments in the
case of financial distress. They are shown as restricted cash or investments on the financial
statements. Some entities obtain a surety bond in lieu of establishing reserves and should have a
copy of this bond on hand to demonstrate compliance.

Debt service coverage ratios — this requires the PUD to charge fees to generate a certain proportion
of operating revenue compared to expenses. It requires a detailed calculation that the PUD should
be performing annually. Details about how this should be calculated would be in the official statement
of the bonds although it is a fairly standard calculation. If the ratio is not met, this should be disclosed
in the notes and the auditor should inquire about a waiver obtained from the lender and evaluate any
potential impact to going concern.

If revenue debt or restricted assets are material to the financial statements, it is recommended that bond
covenants are reviewed each financial statement audit. Noncompliance with bond covenants should be
disclosed in the financial statements in accordance with GASB codification GASB 2300.106.h. and 1200.113.

*** If we are aware that a PUD is charging higher rates and collecting more revenue than it needs solely to
have a buffer to meet debt coverage/bond covenant requirements, we should suggest it consider use of
regulatory accounting, see Appendix A - Regulatory Accounting.

Regulatory Accounting

PUDs may elect (optional but not required) to use regulatory accounting allowed by GASB 62. The result is a
regulatory asset (deferral of expenses) or regulatory liability (deferral of revenues) on the balance sheet that
will result in recognition on the operating statement at a later time. If the PUD uses regulatory accounting,
auditors should ensure they are familiar with guidance in Appendix A - Regulatory Accounting about regulatory
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accounting. There is a workpaper in the Team Store for auditing this area at Financial Statements | GAAP
called “Regulatory Accounting Testing Strategy”.

Accounts Receivable
Accounts receivable (valuation) are considered inherently risky due to the estimates involved in the calculation
both in recording unbilled receivables and in determining an allowance for doubtful accounts.

PUDs record a fairly large managerial estimate affecting accounts receivable at the end of each year relating
to utility services provided, but not yet invoiced.

e Additional Risk to Consider with Accounts Receivable due to COVID-19 - We expect aged accounts
receivable balances to increase due to prior COVID-19 exemptions and deferrals (see also Appendix B —
COVID-19 Impacts). Consider reviewing the entity’s controls for monitoring its aging of accounts receivable
accounts and ensuring these are valid accounts. A growing receivable balance could make it easier to
conceal fraudulent activity. If the entity does not have strong controls, consider testing receivable balances
to ensure they are valid. See also Required Risks to Assess for write offs and adjustments related to COVID
restrictions.

Other Post-Employment Benefits (OPEB)
PUDs frequently offer post-employment benefits to their employees and are subject to GASB 75; see TeamMate
testing strategy for reviewing OPEB.

Capital assets

e Construction of Capital Assets - PUDs often construct their own assets and must account for costs using a
work order system. This subsidiary system tracks the allocation of the cost of inventory from the
warehouse, payroll from those assigned to the job, and overhead allocations to a work order (or job).
Open capital related work orders are reported in construction in progress on the financials. As work orders
close, they are capitalized into plant in service. PUDs should have a process to ensure costs captured in
the work order are accurate and reasonable.

e FERC Guidance — PUDs follow FERC guidance closely when accounting for capital assets and several
practices may be employed that are unique to PUDs. Some capital asset accounting practices differ
depending upon whether the utility is major or non-major per FERC (has to do with size of the PUD).
Auditors should consult the FERC manual when questions arise in this area.

e  Depreciation — Group or Mass Depreciation - PUDs typically use group depreciation where similar assets
are depreciated as a group, see GASB codification 1400.177-.180 which allows for this practice. PUDs
may refer to this as mass depreciation and it is done out of practicality due to the types of assets of a
PUD. There are many capital assets of a PUD that are not separately identifiable and so are depreciated
“en masse” such as poles, transformers, or switches. When items are disposed of, any gain or loss is
charged to accumulated depreciation. Also, if there are costs to retire the asset, this also may be allocated
using the depreciation function and then at retirement, the costs to retire are also charged to accumulated
depreciation (this is supported by the FERC manual). Lastly, when it is impracticable to determine the
book cost of each unit, retirements may be recorded based on an average cost of all units.

e Depreciation Useful life - As required by the FERC manual, estimated useful service lives of depreciable
property, upon which depreciation is based, must be supported by engineering, economic, or other
depreciation studies. However, this requirement goes beyond GAAP requirements which only require
support for estimates.

e Depreciation Expense, Presentation— PUDs may allocate depreciation expense to other line items on the
operating statement. Thus depreciation expense will not equal the increase in accumulated depreciation.
If they do this, they just need a note disclosure detailing total depreciation expense and how it was
allocated (GASB S34-117d, GAAFR 366).
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Accounting for Joint Ventures

We would expect districts to have a GASB 14 analysis prepared to support reporting of joint ventures, joint
operating agencies (such as those described in the background section), nonprofits, partnerships and LLCs in
its statements. In particular, auditors should be alert for joint ventures with an equity interest (see GASB 14,
par. 72-74), which may be applicable to participation in windmill projects or The Energy Authority (TEA). An
optional worksheet and flowchart, “"Reporting Entity Determination”, is available in TeamMate to document
evaluation of how an entity should be reported.

Derivatives

PUDs may use derivative instruments such as futures, forwards, options and swaps to hedge against interest
rate, natural gas and energy price volatility. Based on Attorney General’s office guidance, it is our
understanding that PUDs have proprietary authority to use derivatives for hedging purposes (that is, to offset
risk exposures). GASB 53 requires reporting of financially-settled derivatives at fair market value as well as
extensive disclosures. However, forwards and options for physical delivery or sale of power will typically be
considered “normal purchases and sales” not subject to GASB 53 treatment. Note if electing to use the
regulatory accounting option under GASB 62, Districts may defer any changes in fair value of derivatives that
don't qualify for hedge accounting under GASB 53. Auditors should use the "Derivatives Testing Strategy”
workpaper in TeamMate when reviewing this area.

Customer Billings/Revenues

Customer usage is measured using a meter reading system. The data from the meter reads is uploaded to
the billing subsidiary ledger to generate invoices for customers. PUDs monitor the accuracy of the meter reads
and billing system using system generated exception reports that flag unusual trends for follow up by staff.
For financial statement purposes, auditors should consider testing controls over this system (consider “IT
Control Testing — Electronic Interfaces” and “IT Control Testing — Exception Reports” TeamMate Testing
Strategies in the Permanent File | IT Control Testing folder); and then perform analytical procedures for
substantive testing.

Unique Disclosures
PUDs may have a number of unique disclosures including:

e Power contracts — If the PUD has contractually committed to purchasing power over future years from
another legal entity, this should be disclosed in the notes to the financial statements. For example,
several PUDs have contracts to purchase power from Energy Northwest (introduced in the background
section), which would require disclosure.

e Telecommunications - RCW 54.16.330 requires PUDs to account for telecommunication activities in
accordance with SAO standards. The BARS Manual contains a sample note disclosure that PUDs need
to follow, Note X - Telecommunication Services (updated in December 2022 to include retail
telecommunications revenue amounts). Please verify the information is disclosed in the notes. The
legislature and other parties are closely scrutinizing this activity.

e Northwest Open Access Network (NOANet) — many PUDs pledged future assets to NOANet to pay its
debt. Verify the District has disclosed the debt contingencies in the Notes to the Financial Statements.
Per SAO opinion letter dated 12/10/03; the investments in NOANet by PUDs constitute a joint venture
with equity interest related to NOANet's net income or loss. NOANet's loss (or income in future years)
should be treated as an adjustment to the investment account using the equity approach. In addition
to the standard note disclosure outlining the terms of the District’s agreement with NOANet, and debt
information, the current year’s loss in total for NOANet and the District’s share of the loss should be
included. We have included a copy of the NOANet opinion in all applicable FAWF files.

e Interfund activity - PUDs may also have interfund balances and transactions between different
business units. The PUD should disclose its policy as to whether these are eliminated on the
statements. Any material interfund transactions that are not eliminated must be disclosed.

e Significantly large customers — if the PUD has several large customers that comprise a substantial
portion of its revenue, then this fact should be disclosed.
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New GASBs Affecting Financial Reporting

All new GASBs are identified and evaluated by the Financial Audit Committee (FAC), as summarized on the
GASB Tracker available on the FAC SharePoint page. When evaluating implementation of new GASBs for
PUDs, the most significant impact will be the implementation of GASB Statement No. 83, Asset Retirement
Obligations. PUDs will also have to implement Statement 84 for fiduciary activities, but due to having a 90 day
exception, many fiduciary activities will not qualify for reporting so we are expecting minimal impact with this
standard.

e Asset Retirement Obligations (GASB 83, original implementation effective FYE 2019, new
implementation effective FYE 2020): An asset retirement obligation (ARO) is a legally enforceable
liability associated with the retirement of a tangible capital asset. PUDs might have AROs associated
with electric generation plants, underground fuel storage tanks, and water treatment plants (where
applicable). For example, Energy Northwest reports an ARO for the future dismantling costs associated
with its nuclear power plant. The Center published Identifying Asset Retirement Obligations resource
to help entities evaluate potential obligations.

The Clean Energy Transformation Act (RCW 19.405) requires utilities that sell electricity to more than
one retail customer in the state of Washington to:
o eliminate electricity from coal-fired resource electricity by December 31, 2025 (RCW
19.405.030); and,
o supply retail customers with non-greenhouse gas emitting electricity and electricity from
renewable resources by January 1, 2045 (RCW 19.405.050).

For PUDs that operate these types of generating facilities (i.e.: coal, natural gas, or fossil fuels),
auditors should inquire about the PUD's plans for these assets in relation to the Act. Auditors should
compare these plans to the PUD’s accounting for these assets and specifically consider the need for
any impairments, asset retirement obligations or changes in estimated useful life.

e Leases (GASB 87, originally effective FYE 12/31/20, now effective FYE 6/30/22) is expected to have
an impact on PUDs and require re-evaluation and changes to reporting for leases. Auditors should use
the TeamMate testing strategy workpaper available in Financial Statement | GAAP | Workpapers. In
addition to common lease activity expected for local governments, like buildings and equipment,
auditors should be especially alert for leases of fiber optic lines for PUDs. However, accounting for
these contracts could fall under either GASB 87 — Leases or GASB 94 — Public-Private and Public-Public
Partnerships and Availability Payment Arangements (effective in FY2023), depending on the terms of
the contract. We would expect that PUDs have evaluated these contracts to determine applicability of
GASB 87 and can provide their analysis during audit.

GASB 95, issued May 8, 2020, delayed the implementation date of certain new standards. Entities have the
option to decide whether or not to delay implementation. During planning, as part of Understanding the
Entity & Environment, auditors should inquire with the entity and confirm the entity’s implementation
decisions.

SINGLE AUDIT

Some PUDs receive federal grants infrequently and pre-COVID those that did receive federal grants did not
usually receive $750,000 or more in federal funding. However, many districts are receiving federal funding
through Commerce from the state budget (grants to all utilities to offset arrearages due to COVID) and through
other grants, such as the Coronavirus State and Local Fiscal Recover Funds (SLFRF, ALN 21.027) and the new
Inflation Reduction Act (energy efficiency rebates). As a result, some may be subject to a single audit that
normally were not subject to this requirement. Auditors should therefore be alert for indications of federal
grants and be prepared to remind PUDs of Single Audit requirements and/or suggest trainings that may be
helpful such as federal grant trainings through WFOA.

See ALN Notes for special SEFA reporting requriements for the following programs that districts may receive:
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e FEMA Disaster Grants — Public Assistance (ALN 97.036)
e EPA Capitalization Grants for Clean Water State Revolving Funds (ALN 66.458)
e EPA Capitalization Grants for Drinking Water State Revolving Funds (ALN 66.468)

COMPLIANCE EXAMINATIONS

Energy Independence Act (2006) — RCW 19.285

Our office is required by state law to examine the following consumer-owned electric utilities with 25,000
customers or more (referred to as “qualifying utilities”) for compliance with the Energy Independence Act
(EIA):

e Benton County Public Utility District e Lewis Public Utility District
e Chelan Public Utility District e Mason No. 3 Public Utility District
e Clallam Public Utility District e City of Seattle — Seattle City Light
e Clark Public Utility District e Snohomish Public Utility District
e Cowlitz Public Utility District e Franklin County Public Utility District
e Grant Public Utility District (2020-2021 Energy Conservation, 2022 Renewable
o City of Tacoma, Tacoma Public Utilities Energy).
— Tacoma Power e City of Richland .
. - . (2024-2025 Energy Conservation; 2026 Renewable
e Grays Harbor Public Utility District Energy)

Renewable energy compliance:

These districts are required to meet annual renewable energy targets and meet those targets by acquiring
MWh of electricity and/or Renewable Energy Credits from renewable resources identified as eligible under the
EIA.

Renewable energy targets are generally calculated as a percentage of the average load the District sold to its
retail customers over the two years prior to the target year. Because retail electricity sales are material to the
financial statements, we use the internal control understanding and testing of retail revenues performed in
our financial or accountability audit work to substantiate retail load values these Districts report to support our
opinion on its compliance with this requirement.

The PUD Program Manager is responsible for identifying newly qualifying utilities and will notify teams as
applicable. See the Renewable Energy Compliance Examination planning guide for details. Local teams should
direct questions to the PUD Program Manager.

Energy conservation compliance:

These districts are also required to adopt biennial energy conservation targets and meet those targets with
energy conservation it acquired during the period from participation of its electricity customers in the energy
efficiency programs it offers.

Clean Energy Transformation Act (2019) — RCW 19.405

All utilities that sell electricity to more than one retail customer in the state of Washington, including the 13
qualifying utilities listed above, are required to comply with the Clean Energy Transformation Act (CETA). The
State Auditor’s Office is required to audit all consumer-owned electric utilities for compliance with the Act.

Our Office will be auditing compliance with the following requirements in 2022:
e Energy assistance to low income households (RCW 19.405.120)
e Greenhouse gas content calculation requirements (RCW 19.405.070)
e Clean energy implementation plan development (RCW 19.405.060)

Please direct any questions you have or may receive to the PUD Program Manager.
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PERFORMANCE AND IT AUDIT CONSIDERATIONS

Information on ongoing performance audits can be found on SAO website at:
https://www.sao.wa.gov/performance-audits/performance-audits-in-progress. For all other inquiries please

contact the Assistant Director for Performance Audit.
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APPENDIX A: Requlatory Accounting

Regulatory accounting is allowed under GASB 62, paragraphs 476-500. This guidance comes almost verbatim
from FASB standards 71, 90, and 101 which was incorporated into ASC 980. FASB has continued to make
some adjustments to this guidance (not significant, just adding additional clarification for certain situations)
that GASB has not adopted. GASB has this on their list of future projects to reevaluate regulatory accounting.

Regulatory accounting is for those with regulated operations who have to set rates to recover costs. GASB
does not define which industries may use regulatory accounting, but rather has specific criteria that they have
to meet in paragraph 476.

Criteria to meet (paragraph 476)
There are three criteria, the following is some additional information about each.

a. The Governing board is responsible for setting rates — this should be straightforward. Ideally, the
governing body should be actually involved in understanding the rate setting process and evaluating
what costs are included. This is what typically occurs with investor owned counterparts but may not
occur as rigorously in some local governments where the board relies more heavily on management.

b. Rates are designed to recover the costs of providing services. This requires a cause and effect between
costs and rates. Rates are developed based on incurred costs (actual or estimate). There can be
practices that disqualify an entity if they are using something other than costs. For example, if they
are basing rates on market or industry factors. Other actions might cause reason for concern that
they are truly basing rates on costs such as engaging in rate freezes, discounting, performance or
incentive rates, or price caps. If they are truly basing their rates on costs, they will be performing rate
studied and updating rates on a regular basis. They will have a way to do deal with significant
unexpected costs that weren't previously included in rates but need to be incorporated once those
costs are incurred. They will also be timely incorporating costs into their rates, such as for any
regulatory assets they might recognize.

c. Rates can be charged to and collected from customers — consider the demand for their product/service
and level of competition they experience in their industry — this is about the future and whether there
is adequate assurance that they will be able to charge rates for future costs to ensure their collection.
If they operate in @ monopolistic environment and have little to no competition for their services then
that is helpful. Further considerations include the stability of the customer base, expectations about
future demand and whether the PUD has excess capacity. If there are any foreseeable issues with
charging and collecting rates then that could be a concern (for example, a utility who already has very
high rates compared to neighboring utilities and might have trouble increasing its service territory any
further).

Overview — Purpose and benefits

The purpose of the regulatory accounting is to allow matching of specified revenues and expenses to the
period when they will be included in the PUD’s rate structure. Matching will be approximate, not exact. The
benefits include smoothing earnings, reducing rate volatility to customers, easier to comply with bond
covenants (otherwise rates might need to be excessively high), and better comparison with investor owned
utilities. It also allows for financial information to reflect the economic impact of rate decisions by the
governing body, and in turn, provides the governing body with reliable financial information that they can
use to make decisions about rates. However, accounting for regulatory accounting can result in extensive
tracking and effort. The more complex the utility, the more likely regulatory accounting is used. For
regulated operations, it is widely used.

Regulatory assets

Regulatory assets are in essence a contract between the utility and future rate payers. They are like a
receivable. They are expenses or costs that under GAAP would have been recognized against earnings except
that under regulatory accounting, they can be capitalized and then expensed/amortized over the time period
they will be recovered (via increased rates). This allows PUDs to capitalize expenses that they normally
wouldn’t be able to capitalize.
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To qualify as a regulatory asset, they have to meet the criteria in paragraphs 480. Also, they have to be
approved by the governing body that those specific costs are to be recognized as a regulatory asset, their
rationale for using GASB 62, that it will be included within future rates, and over what recovery period. The
government must follow up and actually include them in rates at their next reasonable opportunity. The
recovery period should be reasonable to management and the governing body. Documentation should include
the cost or revenues to be deferred, details of the transaction, and the recovery period. Note disclosures should
describe the nature of regulatory assets.

Entities should be reviewing their regulatory assets every year to ensure they still qualify. If at any point the
regulatory asset is no longer probable of being recovered (i.e. they stop including it in their rate structure),
then it should be written off to earnings immediately. Also, if at any point they no longer qualify to use
regulatory accounting (see above) all assets might need to be written off.

Entities should also be evaluating new accounting standards that come out each year to identify the
applicability of regulatory accounting. For example, GASB 89 requires interest costs for construction to be
expensed but that might not work for a regulated utility who includes those costs within their rates.

Here are examples of regulatory assets:
e Extraordinary, non-routine maintenance costs such as during storm damage
e Debt issuance costs — GASB 65 typically requires expensing, but if rates will recover they can be
capitalized as regulatory asset.
Capitalized interest (GASB 89)
Deferred Power costs
Conservation expenses
Premature losses on early asset retirements
Decommissioning costs of generating units
Unrealized derivative or investment losses
Pension expense/GASB 68 pension liability recovery — the difference between what is required to be
recognized in the financial statements with what must be paid out in contributions during the year.
Later FASB guidance had concerns over this regulatory asset and put in stipulations that the costs
must be recovered in rates over a 20 year period. If we see this, we will want to explore how and
when they are going to recover in rates because it is possible the cash contributions will not keep up
and fully fund the plan.
e Swap termination payments — fees incurred to terminate agreements that will be recovered over future
years
e Pollution remediation
e Asset retirement obligations

PUDs should not use regulatory accounting to allocate depreciation expense over a longer period than useful
life. These are referred to as phase in plans. GASB chose not to incorporate guidance for phase in plans when
adopting GASB 62 because they thought those situations were rare. FASB maintains guidance in FASB 92
which is now codified into ASC 980.

PUD should also probably not slow down depreciation (such as capitalizing depreciation expense as a
regulatory asset). If this occurs, contact the PUD subject matter expert and we might need to consult with
GASB.

Regulatory liabilities (or deferred inflows)
The regulator can impose the following types of liabilities (paragraph 482)
e Refunds to customers - all refunds that are probable and estimable should be reported as a
regulatory liability. Refunds could result from interactions with a third party such as during a FERC
license renewal or a legal settlement. It is also possible that the board of directors might order a
refund for costs that had previously been collected in rates for which the governing board (as the
regulator) later denied, but this should be rare a public utility.
e Revenue collected for future costs - The governing body might authorize rates to include costs that
may or may not be incurred in the future, such as for storm costs. If the governing body requires
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that future rates should be reduced if those expenses are not incurred, then the entity should record
a deferred inflow for the revenues as they are collected.

¢ Rate stabilization funds - A rate stabilization is a deferral of revenues that will be recognized in
future periods (a deferred inflow). The entity has the option to set aside the cash but it is not
required. Rate stabilization funds are often used to help an entity comply with the debt service
coverage ratios. Essentially it allows them to set aside earnings in one period and recognize them in
a later period. There should be a standalone policy to support the creation of the fund, the
circumstances the fund is added to, and when the costs the fund should be used for. Alternatively
the governing body can authorize for each transaction in or out of the fund as well via board
resolution.

Regulatory accounting can be used for contributions in aid of construction and by doing so can better match
the revenue associated with the donated asset and the related depreciation. A PUD would still capitalize the
utility infrastructure, but instead of recognizing capital contribution revenue, it would recognize a deferred
regulatory liability. This liability would stay on the balance sheet but would be reduced each year by the
depreciation expense associated with the donated asset (debit deferred regulatory liability, credit depreciation
expense). Therefore, no depreciation expense would be recognized for the donated assets, as well as no
recognition of the capital contribution revenue.

Examples of regulatory liabilities:
¢ An ARO that the utility collected within rates, but it is not legally required. As revenue is collected,
it could be a regulatory liability (deferred inflow) until the asset is retired.

Other requirements
e Regulatory assets and liabilities should be presented current and noncurrent classifications, as with
other financial statement line items.
e The PUD should use regulatory accounting for all items that would qualify and apply the standard on
a consistent basis.

Additional resources on regulatory accounting
Because the GASB guidance almost mirrors FASB guidance, private CPA firm guides for investor owned utilizes
contain helpful information about regulatory accounting.

PriceWaterhouseCoopers — Utilities and power companies guide

American Public Power Association - Advanced Public Utility Accounting Manual
Baker Tilly — Deciphering regulatory accounting and rate stabilization under GASB 62
Deloitte — Regulated utilities manual
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APPENDIX B: COVID-19 Impacts

Policies for deferrals of late payments, prohibitions against shut-off of service due to COVID-19

Effective March 23, 2020, the Governor issued Proclamation 20-23 prohibiting “all energy, telecommunications,
and water providers in Washington State from conducting the following activities:

(1) Disconnecting any residential customers from energy, telecommunications, or water service due
to nonpayment on an active account, except at the request of the customer.

(2) Refusing to reconnect any residential customer who has been disconnected due to nonpayment;
(3) Charging fees for late payment or reconnection of energy, telecommunications, or water service;
and

(4) Disconnecting service to any residential customer who has contacted the utility to request
assistance from the utility’s COVID-19 Customer Support Program.

This proclamation expired on September 30, 2021.

In addition, under the Governor’s Proclamation 20-23 et al, utilities providing energy, telecommunications and
water services in Washington State were required to develop COVID-19 Customer Support Programs. We
would expect utilities covered by this guidance to have reviewed their existing policies concerning
disconnection of service, reconnection of service, payment arrangements and suspension of other fees or
charges and update those policies as appropriate and necessary.

To ensure that customers maintain access to essential services during the effective dates of the Governor’s
Proclamation, utilities likely offered long-term payment arrangements for those directly affected by COVID-19,
which could be six to 18 months or longer (as recommended by the Governor’s COVID Utility Customer Support
Program Guidance).

We do not plan to audit an entity’s compliance with the Proclamations or Customer Support Program Guidance;
rather, the audit focus should be on an entity’s compliance with their own policy and monitoring to ensure the
controls over the customer repayment solutions it implemented are adequately monitored to protect public
funds from fraud, loss or abuse.

Audit considerations in reviewing the PUD’s policy and controls over monitoring of accounts:
e How does the District verify and review to ensure only eligible customer accounts are adjusted,
deferred or written off?
e How does the District ensure the adjustments, deferrals or write offs are allowable, correctly
calculated, and are properly reviewed and approved?

Additional risks for auditor consideration:
e Cash receipting risk — fraudulent write off of cash receipts
e Accounts receivable risk - improper or fraudulent write off of balances owed
e Financial statement audit / Accountability audit analytics — expect an increase in aged accounts
receivable and account write offs. A growing receivable balance could provide opportunity for someone
to conceal fraudulent activity.

Districts should have controls that enable the District to ensure customer accounts selected for write off meet
specific criteria established in policy. For example, district criteria entitling a customer for relief may be based
on their eligibility as a member of a vulnerable population, highly-impacted community, or a low-income
customer with a high energy burden consistent with those classifications identified in CETA (RCW 19.405 and
WAC 194-40).
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Planning Guide Information
Supercedes previous planning guide dated December 15, 2020. Please direct questions or suggestions to Team
School Programs. Guidance is based on the extensive research, brainstorming and reviews conducted as part of
the planning guide update process. For this update, guidance was also informed by:

e Ongoing discussion with Office Superintendent of Public Instruction (OSPI)

e Participation in School District Accounting Advisory Committee and WSIPC user group

e Qutreach at the WASBO conference, and at a number of business manager meetings and other venues

throughout the year.

Guidance is intended for internal use only to help auditors gain an understanding of school districts. The guide
is intended to enhance planning and risk assessment procedures, not replace them. Information in the guide
should therefore be considered along with other planning and risk assessment procedures. While guidance is
designed to be as comprehensive as feasible, auditors must be alert for audit issues and situations not specifically
addressed.

This guide is used by the State Auditor’s Office staff as they plan audit engagements. Information
presented in this document does not represent policy or legal guidance. State agencies and local
governments should contact their legal counsels with specific questions.
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WHAT'S NEW
Auditors should be aware of the following significant updates:
e Apportionment - For FY22 recommendations for local teams to perform basic enroliment work for FY 22 and
consideration of follow up of prior audit issues can be found on Team School Programs Sharepoint.
e Fiduciary Activities — Beginning with the 2020-2021 school year, GASB 84 is expected to have an impact on
school districts and require re-evaluation and changes to reporting for fiduciary activities.
e Leases — Beginning with the 2021-2022 school year, GASB 87 is expected to have an impact on school districts
and require a re-evaluation of lease agreements and changes in reporting for both lessor and lessee situations.

REQUIRED RISKS TO ASSESS

The following risks must be documented as red flags and discussed during brainstorming to ensure sufficient
consideration. They should be prioritized for audit to the extent they are applicable and significant to the District.

Professional Learning

Beginning with the FY19 school year, school districts receive funding for professional learning days provided to
certificated instructional staff (i.e. teachers). The amount of funding received by each district is established in state
law and calculated by OSPI. Although state law provides districts with funding for a number of days, certificated staff
may receive any number of professional learning days. RCW 43.09.2856(3) requires SAO to audit the use of the state
allocation as part of our regular audits. Auditors will be required to use the testing strategy is available in TeamMate
at Accountability | Entity Specific Areas | Schools | Professional Learning - REQUIRED. If auditors performed extensive
testing of these requirements in prior audits, our expectation is that limited testing/audit procedures could be
performed based on risks identified.

Local Revenue Sub-Fund

For FY19 audits, auditors will be required to determine whether school districts have (1) established a local revenue
subfund of the general fund, and (2) recorded local revenues and expenditures to the subfund. Auditors will be
required to perform the Subfund FY19 - REQUIRED audit procedures in the Teamstore at Accountability | Entity
Specific Areas | Schools.

The accounting requirements for revenues and expenditures of the subfund are effective for the FY20 school year.
Thererfore, we will not be testing individual expenditure or revenue transactions for compliance with the subfund
requirements for the FY19 school year. Our review of the subfund activity for the FY19 school year will be limited to
addressing the above two objectives.

For FY20,FY21, FY22 audits, auditors will be required to determine whether school districts have (1) developed a
written plan and methodology for differentiating between expenditures of state and local revenues, (2) document
specific enrichment activities included in the district’s plan, and (3) verify the district allocated expenditures as
described in their plan. A Levy Spending Plan (separate from the plan described above) must be prepared and
approved for Local Levies (RCW 28A.505.240) prior to placement on the ballot. A spreadsheet with all local levies
obtained from Secretary of State is compared to the approved levy plans received from OSPI. This information is
available on Team SP SharePoint site and Team SP will communicate any compliance issues to local teams. If no
compliance issues were identified by Team SP, no additional work is required. Auditors will be required to use the
testing strategy available in TeamMate at Accountability | Entity Specific Areas | Schools | Subfund FY20, FY21, FY22.

If extensive review of these requirements was performed in prior years, limited or focused audit procedures could be
performed in subsequent audits. For example, reviewing changes or updates to subfund plans, activities not reviewed
in prior audits, specific testing of methodologies/reconciliations/etc. as part of district’s plan.

Supplemental Contracts

Additionally, auditors will review supplemental contracts and determine whether they include the elements required
by state law. Auditors should consider the risk of whether employees were paid in accordance with pay outlined in
the contracts. Auditors will be required to use the testing strategy is available in TeamMate at Accountability | Entity
Specific Areas | Schools | Supplemental Contracts.

Washington State Auditor's Office Page 2 of 18







Financial Condition

Financial condition risk will be assessed as a baseline test for accountability audits and as part of our going concern
analysis for financial audits. Governments have experienced a wide range of effects as a result of COVID-19; auditors
should be alert for any risks to financial condition and review FYI 2020-01 for expected disclosures. Also see the
section below on Measurement of Financial Health.

EFT Controls

Payroll and vendor electronic file transfer (EFT) related cyber frauds continue to occur. Accordingly, controls over
EFTs is a required risk to assess for all entities we audit. When assessing this area of risk, auditors should talk with
the entity about its controls related to changing existing EFT contact information and associated bank account
numbers. The approach perpetrators of these frauds use has evolved to include changing contact information for
existing EFT transactions before requesting a change to the associated bank account numbers. Previously, entities
were encouraged to follow up with the contact information known at the time of the request for changes to bank
account information; however, a stronger control is to independently confirm any change to payroll or vendor profile
contact information or banking account information. Individuals with the ability to change or add EFT accounts need
to have clear guidance on the process to authorize these changes through a proper validation method.A testing
strategy is available in TeamMate at Accountability | Expenses | EFT Disbursements | Controls over EFTs. In addition,
a testing strategy specific to payroll direct deposits is available at Accountability | Entity Specific Areas | Schools |
Payroll Direct Deposits. Contact Team IT Audit for additional clarification or guidance.

BACKGROUND

Public common school districts are established under Title 28A RCW for the purpose of delivering educational services
and instruction to the children of Washington State. Each common school district is governed by an elected five-
member board of directors (with the exception of Seattle School District which has seven).

School districts are managed by a district superintendent who reports to the board of directors and is responsible for
carrying out district policy, administering operations, supervising personnel and advising the board of directors on all
educational matters. The superintendent’s duties are prescribed by RCW 28A.400.030. Other district personnel
include certificated administrative personnel such as principals; certificated instructional personnel such as teachers;
educational staff associates such as counselors, librarians, school nurses and psychologists; and classified personnel
such as clerks, custodians, bus drivers, and food service workers.

At present, there are 295 common school districts located throughout Washington State. Public common school
districts are of two classes: first class districts with a student full-time enrollment (FTE) of 2,000 or more and second
class districts with a student FTE of less than 2,000. (28A.300.065 RCW) There are different statutory requirements
in a few areas for first class and second class districts ( 28A.330 RCW).

Districts with less than 250 average annual full-time equivalent (AAFTE) student enrollment are eligible to
receive annual assessment audits (Audit Policy 1210).

Charter Schools

As of September 1, 2022 there are 16 public charter schools operating throughout Washington State. On March 10,
2016 the Senate passed SB 6194 (adding RCW 28A.710.270) requiring the state to use funds from the Washington
opportunity pathways account to support public charter schools. Charter schools are open to all children free of charge
and by choice and are operated separately from the common school system as an alternative to traditional common
schools. Each charter school district is governed by a board of directors appointed or selected under the terms of a
renewable, five-year charter contract executed under RCW 28A.710.160. Team School Programs will be performing
the audits of all charter schools for the 2021-2022 school year.

Tribal Schools

As of September 1, 2022 there are 7 tribal compact schools operating in Washington State. On May 16, 2013 the
legislature passed ESSHB 1134 (adding RCW 28A.715) authorizing the superintendent of public instruction to enter
into state-tribal education compacts. Team School Programs will be performing audits of all tribal compact schools
for the 2021-2022 school year.
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Industry, Regulatory and Other External Factors

Common school districts operate in a highly regulated environment. Districts are also subject to a high degree of
oversight, primarily from the State Office of Superintendent of Public Instruction (OSPI). Districts are also supported
by nine regional Educational Service Districts (see the ESD planning guide for details). Auditors should not contact
OSPI directly. Any questions or concerns regarding oversight should be directed to Team SP (or the Single Audit
Specialist for federal issues).

Controls over compliance and financial reporting are facilitated by:
e  Prescribed Accounting - Accounting and financial reporting for schools is prescribed by the Accounting Manual
for Public School Districts. The manual is prepared by SAO and OSPI, with input from an advisory committee
comprised of district financial professionals from around the state.

e Common Software - Almost all districts use a common software package called SKYWARD (previously known
as WESPaC) which is supported by Washington School Information Processing Cooperative (WSIPC). This
system is designed solely for Washington schools and has built in compliance with the Accounting Manual,
intends for tight integration with OSPI and ESDs, and has extensive edit checks and reporting functionality
specific to Washington laws and regulations. Skyward has rolled out a new software called QMALTIV. Some
districts have migrated or are in the process of migrating from Skyward SMS 2.0 to Skyward QMLATIV. See
the section on QMLATIV Conversion for additional information and required procedures.

e Involvement by OSPI, ESD and County - Counties provide an independent treasury function, with monthly
reporting to both the ESDs and school districts. OSPI and ESDs provide extensive guidance and technical
assistance.

The main business risk for schools is their financial condition. For most schools, approximately 80%-90% of
expenditures for normal operations (excluding capital projects) are for payroll. Since most programs and operations
are mandatory and highly regulated and since most employees are unionized, districts experiencing financial difficulty
may find it hard to cut costs.

Measurement of Financial Health
Financial health continues to be a risk for school districts — see also Required Risks to Assess. Indicators of poor
financial health may include the following:

e Enrollment that is declining or much lower than budgeted— The upcoming year’s budget, including the number
of teachers needed, is developed based on enroliment projections. If actual enroliment is much lower than
budgeted, teacher salaries will need to be covered from reserves. It is very important that districts carefully
monitor their enrollment numbers to enable them to analyze whether budgeted revenues are in line with
expectations. If enroliment projections are not met, districts with low cash reserves may encounter financial
difficulties, since this is @ major source of funding.

e Low and/or decreasing unrestricted cash balances

e Low and/or decreasing general fund balance — When evaluating this measure, auditors should consider the
nature of any reserves or designations of fund balance. Auditors should also consider whether the district
has commitments or contingencies that are not reflected in designated fund balance.

e Increasing debt — Debt increases may occur without cause for concern, especially when large construction
projects or other large undertakings have occurred. This type of debt is normally voted and funded by property
tax revenue, so there is less risk that a district would be unable to make debt payments. Districts that have
increased their non-voted debt are at greater risk, so auditors should look for those increases. Auditors also
should consider the structure of the debt incurred — some debt can have lower payments initially with balloon
payments years down the road. These increased payments may have a significant effect in the future.

o Use of registered warrants, apportionment advances or budgeted receivables — Districts may issue registered
warrants when they are spending money they don’t have on hand. Districts may also request a special
apportionment advance from OSPI. These situations are usually caused by a one-time cash shortage at the
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beginning of the school year and only continue for a few months. As long as the annual budget is balanced
and the district is operating within the budget, this may not be cause for much alarm; however, if a district
cannot balance its budget without including future period revenues (known as “budgeted receivables”), the
district is in financial crisis. Districts must go through a formal process with OSPI to get permission to budget
receivables. OSPI will require the district to enter into what are known as “binding conditions”. Binding
conditions are the plan the district has to get back on solid financial ground. It can include replacing the
superintendent and/or business manager, or having the ESD oversee all of the district’s finances for a certain
period of time.

e (Compensation increases and funding changes - Provisions of the new McCleary bills significantly change
district funding drivers, the impacts of which are expected to vary across districts. Districts now receive a flat
amount of funding per teacher; and are given an experience factor for teachers who meet criteria for years
of experience and a degree beyond a bachelors. The legislature removed the statewide salary schedule that
served as a baseline for almost every district in our state. This has left each district to develop their own
salary schedules. The legislature has increased funding to address higher costs of living in some areas by
adding a “regionalization” factor based on housing values in the surrounding areas. Limits on property tax
assessments have reduced the amount of funds some local school districts can collect in the form of local
voter-approved levies. These reductions took place in January 2019, and will affect some districts more than
others based on how dependent they were on local levies to pay salaries, benefits, and programs prior to this
year.

OSPI was mandated by the legislature to create a tool to measure the financial condition of school districts.
OSPI has developed a “School Financial Health Indicators Model” to monitor the financial condition of school
districts across the state; however, this analysis is not completed until early spring of each year. Because this
tool is not available until outside of our school audit cycle, we will use our own similar financial indicators to
analyze financial conditions for each district.

Specific focus should be given to those districts that have binding conditions:
e None for FY22

For specific impacts to consider related to COVID-19, see Appendix 2.

PLANNING & ADMINISTRATION

Apportionment audit work may be conducted by both the local audit team and by Team School Programs (SP).
Recommendations for basic enrollment work may be found on Team SP Sharepoint. Updated testing strategy is
available in Teammate Team SP will conduct all audits of charter and tribal schools for FY22,

Training and Additional Resources
The following recorded webinar is available in the training system and may be helpful when auditing school districts:
e Auditing ASB Fundraisers

Additional resources related to school districts can be found on the SAO intranet site on the Team School Programs
page.

Additional resources related to a common system review for Skyward QMLATIV systems and Skyward SMS 2.0 can
be found on the Team IT Audit page.

Key Entity Information
Key information about district operations that the auditor should consider as part of planning and consider for
documentation in the permanent file includes:

e Whether the district uses Skyward SMS 2.0, QMLATIV or some other software.
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e The number of students and staff and the number of schools operated, by type (high school, middle school,
elementary school).

e Any significant special programs the district offers, such as alternative learning programs, daycare, or after-
school programs.

e Any significant participation in cooperative programs, such as the ESD 112 and ESD 113 special education
cooperatives.

e Whether the district contracts for food services or transportation services.

e Major events, such as significant new programs or activities, commitment to major construction (e.g. issuance
of debt or award of contracts), or significant new grants.

Required FAP Queries
School district financial statement audits include several required procedures using FAP queries. These procedures
are incorporated into planning, concluding, and the “Review Presentation & Disclosure” sections:

o Data Validation: Auditors are required to review the data validation summary which compares revenues and
expenditures to the F196 from OSPI in order to determine whether we can rely on the data received from the
District.

e 3-year trend: Auditors will review the 3-year trend of F-196 line items required query from FAP in the OSPI
system menu. This review should include reviewing fluctuations between F-196 line items for potential
financial statement risks/misstatements considering general expectations of types of activity, level of activity,
and relationships between line items.

e OSPI Revenue Confirmation: Auditors are required to review the OSPI Apportionment Revenue Substantiation
query as part of the financial statement audit substantive procedures available at Financial Statements |
School F196 Statements | Baseline Testing | OSPI Revenue Confirmation. The query compares district
reported revenues to revenues reported by OSPI on the 1197 report. Auditors should consider follow-up
procedures on variances outside the expected range that are above the floor.

e Subsequent Events: Auditors will review the required subsequent events FAP queries (where available) and
inquire of the district regarding transactions which may indicate a subsequent event that should be disclosed.

e Journal Entries: Auditors will review the required Journal Entry Summary query by scanning all year-end
adjusting journal entries and testing selected entries.

FAP based CAATSs are available for districts using Skyward SMS 2.0 / WESPAC and Sungard-BITech, which include the
required tests. Access based CAATs are also available for districts using Infinite Visions, as well as other district
specific systems. Auditors should work with Team IT Audit if the CAATs database does not include the required tests
as auditors are required to perform the above procedures. If the procedures are not available via CAATs, the amount
of audit time required to perform these procedures may be higher. Auditors should contact Ryan
Montgomery, Team SP with questions.

Moody’s and Audit Cycles

School districts who receive a Moody’s credit rating must receive a Financial Audit at least once every two years.
These financial audits must be issued within one year of fiscal year-end, which is August 31%. Affected districts have
been contacted. However, auditors should be aware of this continuing requirement.

QMLATIV Conversion

Some school districts are converting from Skyward SMS 2.0 to Skyward QMLATIV. When converting to new software,
an entity should ensure the accuracy and completeness of data transferred to the new system, that the new software
is working correctly and that user accounts and security settings in the new system are appropriate. Auditors must
review the conversion the first audit cycle after a district has converted from Skyward SMS 2.0 to Skyward QMLATIV
regardless of the audit scope(s). A migration map is available on WSIPC's website to check the status for each district.
A testing strategy is available in TeamMate at Permanent File | School F196 | QMLATIV Conversion. Contact IT Audit
with any questions.

ACCOUNTABILITY
RCW 28A.510.270 requires districts to use the County Treasurer as their fiscal agent.
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Apportionment

EHB 2242 was passed on June 30, 2017, fully funding the state’s program of basic education. E2SSB 6362 provided
additional changes to funding of school apportionment. New guidance was developed for implementation of these
laws. For FY22 recommendations for local teams to perform basic enrollment work for FY 22 and consideration of
follow up of prior audit issues can be found on Team School Programs Sharepoint.

If local teams note any risk indicators or unexpected results, they should contact Team Schoo/
Programs.

Special Education

Team SP is not performing regular audits of special education for fiscal year 2022 in school districts. Focus for SPED
enrollment work will be in Charters and Tribal audits for FY 2022. However, if you have identified a risk at a district
not selected for audit, please contact the Team School Programs Manager.

Associated Student Body (ASB)

ASB continues to be an area of risk for school districts due to the many state requirements and high inherent risk
associated with related fundraising, events, and cash receipting activities. ASB is an area unique to school districts
that allows students to raise funds for cultural, athletic, recreational or social purposes only. Students raising funds
for clubs with either mandatory participation, offering credit or a grade fall into General Fund fundraisers; district
should have a policy which is followed for General Fund fundraising. These are not ASB activities. Auditors should
consider performing analytical procedures and inquiry during planning procedures to gain an understanding of the
scope of activities and level of risk.

School districts who experience turnover in key positions overseeing ASB, do not perform adequate monitoring (i.e.
reconciliations of athletic event ticket sales), or who have not adopted practices such as those in the WASBO manual
are at an increased risk. Districts should ensure that all schools are following policies and procedures related to ASB
activities.

Each district should have an ASB constitution and each building should have their own By-Laws. Rules are different
for K-6 and 7-12. The WASBO ASB manual is a good resource for school districts, but unless it is adopted as district
policy it is not authoritative.

See additional information and testing strategies in TeamMate at Accountability | Entity-Specific Areas | Schools. An
ASB Self Study is available.

Revenues
School districts’ largest source of funds are state apportionment and state & federal grants. Districts’ second largest
source of funds is from property taxes. Districts also collect a variety of local revenues from fees, fines, donations
and Associated Student Body activities.
e State Apportionment funding — Every student is first and foremost a basic education student. Enrollment in
programs such as CTE, running start, et cetera lead to additional funding on top of basic education funding.
e Special Education grants (state and federal) - Each student claimed for special education funding results in
additional state funding for the student. Since state special education funding parallels and is based on
reporting for the federal grant, any exceptions for one of the grants may affect the other.
Other State and Federal Grants
o Property taxes
Locally receipted revenues — such as fees and fines, cafeteria charges for services, facility rentals, ASB
revenues, sports camps and donations. If sports camp fees are paid to the school, it would be considered a
school activity; otherwise we would expect the camp to be subject to the district’s facility rental policy.

Locally receipted revenues, especially at decentralized locations, have been the most frequently cited area for
inadequate accountability controls and misappropriation. ASB activities, general funds and nutrition services
can all be at risk. Transfer of funds can also be problematic when funds go missing and there is no documentation
of the transfer. Accordingly, misappropriation risks exist at both the point of original receipt and at subsequent holding
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and deposit points (e.g.: ASB secretary). More specifically, frauds have been perpetrated when system weaknesses
allow for unattached receipts within the software system and adequate monitoring is not in place.

Many Districts use software systems for locally collected funds that electronically interface with their Financial
Management System (i.e., Skyward SMS 2.0). There is an increased risk that activity in one system is not completely
captured and communicated to the Financial Management System. When gaining an understanding, auditors should
be aware of this risk and inquire about reconciliation controls that ensure all transactions are properly communicated
between the two systems. See the IT Planning Guide for additional information or consider the Accountability |
Revenues | Cash Receipting | Controls Over Cash Receipting with Software step in TeamStore.

Receipting Systems

Numerous districts use InTouch’s Receipting application for receipting local revenues. Although there have been fraud
cases associated with the InTouch Receipting system, the risks and issues identified in this planning guide are potential
risks for any receipting system and are not isolated to the InTouch product. Team IT Audit has updated the InTouch
Receipting application Common System Review and identified risks associated with the system. Suggested procedures
and additional information are available in Appendix 1.

Third Party Receipting

School districts may use third party vendors for online payments or as part of an on-site payment process. To
determine if a particular district uses third parties for receipting, check their website for payment options and inquire
with district personnel (typically IT staff need to be involved with the interface so they are a good place to start). We
are currently aware of third party receipting activity in schools and ESDs in the following areas:

School lunch accounts
Food service receipting
Student fines and fees
Clock hour sales
Facility rentals

ASB fundraisers

Use the Third Party Receipting worksheet in Accountability | Revenues | Third Party Receipting folder in TeamStore
to document any third party receipting activity occurring at the District.

The auditor should also ensure the District is aware of the Best Practices: Contracting with vendors to accept or
process payments (third-party receipting) available to them online via the Center for Government Innovation. Have
questions? Contact IT Audit.

Expenditures

Credit cards are an area where we are seeing fraud trends increase. Inadequate segregation of duties increases the
risk that disbursements may be made without adequate supporting documentation and/or approval and may not be
for a public purpose. Risks to consider include: Is someone independent reviewing all of the charges? Is the reviewer
looking at the itemized receipts/invoices? Is the reviewer ensuring the purchaser is not also seeking personal
reimbursement for the same items bought on the card/account?

Most software programs used by the Districts have an electronic approval process for expenditures. A TeamMate
testing strategy is available at Accountability | IT Controls | Electronic Approval. However, credit card payments are
generally handled through alternative approval processes creating a high risk. Credit card transactions can be easily
downloaded by the District from their bank account web site to support more effective audit testing. IT Audit’s Data
Analyst team can assist with credit card queries. Please submit a request to IT Audit approximately two-weeks prior
to needing the additional queries.

Assets
Common sources of assets at risk of misappropriation or misuse include:

e Technology equijpment — Schools will have computers, multi-media devices and other small and attractive
technology equipment. Different districts have different procedures regarding inventories and controls over
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this equipment and checkout procedures for shared equipment. Depending on whether there are centralized
controls or not, different schools within the same district may have widely varying procedures and controls.
Proper inventory of technology is the top priority of controls for many Cyber Security Standards such as Center
for Internet Security and National Institute of Standards and Technology (NIST). See also Appendix 2 — Covid
Activities.

Small and attractive assets — In addition to technology equipment, small and attractive assets include office
equipment, maintenance equipment and supplies, sports equipment, and school materials and supplies. Other
types of school program-related assets will vary depending on the types of classes or programs offered (ie:
vocational-type classes).

Vehicles — Districts may own vehicles other than buses which are used by administrative staff or for drivers’
education programs. Vehicles should be clearly marked as belonging to the district (RCW 46.08.065) and be
used only for district purposes.

Compliance Requirements

General compliance requirements apply to school districts, including Open Public Meetings Act, expenditure audit and
certification, conflict of interest, insurance / bonding requirements, limitation of indebtedness, authorized investments
and budgeting.

Other compliance requirements and risks to be aware of are as follows:

Apportionment — See discussion above for compliance issues related to apportionment.

Bid Compliance — Districts are required to bid for public works and purchases of goods and services, including
books, if federal funds were used. See the Bid Law Guide for details. Some special risks to consider in this
area are:

o Properly Consolidating Purchases (Like-Kind Items) — Districts should consolidate purchases on a district-
wide basis before determining whether bidding requirements apply. This can be difficult when purchases
are initiated at the building level. For example, there is often a contract that covers most food items, or
one for food products and one for dairy products. The auditor should evaluate if the district complied with
bid laws and be aware that the district might separate food into categories (meat, vegetables, breads,
etc.). School districts may not intentionally split the procurement to fall below the small purchase
threshold and to avoid the formal procurement method.

o Piggy-Backing on bids made by other districts without meeting piggy-backing requirements (see bid law
guide for details) - In 2019, RCW 39.34.030 was amended to allow any public agency to utilize the bid of
another public agency for its own purposes /if the awarding agency met its own bid law requirements.

Details on how to audit piggybacking on contracts that were entered into AFTER July 28, 2019 can be
found in both the Bid Law Guide and the updated testing strategies.

Several purchasing cooperatives are considered public agencies. Additionally, some purchasing
cooperatives use a “lead agency” when soliciting bids for contracts. If the “lead agency” meets the
definition of public agency, the local government can rely on the process outlined above. If a purchasing
cooperative is not a public agency then we would continue to expect the local government do their due
diligence to determine and demonstrate all applicable state and federal laws and local policies have been
met.

Since KCDA and DES are considered public agencies, we would expect local governments to
have controls in place to ensure KCDA and DES met their own bid law requirements and that
the bid was posted online prior to using these contracts.

For purchases made with federal funds the local government must ensure compliance with
any and all federal procurement requirements. Additionally if the governing body of any local
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government has implemented any additional, more restrictive purchasing requirements those would need
to be followed.

e  Contract Limits — RCW 28A.335.170 sets term limits for certain contracts:
o To rent or lease building space and portable buildings for periods not exceeding 10 years in duration;
o To rent security systems, computers, and other equipment or to have maintained and repaired security
systems, computers, and other equipment for periods not exceeding 5 years in duration; and
o To provide pupil transportation services for periods not exceeding 5 years in duration

e Restricted Funds - Restricted funds at a school district may include unspent bond proceeds, ASB funds,
transportation vehicle funds, grants, donations for specific purposes and Student Achievement (I-728) funds.

Self-Insurance
RCW 43.09.260(1) and Audit Policy 1210 require an examination of all individual health and welfare programs and
local government self-insurance programs at least once every two years. Self-Insurance will need to be included in
every audit for those on a 2 or 3-year cycle. Self-insurance is a risk management approach in which a school district
sets aside funds as a protection against a probable loss instead purchasing an insurance policy. Self-insurance activities
include:
e Workers’ compensation and unemployment claims for which the district pays on a ‘reimbursable’ basis
e (Prior to January 1, 2020) Health and welfare benefits (medical, dental, vision, prescriptions) that are not
purchased through an insurance policy or a risk pool
e Setting funds aside for the purpose of paying property or liability claims that are not covered by an insurance
policy or a risk pool
e ESD non-risk sharing Unemployment Compensation pools

Not all school districts are aware they are self-insuring. To help evaluate whether a district self-insures, auditors
should inquire of the district regarding their risk management activities using the TM workpaper “Self-Insurance
Assessment” located in the Accountability | Entity Specific Areas | Schools | Self Insurance folder.

As of January 1, 2020 Washington State established the School Employees Benefits Board that administers health
insurance and other benefits to schools districts, charter schools and union represented employees of ESDs. Once this
program became effective, the school districts lost their regulatory authority to self-insure for health and welfare
programs. If a program is identified, use the testing strategy at Accountability | Entity Specific Areas | Schools | Self
Insurance to address any specific risks.

Patch Management

School Districts have suffered a significant increase in cyber incidents such as breaches and ransomware
attacks. Patch management is a front-line defense to ensure operational systems, as well as financial systems, remain
strong against known and potential vulnerabilities. Team IT Audit has tested Patch and Change Management at WSIPC
without concern; however, WSIPC is only responsible for the Skyward SMS 2.0 and Skyward QMLATIV financial and
student management systems. WSIPC is not responsible for any financial or student data downloaded from the
systems, District network servers, nor any third-party systems that may, or may not, interface with Skyward, Inc.’s
products. A testing strategy is available in TeamMate at Accountability | IT Controls | Patch Management over Student
Management data.

Data Backup and Recovery

Districts are responsible for a significant amount of confidential and private data subject to FERPA laws, especially in
the Student Management modules. Data Backup & Recovery practices can help ensure continued operation in event
of a disaster or incident. Team IT Audit has tested Data Backup & Recovery at WSIPC and have established District
Specific inquiries at the QMLATIV Common System Review (applicable to Skyward SMS 2.0 users as well). WSIPC is
only responsible for the Skyward SMS 2.0 and Skyward QMLATIV financial and student management systems. WSIPC
is not responsible for any financial or student data downloaded from the systems, District network servers, nor any
third-party systems that may, or may not, interface with Skyward, Inc.’s products. Consider Accountability | IT
Controls | User Access and Data Backup and Recovery testing strategies over Student Management data.
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FINANCIAL STATEMENTS

The Accounting Manual for Public School Districts specifies financial reporting requirements for school districts and
designates the F-196 report as the minimum required financial statement report from districts to OSPI. The F-196 is
considered a regulatory-basis presentation. For audit purposes, districts may prepare GAAP financial statements or
use the F-196 statements, which may be either a modified-accrual presentation or, for districts with enrollment of
less than 1,000 FTE, a cash basis presentation.

The template notes to the financial statements are contained in the ABFR Guidance available on OSPI's website.
Example notes presented in the ABFR Guidance are considered the minimum requirement for disclosure, as applicable.
Since the basis of accounting is other than GAAP, these differences must be disclosed in Note 1 (see additional
information below). Additional disclosures may also be required for unique facts and circumstances.

F-196 process
Due to timing of information available for school districts to submit their F-196 to OSPI, we expect to receive the final
F-196s around the end of December / beginning of January.

Financial Statement Audit Approach

Our primary test when auditing both modified accrual and cash basis F-196 financial statements is to tie financial
statements to the County F-197 treasurer’s report. Additional tests that are not covered by the comparison to the
county treasurer (such as for classification of expenditures, inaccurate accruals, unallowable shifting of restricted
funds, etc.) are added based on risks identified in planning procedures. Auditors should also be aware that the F-197
contains information from the county treasurer report, but is not actually the county treasurer report. This means that
there is potential that data was not entered correctly into the F-197 report, since this data is entered manually by the
local ESD.

Districts have been encouraged to create and use their own reconciliations. If a district has chosen not to prepare a
reconciliation, make a recommendation that they complete these in the future; however, do not ask them to prepare
one for you. Our audit, especially as it relates to controls, needs to be focused on what is available when field work
begins.

As soon as data becomes available electronically, pre-filled reconciliation spreadsheets will be compiled and made
available in the EIS "Data” tab. We will announce when this data becomes available centrally (expected mid January).
Until that time, auditors can manually fill in the F-196 and F-197 information from source documents available from
the district using the blank template available in TeamMate.

GAAP reporting changes

All new GASBs are identified and evaluated by the Financial Audit Committee (FAC), as summarized on the GASB
Tracker available on the FAC Sharepoint page. When evaluating implementation of new GASBs for school districts,
auditors should specifically consider:

e GASB 87 (Leases) effective beginning with the 2021-2022 school year and impact both modified accrual and
cash basis school districts. Schools who report on the modified accrual basis must calculate the present value
of remaining lease payments, using a discount rate to determine interest/principal components. The new
requirements apply retroactively, which means districts will need to evaluate not just current leases but also
those existing (older) leases in place before the 2021-2022 school year began. While the new leases
requirements apply retro-actively to existing leases, existing leases should be measured as of the beginning
of the implementation year (09/01/2021), not at the time when the lease actually started. A TeamMate
testing strategy workpaper is available in School F196 Statements | Review Presentation & Disclosure |
Implementation of Accounting Changes 2022.

e GASB 84 (Fiduciary Activities, original implementation effective FYE 2019, new implementation effective FYE
2021) is expected to have an impact on school districts and require re-evaluation and changes to reporting
for fiduciary activities. A TeamMate testing strategy is available in Financial Statement | School F-196
Statements | Review Presentation & Disclosure | Imlementation of Accounting Changes 2021.
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GASB 95, issued May 8, 2020, delayed the implementation date of certain new standards. The school district
accounting manual has applied these new implementation dates.

Deposit Arrangements with Educational Service Districts (ESDs)

Many school districts deposit money with their regional ESD to fund future compensated absences, unemployment
and workers compensation liabilities. The ESDs may refer to these activities as “risk pools” rather than claims servicing
pools (sometimes called “banking model” pools); however, some of these activities may not be risk pools (as defined
by GASB 10), because the risk of future loss/liability remains with the district.

SAO has previously reviewed the deposit arrangement agreements between the ESDs and school districts and
determined the classification of each ESD pool for financial reporting purposes. Inquiries should be made as some
ESDs are moving towards a true “risk pool” and may have made changes to their contracts for the year under audit.
The following table contains SAQ'’s current determination of the type of risk pool.

Unemployment Workers Comp Compensated Absences

ESD 101 Risk Sharing Risk Sharing Claims Servicing
ESD 105 | Claims Servicing Risk Sharing N/A

ESD 112 | Risk Sharing Risk Sharing N/A

ESD 113 Risk Sharing Risk Sharing Claims Servicing
ESD 114 | Risk Sharing Risk Sharing Claims Servicing
ESD 121 Risk Sharing Risk Sharing Claims Servicing
ESD 123 Risk Sharing Risk Sharing Claims Servicing
ESD 171 Risk Sharing Risk Sharing Claims Servicing
ESD 189 Risk Sharing N/A Claims Servicing

Auditors should inquire whether any changes or amendments to these agreements were made for the
audit period, and contact Cheryl Thresher, Team School Programs Audit Manager if any changes are
identified.

For districts who deposit funds with their ESD in “claims servicing” pools, there is the potential risk districts are not
recording (1) cash deposited with the ESDs as “cash on deposit with a trustee” , (2) related liabilities, and (3) are
over-reporting expenditures. Auditors should use the "ESD Deposits” testing strategy in the School F-196 Statements
| Review Presentation & Disclosure folder in TeamStore when auditing this area.

Note 1 — Reporting Entity (for modified accrual and cash basis districts)

In the Notes to the Financial Statements, Note 1 describes the specific differences between GAAP and the School
District Accounting Manual. Our opinion on the financial statements (in accordance with the Accounting Manual)
incorporates this note. Therefore, auditors must ensure the differences in accounting practices between GAAP and
the Accounting Manual are accurately described in Note 1. The Note 1 included in the template Notes to the Financial
Statements provided by OSPI includes the critical elements/differences between the Accounting Manual and GAAP
and we should recommend districts use that information when preparing their financial statement note disclosures.

Financial Statement Audit Reports

For schools that prepare financial statements on a cash or modified accrual basis of accounting, which is allowed by
Washington State laws and the accounting manual prescribed by our Office and the Office of Superintendent of Public
Instruction, audit reports will continue to have our standard paragraph issuing an unmodified opinion on those
financial statements.

In addition to this opinion, standards require us to formally acknowledge when government entities do not prepare
their financial statements in accordance with GAAP. Modified Accrual school districts report on a regulatory basis in
Washington State, this reporting does not include government-wide statements. The omission of the government-
wide statements is a significant departure from GAAP, which does not permit an unmodified opinion in accordance
with GAAP.
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Our audit reports will issue an adverse opinion in accordance with GAAP for modified accrual school districts. Cash
basis school districts will continue to receive an adverse GAAP opinion.

We would expect school districts to follow the accounting guidance prescribed by the School District Accounting
Manual. Differences between the accounting practices prescribed by GAAP and the schools manual exist, and the
significant differences should be reported in the notes to the financial statements (Note 1).

Contact Ryan Montgomery or Brandon Tecca with questions.

Changes to the F-196 Statements

If a district needs to correct its F-196, it must contact OSPI
Mike Sando
(360) 725-6292
Mike.sando@k12.wa.us

OSPI will provide the word document and instructions needed to make corrections, which must be submitted to OSPI.

FEDERAL AWARDS

Schools file their SEFA’s through online filing. Auditors must obtain the SEFA and Notes through LGCS reporting and
not from the District directly. This process will help ensure SEFAs are correctly presented. Refer to the Single Audit
Planning SEFA procedure step for additional information. As noted in the SEFA procedure step, verify with the District
this is the final version before proceeding with vouching the SEFA.

Low Risk Auditee Status
ALL school districts are eligible to qualify for “low risk” status under the Federal Uniform Guidance.

Under the Federal Uniform Guidance, government agencies that do not report GAAP financial statements, and that
are not required to use a regulatory basis by state law, do not qualify as “low risk” auditees for single audit purposes.
Therefore, school districts who report under modified accrual or cash basis were at risk of losing their “low risk” status.

Our office worked with OSPI to develop changes to OSPI's accounting manual to clarify that school districts are
required to report the F-196 financial statements (a regulatory basis of accounting). The U.S. Department of Health
and Human Services (DHHS), Office of Inspector General (OIG) and the U. S. Department of Education
reviewed/approved the changes allowing all school districts in Washington to meet this particular requirement for “low
risk” auditee status.

Note: There are other requirements that must be met to determine “low risk” status, so auditors should continue to
complete all parts of the Low-Risk Auditee Status planning step in TeamMate.

Changes to Schools Programs for Fiscal Year 2022 Audits
The custom audit programs for commonly audited federal programs in schools have been updated, including:
e  Child Nutrition Cluster
e Special Education Cluster (IDEA)
o TitleI, Part A
e Education Stabilization Fund Under the Coronavirus Aid, Relief, and Economic Securities Act
Please read the testing strategies.

Child Nutrition Cluster (10.553/555/556/559/582)

The 2022 Compliance Supplement added a program to and deleted a program from the Child Nutrition
Cluster (CNC). The Child Nutrition Discretionary Grants Limited Availability program, Assistance Listing Number
(ALN, formerly referred to as CFDA) 10.579, was deleted from and the Fresh Fruits and Vegetable Program (FFVP),
ALN 10.582, was added to the CNC. CAUTION: When performing risk assessments and determining major
programs, refer to the guidance in the testing strategy when a new program is added to a cluster. There are special
Instructions for the “two-year look back” requirement.
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Note that unlike the other programs in the CNC that are performance funded (fixed amount award), the FFVP is on a
cash reimbursement basis (actual costs). Therefore, if the auditee spent funds under this program, the auditor will
need to determine if costs charged to this program in the cluster are direct and material. See the overview and
compliance requirements testing strategy for guidance.

Compliance Requirements Subject to Audit
Cash Management and Program Income changed from a “Y” to a "N” and Reporting changed from a *“N” to a “Y".
See the overview and compliance requirements testing strategy for guidance and for information on CNC waivers.

COVID-19 funding
Per OSPI, the CNC was not funded with COVID-19 federal financial assistance during FY2022. If districts are adding
COVID-19 as a prefix to the program name, this is an error that must be corrected.

Eligibility, Verification, and Paid Lunch Equity (PLE) Requirements

For the 2021-2022 school year, Districts had the choice to operate the National School Lunch Seamless Summer
Option (SSO), in which all students are eligible for free meals (no eligibility determinations), or the National School
Lunch Program (NSLP) with normal eligibility determinations. According to OSPI, most Districts chose to operate SSO.
If the CNC is selected as a major program, eligibility, verification, and PLE will only be applicable if the District operated
the NSLP (regular pricing program).

Team IT Audit has not conducted any testing over nutrition eligibility for neither the Skyward SMS 2.0 or QMLATIV
nutrition products for the 2021-2022 school year. If applicable, auditors should use the TeamMate testing strategy
at Permanent File | IT Control Testing | IT Control Testing — Software Calculation.

Special Education Cluster (84.027 and 84.173)
There were no significant changes to program requirements. However, the SPED Cluster did receive COVID-19
funding under the American Rescue Plan Act (ARPA).

For districts that use either the Skyward SMS 2.0 or QMLATIV HR/Payroll modules to determine cost allocation, there
is a centralized testing of the automated control. There is no centralized testing for districts that use another system
for payroll. For systems other than Skyward, Inc. payroll products, auditors should use the TeamMate testing strategy
at Permanent File | IT Control Testing | IT Control Testing — Software Calculation.

Title I, Part A (84.010)
There were no significant changes to program requirements. Title I, Part A did not receive any COVID-19 funding.

For districts that use either the Skyward SMS 2.0 or QMLATIV HR/Payroll modules to determine cost allocation, there
is a centralized testing of the automated control. There is no centralized testing for Districts that use another system
for payroll. For systems other than Skyward, Inc. payroll products, auditors should use the TeamMate testing strategy
at Permanent File | IT Control Testing | IT Control Testing — Software Calculation.

Education Stabilization Fund (84.425)

ESF is not a cluster, it is a single program. For major program purposes, auditors must evaluate 84.425 in its
entirety. ESF is unique in that it includes 23 subprograms, each identified by a corresponding alpha character. Each
subprogram is funded by different COVID-19 related Acts and has its own unique compliance

requirements. Therefore, Districts must track expenditures under each of the subprograms and its awards
separately. District must identify the individual subprograms on the SEFA by including the ALN and corresponding
alpha character in the “other award number” column. Auditors should refer to the ABFR Manual SEFA instructions
for proper SEFA reporting of this program.

Per OSPI, the majority of funding it subawarded to districts was the subprograms Elementary and Secondary
Emergency Relief (ESSER I & II, 84.425D) Fund and American Rescue Plan — ESSER (ESSER III, 84.425U). Some
districts also applied for and received funds under the American Rescue Plan — ESSER — Homeless Children and
Youth (HCY I & II, 84.425W). These are the only subprograms we should expect to see reported on the SEFA.
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This program is 100% funding with COVID-19 federal financial assistance and was designated as a “higher risk”
program, which means that federal agencies consider the inherent risk to be “high” and placed a higher priority on
these programs for a risk-based audit.

PERFORMANCE AUDITS

Information on ongoing performance audits can be found on SAO website at: https://www.sao.wa.gov/performance-
audits/performance-audits-in-progress. For all other inquiries please contact the Assistant Director for Performance
Audit.
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APPENDIX 1 - InTouch Receipting System

Although there have been fraud cases at multiple districts using the InTouch Receipting system the risks and issues
identified in this planning guide are potential features and risks for any receipting system at any entity and are not
isolated to the InTouch product. Team IT Audit has worked with the Fraud Specialists and the vendor, InTouch
Receipting (formerly referred to as HD Baker), to compile some information over the InTouch Receipting application
specifically.

Team IT Audit’'s System Auditors performed further inquiries with InTouch regarding PCI compliance, COVID-19
pandemic impacts, as well as report availability. The work is documented in the Teammate file ITAudit Central Audit
C1-ITACentral-SP20, at H.1.PRG InTouch_CSR.

Interfacing

InTouch is a separate receipting system and therefore information initially captured in InTouch must be communicated
to the Financial Management Software (i.e. Skyward). Districts have the option to use the Revenue Summary by
Account report to manually input receipting activity into their general ledger or use the electronic interface. Both
Skyward, Inc. products and BusinessPlus accept £nd of Process electronic feeds (i.e. ending summary totals) into
their general ledger system.

Risk: Not all the transactions within InTouch are flagged to be moved over to the general ledger. Districts must have
controls to reconcile the general ledger to submodules as well as to the bank. As part of cash receipting work auditors
should determine if districts have controls to reconcile the general ledger to all transactions in InTouch. Controls may
include use of the following reports:

e Non-Reconciled: All receipts in a particular batch that have not yet been attached to a deposit.
¢ Missing in InTouch: Transactions that appear in Touchbase (online payment portal for InTouch) but not in
InTouch, if applicable.

*‘Not in System’ Accounts

When cashiers are accepting payments for various fines and fees (i.e. ASB card, sports fees) they are required to
enter in Student ID numbers to link the fees a specific student account. Cashiers do have an option to use a ‘Not in
System’ (NIS) account in lieu of an actual student number.

The intention of the *Not in System’ feature is to permit cashiers to receipt in money for fees/fines for students prior
to when a new student account is established from the nightly batching interfacing from the Student Management
module to the InTouch system.

Risk: Cashiers don't re-assign the NIS account transactions to the correct student account. Management can monitor
the use of NIS accounts by ensuring reports from InTouch include all active and non-active accounts. We would
expect NIS accounts to be used very infrequently. As part of cash receipting work auditors should determine if the
district has controls to monitor that all NIS account transactions are timely re-assigned to a valid student account.

Password Configurations

During the initial implementation of InTouch, districts are provided with parameters for passwords into the module.
InTouch uses the parameters selected by the district to create the parameters for passwords. These parameters are
only visible to InTouch, but the district may request to alter the parameters at any time by contacting InTouch.
* Further system criteria details are available in the Teammate file.

When users forget passwords the district’s InTouch Administrative User has the ability to login into their administrative
account, unlock the user and reset the password which will prompt the user to change their password upon logging
in.
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Risk: Districts may not recall, nor evaluate, the password parameters to determine if they still meet the district’s
policies and/or best practices. Auditors should consider the following when reviewing this area:
e Have the district request their password parameters from their InTouch support contact.
e Evaluate the user authentication to expectations using the Accountability | IT Controls | User Access testing
strategy.

COVID19 Refunding

InTouch offered some facilities to process receipts on behalf of the district. The refund process was pretty simple in
design (district option): what item(s) need to be refunded, how much should the refund be, how much should be
‘waived or adjusted’ on assessed fees and how the refund would be executed. Options for executing the refund
included: (1) ran as an InTouch ‘refund’ to A/P which marks the item as ‘refunded’ and the district cuts an A/P check,
(2) if the original purchase was made via a credit card, then InTouch could apply the refund against the original form
of payment, and/or (3) refund to a student’s ‘on account’ balance which could be used later.

Risk: Districts may have utilized InTouch’s services without retaining proper documentation. As part of cash receipting
work auditors should determine if the district utilized InTouch for refunds and if the district had controls to monitor
and verify documentation.

COVID19 Third Party Fundraising

InTouch also setup many online fundraisers where TouchBase (InTouch’s online payment platform) collected and
recorded the money so that there was no direct contact during fundraising sales, such as plant sales. This area may
be ‘new’ to the district if they did not already utilize TouchBase for other receipting functions (i.e. lunch, other
fundraisers).

Risk: The district may not have proper contracts, documentations or controls over third party receipting, especially if
initiated due to the pandemic.

A testing strategy is available in TeamMate at Accountability | Revenues | Third Party Receipting.
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APPENDIX 2 - COVID Activities

Beginning in spring of 2020, schools throughout the state were impacted by COVID-19. Schools were closed
in March 2020 and districts began moving to remote learning activities which continued through the 2020-
2021 school year. By spring 2021, many districts had moved back to in-person learning with a full return
availible for the 2021-2022 school year. Impacts to districts are expected to vary across the state due to
varying student populations and geographic factors. We see the following impacts for 2019-2020, 2020-2021,
and 2021-2022 audits:

e Allowable Expenditures: With the closure of school buildings, districts continued to operate food
service programs and provide support for their communities. Many districts engaged in activities and
incurred related costs unlike previous school years including; donating services/supplies to healthcare
agencies, using vehicles to distribute meals and other instructional materials, issuing laptops and
other instructional equipment to students.

OSPI provided guidance addressing certain situations and COVID-19 costs. However, we would expect
districts to have retained support for any unique costs related COVID-19 and have implemented
controls to ensure district funds were not gifted or used for clearly unallowable purposes.

e Enrollment: The primary driver of funding for schools is their student enrollment. OSPI revised the
enrollment reporting requirements for schools due to the closure in March — June 2020. Enrollment
counts were based on February 2020 actual student counts, with adjustment rates to determine
enrollment reported for March — June 2020.

e Expenditure Tracking: Schools were directed in March 2020 to track COVID-19 costs using their own
internal process such as creating a sub-program in Program 97, or unique department code. OSPI
provided further accounting guidance to track/identify COVID-19 expenditures.

e Remote Learning: School closures ended traditional in-person instruction, recreational, and other
programs using school buildings and facilities. Districts were directed to resume educational services
by March 30%", 2020 using varying remote learning methods. Schools continued to use remote learning
and hybrid models for the 2020-2021 school year.

e Resources: OSPI developed a COVID-19 site aggregating all of the communications/resources for
schools districts. Including information on enrollment reporting, remote learning, and reopening
guidance.

o Staffing: Districts across the state have been impacted by bus driver, substitute, and other staff
shortages. In Sept. 2021, OSPI provided guidance to schools on how to address these issues,
including the use of different funding sources to mitigate them (see also ELL).

e Supplies: Districts also experienced supply chain challenges impacting food service programs. Some
schools received federal funds to assist in meeting these challenges.
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Planning Guide Information
Supercedes previous planning guide dated June 20, 2018. Please direct questions or suggestions to the Water-
Sewer District Subject Matter Experts.

Note: This guide is intended for use when auditing a water-sewer district. It may also be useful for
auditing water-sewer departments of cities, counties, irrigation districts or PUDs, although some of
the information may not apply, such as certain legal compliance requirements. See Appendix 1 for
statutes applicable to cities and counties.

Guidance is based on the extensive research, brainstorming and reviews conducted as part of the planning guide
update process. Guidance is intended only for internal use to help auditors gain an understanding of water-sewer
districts. The guide is intended to enhance planning and risk assessment procedures, not replace them.
Information in the guide should therefore be considered along with other planning and risk assessment
procedures. While guidance is designed to be as comprehensive as feasible, auditors must be alert for audit
issues and situations not specifically addressed.

This guide is used by the State Auditor’s Office staff as they plan audit engagements. Information
presented in this document does not represent policy or legal guidance. State agencies and local
governments should contact their legal counsels with specific questions.
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WHAT'S NEW
Auditors should be aware of the following significant updates:

e Systems development charges — Clarification added that there is no universal operating/nonoperating
classification of these revenues. Unless the classification is misleading or contradicts the district’s
policy/procedure, we would not consider it an error.

e Public Records Act - The Public Records Act (RCW 42.56.330(2)) has a special exclusion of records
or lists of a public utility from public disclosure if those documents include the following information
about its customers: address, phone number, electronic contact information, usage & billing
information. Records obtained from the utility that include this information must be handled by the
auditor as Category 3 confidential information in accordance with SAO “Security and Privacy
Policy for Managing Data”.

e Franchise Fees — Due to a recent court decision, counties may start charging for use of right-of-ways
(ROW). If the county and utility cannot agree on an amount, the county may bar the utility from
using its ROW and as a result, the district may not be able to legally access their infrastructure.

e Excise Taxes — There is pending litigation challenging cities’ imposition of excise taxes on its water
and sewer customers. As of the date of this planning guide, it is legally allowable for cities to charge
excise taxes to its water and sewer utility customers.

e Receiverships — Courts can place failing public water systems in receiverships. The receiver assumes
and operates the system, including collecting reasonable charges to recover costs for maintenance,
operations and improvements necessary for public health and safety.

e OPEB Liabilities — A list of known water/sewer districts that participate in health care plans
administered by Public Employees Benefit Board (PEBB) has been added.

e Assessment Audits — Appendix added for guidance on performing assessment audits on small water-
sewer districts.

e COVID-19 Impacts — Appendix added on the impacts of the Governor’s Proclamation Orders in regards
to policies, customer support programs, deferral of late fees and prohibition of shut-off of services.

o Water-Sewer District Terms — Appendix added on terms and definitions common to water-sewer
districts.

REQUIRED RISKS TO ASSESS

The following risks must be documented as red flags and discussed during brainstorming to ensure sufficient
consideration. They should be prioritized for audit to the extent they are applicable and significant to the
entity.

EFT Controls

Payroll and vendor EFT cyber related frauds continue to exist. Accordingly, testing EFT controls is a required
risk to assess for all entities we audit. The fraud has evolved to changing contact information prior to
requesting a change to the existing EFT associated bank account numbers. Under the previous guidance,
entities were encouraged to follow up with the contact information known at the time of the request for
changes to the bank account information; which led them to the fraudster’s contact information. A stronger
control is to independently confirm any change to payroll or vendor profile contact information or banking
account information. A testing strategy is available in TeamMate at Accountability | Expenses | EFT
Disbursements | Controls over EFTs. Contact Team IT Audit at SAOITAudit@sao.wa.gov for additional
clarification or guidance.

Financial Condition

Governments have experienced a wide range of negative economic and operational effects as a result of
COVID-19. We would expect that most governments have and will need to cope with reduced and/or delayed
revenues and increased expenses. However, these effects may vary widely by government and will depend
on a number of factors, including the government’s policy or program responses to the pandemic, the extent
of any offsetting decreases in other expenses, state or federal relief funding, and the strength of its financial
condition to start with. This risk should be assessed for both accountability and financial audits as part of
regular planning steps, and especially as part of the risk assessment inquiry. If needed, auditors may use the
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“Financial Condition” step available in TeamMate in the Accountability folder to further evaluate this
risk.

Utilities, including water providers, also have been impacted by the governor’s proclamations on deferrals of
late payments and prohibitions against shut-off of service, see Appendix 3 — COVID 19 Impacts. As a result
of the proclamation, we are aware that many utilities saw increases, sometimes significant, in past due
customer accounts. While federal funds under the American Rescue Plan Act (ARPA) may be available to assist
with overdue customer accounts, we are unsure at this time how many districts may receive this funding
source. Auditors should inquire about the impacts of the COVID-19 pandemic and associated Governor’s
proclamation on the financial health of the district. Specifically, audit staff should be alert for large increases
in accounts more than 120 days past due, low cash balances and any indications of temporary debt instruments
that may be obtained for operational needs. Further, audit staff are encouraged to ensure their analysis also
considers current conditions as of the time the audit is conducted. If you are seeing financial condition concerns
directly related to the impacts of COVID-19, please consult with the Water/Sewer Program Manager and your
assigned Assistant Director. See also Measurement of Financial Health.

Auditors should review FYI 2020-01 COVID-19 Considerations for expected disclosures.

BACKGROUND

There are approximately 187 water and sewer districts! established under Title 57 RCW; most of these provide
only water. The districts operate under a variety of nhames including: water district, sewer district, wastewater
district, or utility district. All of the districts established under Title 57 RCW have the same statutory powers
and requirements, which are to operate water, sewer, drainage, water reclamation, and street lighting systems.

Districts can vary considerably in size. Small districts may only have a single employee handling most functions
which requires a higher level of monitoring by management or commissioners.

Industry and Other External Factors

Water and sewer districts are public utilities with a local monopoly of a basic service. Rates are set by the
board of commissioners. RCW 57.08.081 requires district rates be sufficient to cover all costs necessary to
operate the system and the board of commissioners to enforce collection of charges.

A significant business risk is the cost of repairing and replacing systems as they age. Districts should address
this risk by following a replacement plan and adjusting their rates as needed. Districts may experience financial
difficulty when:

e The customer base has significantly declined and is no longer large enough to operate and repair the
existing infrastructure without exorbitant rates.

e Existing main lines are too small for current needs. The cost of main line repair and replacement can
be higher than the initial investment if other infrastructure, such as roads, has subsequently been built
on top of the lines.

e Privately-owned systems are acquired. Many small private systems have not invested in maintenance
and cannot keep up with certification or regulatory requirements. The district usually must make
substantial upgrades. Over time, the initial outlay is usually recovered from the customers of the
system, through connection charges, a surcharge added to the monthly bill, or an ULID assessment.
Districts may be able to reduce the costs to the customers through System Acquisition Grants through
the State Department of Health.

Water availability is another potential business risk. Districts with little water capacity left in their systems
must obtain new water rights, look for new ways to expand, or promote water conservation efforts. Some
districts sell reclaimed water from their sewer systems for irrigation use.

1 Based on the SAQ'’s review of the Washington Association of Sewer & Water Districts website, MRSC, and the SAQ's EIS
system as of spring 2021.
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(NEW) Franchise Fees

In December 2019, the Washington State Supreme Court reached a decision that ruled King County has the
authority to charge a franchise fee (not a tax) to districts that use King County right-of-ways (ROW) to access
utility infrastructure. This ruling overturned a lower court ruling. More information on this decision can be
located on King County’s website here.

Based on the case, it is possible that other Counties may start charging for use of right-of-ways (ROW). These
amounts could potentially be significant. If the county and utility cannot agree on an amount, the county may
bar the utility from using its ROW and as a result, the district may not be able to legally access their
infrastructure. Any questions from districts on the reasonableness of the amount charged by a County should
be referred to the district’s legal counsel, however, the district should maintain support for these payments.

(NEW) Excise Taxes

In June 2020, the Washington Supreme Court ruled that the City of Federal Way may lawfully impose a 7.75-
percent excise tax on its water and sewer customers. In its decision, the Court sustained an earlier King County
Superior Court ruling upholding the City’s tax ordinance where the City has the authority to tax water and
sewer utilities and that the tax is constitutional. The legality of the earlier King County Superior Court ruling
was challenged jointly by the Lakehaven Water and Sewer District, Highline Water District and Midway Water
District. The Lakehaven Water and Sewer District also challenged an excise tax ordinance adopted by the City
of Edgewood. That challenge remained on hold in Pierce County Superior Court pending the decision in the
Federal Way matter. Auditors should be aware that as of the date of this planning guide, it is legally allowable
for cities to charge excise taxes to its water/sewer utility customers.

Receiverships

Over time, districts may dissolve entirely, merge with or be assumed by other governments or in some cases,
enter what is called “receivership.” The secretary of health or a local health officer can petition the court to
place a failing public water system in receivership. The petition names a candidate(s) who agrees to assume
operation of the water system. The Department of Health (DOH) recommends the court grant the receiver full
authority to act in the best interests of the water system customers. This includes reporting recommendations
for the system’s future operation to the court. The court appoints the county where the water system is located
if no other entity is willing, capable or able to act as receiver.

The receiver can't be held personally liable for any good faith, reasonable effort to assume and operate the
system in compliance of court order. The receiver is authorized to collect reasonable charges on the water
system customers to recover costs for maintenance, operations and improvements necessary for public health
and safety. For more information, see RCW 43.70.195 on the statutory requirements for receiverships.

As one example of a current receivership, Pierce County was court-appointed as the receiver of the Kapowsin
Water District (KWD) on November 29, 2017. Additional information on this receivership can be viewed here.

Regulatory Environment

Water and sewer operations are highly regulated by Federal and State agencies, primarily the United States
Environmental Protection Agency, Washington State Department of Health, and Washington State Department
of Ecology. Among other things, these agencies regulate water rights, level of contaminates allowed in drinking
water, discharge of wastewater, and certification and ongoing training of operators of water and sewer
systems.

Each system has unique characteristics which will affect how they are impacted by new or tighter regulations
and the extent to which they may be subject to fines. For example, one water district may be unaffected by
changes in the levels of contaminates allowed while another may require a large investment in new treatment
equipment.

In most cases, we would not expect any impact to accountability or financial statement audits. However, the
auditor should be alert for any material or significant fines that should be reported in the financial statements
or disclosed in the notes. The auditor should also consider whether there is any action against the district or
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new regulations that significantly impact the district that should be disclosed in the notes to the financial
statements.

Measurement of Financial Health

Due to their ability to set rates, unrestricted net position is the best measure of a district's financial health and
net income is the best measure of performance. The district should have enough unrestricted net assets to
be able to meet current obligations and also address future capital needs. The amount considered adequate
will fluctuate with the size and unique needs of each district. Districts should plan and set rates high enough
to have a positive net income in all years. See also Required Risks to Assess.

PLANNING & ADMINISTRATION

The standard frequency for accountability and financial audits is described in Audit Policy 1210.

ALERT: The Public Records Act (RCW 42.56.330(2)) has a special exclusion of records or lists of
a public utility from public disclosure if those documents include the following information about
its customers:

e Addresses,

e Telephone numbers,

e Electronic contact information, and

e Customer-specfic utility usage and billing information.

Records obtained from the utility that include this information must be handled by the auditor as Category 3
confidential information in accordance with SAO “Security and Privacy Policy for Managing Data”. If
auditors have questions on how to handle the data, contact the Team IT Audit Data Analysis Manager, Tara
Lindholm.

Training and Additional Resources
The following recorded self-study is available in the training system and may be helpful when auditing
water/sewer districts:

¢ Know Before You Go: Water-Sewer Districts

Additional resources related to water-sewer districts can be found on the SAO Hub under Audit | Information
| Reference Guide | Miscellaneous Entity Resources.

Key Operational Information
Key information about district operations that the auditor should document in the permanent file includes:
e What services are offered (water, sewer, street lighting, etc.)
Number of customers
Receipting locations and methods (e.g. online, in person, etc.)
Whether the customer base is declining or expanding
Whether the district uses the county treasurer
Whether the district has adequately segregated duties for revenue and expenditure systems
Any LIDs or ULIDs administered by the district
Whether the district is managed or operated by an outside party
Whether the district manages or operates any outside systems
Any component units, joint ventures, or related parties
Any significant business risks (such as aging infrastructure, insufficient water rights or difficulties in
meeting water quality or other regulations) applicable to the district and how such risks are being
addressed.

Districts must create a comprehensive plan under RCW 57.16.010 covering all of their operations. The auditor
can get details on a district’s current and anticipated activities by reviewing a copy of this plan. Construction,
bond issuance and other significant activities can only be accomplished pursuant to the plan.
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ACCOUNTABILITY

Although the county is normally the district’s treasurer, districts with more than 2,500 water or sewer
customers may act as their own treasurer with approval from the county (RCW 57.20.135). The term
“customers” is not defined by law. Our Office considers the number of accounts billed as an appropriate
measure of customers. Contact an Expert for assistance if districts are using a different measure for
“customers” (such as population or equivalent residential units) in order to act as their own treasurer.

In addition to the above, a change in RCW 57.20.028 effective 07/23/17 allows Districts with revenues of five
million dollars or more to issue their own warrants. Districts with revenues greater than $250,000 and less
than five million may issue their own warrants upon agreement with the county treasurer and district
commission.

Significant Entity Changes
Auditors should consider risks associated with newly created districts, mergers or consolidations, and dissolving
districts such as:
e Failing to identify new audits
Predecessor districts not properly dissolved when a new entity is formed
Reporting entity not properly defined
Assets not properly transferred
Errors in transferring accounting records to new systems
Errors in combining customer accounts
Lack of awareness of applicable laws

See the “Formation of Entity” or “Dissolution of Entity” steps available in TeamMate in the Compliance
Requirements | Formation, Merger or Dissolution folder for audit and administrative steps to consider.

Contracted Services

Districts sometimes enter into operating agreements with other systems. Such arrangements should have a
contract that clearly spells out the responsibilities of each party. Districts providing the services should ensure
that they are recovering their costs. Districts contracting out management or operations to another entity are
not relieved of their responsibilities and should provide an adequate level of oversight.

Closely-Held Districts

Some districts serve only a few customers. This may result in board members or managers who have a
financial interest in the creation and operation of the district. Auditors should be alert for conflicts of interest,
such as officials who sell their water rights or private systems to the district. Contact an Expert or Program
Manager if such situations are identified.

Revenues

Except in extremely rare circumstances, utility billing should be considered a significant system
and should be reviewed at least once every three audits. For multi-year audits, Auditors are
encouraged to review utility billing more frequently, as feasible.

Misappropriation of public funds could occur during billing (unmetered or unbilled accounts), receipting
(skimming, lapping or check for cash substitution schemes), or in receivables and collections (invalid
adjustments, unauthorized write-offs or lack of follow-up on unpaid accounts). We would expect that districts
have adopted policies and procedures over utility billings, receipting, and adjustments. The “Utilities”
Teammate steps at Accountability | Revenues provide many ideas of areas to consider for testing.

There are various laws governing when a district can shut off service, providing customers with a final bill, and
other areas related to utility billing and collection. The MRSC website http://mrsc.org/Home/Explore-
Topics/Public-Works/General-Utility-Topics/Utility-Billing-and-Collection.aspx is a good resource, including a
tool for Utility Liens and Shutoffs.

Recent fraud investigations have identified weaknesses in monitoring unattached receipts for those entities
using Vision software. Historically, Vision did not have a report available to monitor unattached receipts
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from the receipting system and many entities lacked proper monitoring of the system to timely capture frauds
using this vulernability. Vision now has a report that captures any receipt in the cash management module
that was not attached to a deposit. Suggested steps to consider and other risks that have been identified are
summarized in the Vision Common System Review.

If the district outsources all or part of its cash receipting process, additional risks should be considered. See
the “Third Party Cash Receipting” TeamMate step at Accountability | Revenues for more details.

The following are some of the types of revenues charged. Some will be processed through the district’s utility
billing system and others will be charged separately.

e Service Charges — These charges normally constitute the majority of water-sewer district revenue.
Services typically include metered water sales, sewer service, unmetered water service, storm water and
sanitary sewer services. Some districts also provide street lighting services. Districts may use third-party
receipt providers for the collection of revenues.

e Special Fees & Charges — These are normally associated with monthly services and could include
penalties for late payments, shut off or connection fees. See also Appendix 3 — COVID-19 Impacts for
information on the governor’s proclamations on prohibitions of charges for late payment or reconnection
of water service. RCW 57.08.081 limits the amount of penalties water-sewer districts can charge up to 10
percent of the bill.

¢ System Development Charges (SDCs) — SDCs (also known as hook-up, tap or connection fees) can
be very large. SDCs are charged to new customers connecting to the existing system. They often exceed
the cost to connect the customer to the existing system. The excess represents the new customer’s
contribution to the costs of the existing system or the future costs of expanding to meet new demand.
SDC revenues may be restricted by entity policy for capital construction or other allowable costs.

e Special Assessments (LIDs or ULIDs) — A water-sewer district has authority to set up a Local
Improvement District (LID) to pay for the cost of capital improvements benefiting a certain area. Revenues
are derived from special assessments levied on property within the LID. Risk associated with this revenue
stream depends largely on whether the county handles assessment and collection or whether the district
assesses and collects this revenue.

e Grants and Loans — There are a variety of grants and loans available from the Public Works Trust Fund,
Department of Health, Department of Ecology and other sources. These grants and loans are typically
highly competitive.

e Miscellaneous Revenue — Common sources of miscellaneous revenue include payments for
intergovernmental water sales or services, property rentals or cell phone antenna leases (on water towers).
Electricity or methane gas generated as a by-product and treated bio-solids may also be sold.

¢ Reimbursements on Final Payments — When properties are sold, title companies request an estimate
of the final bill from districts. If the customer has a credit balance after the final bill has been paid, the
refund is owed to the customer and not to the title company under RCW 60.80.020. If the customer’s
address is unknown, it should be handled as unclaimed property under Chapter 63.29 RCW.

Expenses

Developers will sometimes build excess capacity or will build a water or sewer line past undeveloped areas.
The district may have a “latecomers” agreement with the developer whereby if additional connections are
made to the developer’s line, the district would charge a late-comers fee. This shows up as a district expense
when it passes the fee on to the developer. Latecomer agreements are typically 10-15 years in length.

Other large or unexpected expenses may be the result of regulatory requirements. Please see the “Regulatory
Environment” section of the planning guide for examples.
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Assets
Common assets at risk of misappropriation or misuse include:

Vehicles — Most districts own vehicles which are used by staff to read meters and perform maintenance.
Vehicles should be clearly marked as belonging to the district (RCW 46.08.065) and be used only for
business purposes. Many districts allow vehicles to be taken home, usually for employees on standby for
emergencies.

Inventories — Districts maintain inventories including pipe, meters, and other materials for general
maintenance purposes. These materials can easily be sold as scrap or to contractors. In addition, recent
loss notifications have indicated that unused supplies/materials may not be tracked or monitored to ensure
they are used for public purposes, which increases the risk of misappropriation.

Small and Attractive Assets - Small and attractive assets typically consist of normal office equipment
and maintenance tools, equipment and supplies used to maintain the water or sewer systems.

Compliance Requirements

General compliance requirements apply to water-sewer districts, including Open Public Meetings Act,
expenditure audit and certification, conflict of interest, insurance / bonding requirements and authorized
investments.

In addition to the usual conflicts of interest considerations, the auditor should consider the possibility of
unmetered or unbilled hook-ups and service provided to employees, officers, friends or family.

Other compliance requirements and risks to be aware of are as follows:

Board Member Compensation - RCW 57.12.010 was modified to allow OFM to increase compensation
based on inflation every five years. These increases are automatic during commissioners’ current terms.
As of July 1, 2013, the compensation was authorized at a rate of $114 per day up to an annual amount
not to exceed $10,944 (see OFM 2013 notice). Effective July 1, 2018, the compensation is authorized at
a rate of $128 per day up to an annual amount not to exceed $12,288 (see OFM 2018 notice). Districts
must pay their commissioners at these rates, unless a commissioner has waived all or a portion of their
compensation in writing.

Self-Insurance - Accountability audits of individual health and welfare programs and self-insurance
programs must be performed at least every two years (RCW 43.09.260 and Audit Policy 1210). (Note:
Self-Insurance will need to be included in every audit for those on a 3-year cycle.) Self-insurance programs
include: liability, property, health and welfare, worker’s compensation, and unemployment compensation.
Auditors should review the “Self-Insurance” section of the Self Insurance and Risk Pools planning guide
for further guidance.

Additional Bonding - If the district has appointed a treasurer other than the county, RCW 57.20.135
requires the treasurer to be bonded for not less than $25,000.

Bid Law — Due to the nature of district activities, we would expect public works projects (such as painting
water tanks) to be occurring at least every couple of years and more frequently in districts experiencing
growth. Districts are required to competitively bid public works projects and purchases - see the Bidding
and Procurement guide or RCW 57.08.050 for details.

Gift of Public Funds — There are a few specific concerns for water-sewer districts.

o Hook-up Fees - Properties connecting to the district’s system are required to pay a fee. These fees
are usually substantial. In some instances, districts have discounted hook-up fees for certain
developers below the commissioner-approved fee schedule. In the absence of any additional benefit
received from those developers, this would be considered a gift of public funds.

o Developer Engineering Fees - Developers are normally required to construct or expand municipal
infrastructure as a condition of building. Some districts have engineering staff that review developer’s
plans to ensure that they are done according to municipal specifications. A plan review fee is charged
for this service. Smaller districts often contract with an engineering firm to review plans. There is no

Washington State Auditor's Office Page 8 of 19




http://apps.leg.wa.gov/documents/laws/wsr/2013/13/13-12-078.htm


https://www.waswd.org/sites/default/files/fileattachments/public/page/35631/wsr_18-11-088-2018_salary_increase_july_2018.pdf


https://stateofwa.sharepoint.com/:w:/r/sites/SAO-teamauditsupport/Shared%20Documents/Planning%20and%20Area%20Guides/Local%20Governments/Self_Insurance_and_Risk_Pools.docx?d=w3eebf2a370464fadb145957aaffd736f&csf=1&web=1&e=Jc3YyY


https://stateofwa.sharepoint.com/:w:/r/sites/SAO-teamauditsupport/Shared%20Documents/Planning%20and%20Area%20Guides/Area%20Guidance/Bidding_and_Procurement.docx?d=wc705dbbc390048c285b3c67f8099d16d&csf=1&web=1&e=fu5FKT


https://stateofwa.sharepoint.com/:w:/r/sites/SAO-teamauditsupport/Shared%20Documents/Planning%20and%20Area%20Guides/Area%20Guidance/Bidding_and_Procurement.docx?d=wc705dbbc390048c285b3c67f8099d16d&csf=1&web=1&e=fu5FKT





lending of credit issues if the district pays the engineering firm and is reimbursed by the developer
because the district is receiving full value for the cost incurred, there is no “donative intent” and the
consideration received is clearly “legally sufficient”. In addition, the district has not financed a private
undertaking. Instead, the district has delivered lawfully authorized/required services (plan review) in
advance of payment by the developer/applicant. Instead of conducting plan review using district staff,
the district has made a business decision to use outside consultants for such review. However, if the
district pays an engineering firm to prepare designs for the developer, there is a potential lending of
credit issue.

o Side Sewer Improvements — Districts sometimes make improvements to private side sewers. AGO
2009 No. 5 states “Municipal sewer districts have statutory authority to use public funds to repair or
replace side sewers located on private property if doing so will increase sewer capacity by reducing
infiltration and inflow. Use of public funds to do so does not constitute an unconstitutional gift or loan
of public funds if the district acts without donative intent and can demonstrate that the action will
result in significant benefit to the public.” Auditors are not expected to perform test for compliance in
this area unless the amount spent on side sewer projects is significant and there is risk of donative
intent or no analysis of benefit to the public. Before testing, the auditor should contact the Director
of Legal Affairs.

o Donations— A 2011 law allows cities and public utility districts to use utility bills to ask for donations
for hunger programs. This authority was not given to water-sewer districts and would be considered
a gift of public funds.

o State Grants — Districts often receive state grants for capital construction. These grants often have
allowable cost and matching requirements.

¢ Bond Covenants —Bonds are almost always revenue bonds and usually contain covenants specifying
reserve or debt service ratio requirements.

« Limitation of Indebtedness — Limitation of indebtedness only applies to general obligation debt, which
would be highly unusual for a water-sewer district. If there is general obligation debt, RCW 57.20.110
and .120 specifies a debt limitation specific to water-sewer districts of 0.5% of the value of taxable property
within its boundaries, in addition to the constitutional debt limitations.

o Disposal of property - RCW 57.08.015-16 requires commissioner approval for all surplus sales, public
notice for property valued over $2,500 and appraisals for all real estate sales.

As a proprietary fund, water-sewer district budgets are not considered to be appropriations. Therefore,
districts are not subject to budgeting requirements.

Note: Water-sewer departments of cities, counties, irrigation districts or PUDs would be considered a separate
“department” under RCW 43.09.210 and would therefore be prohibited from benefiting other funds of the
entity. SAO has noted numerous issues statewide where the water-sewer department (which is generally well-
funded compared to other programs) is benefiting other funds. This can occur through transfers, interfund
loans, over-allocating joint expenses, unequal indirect cost plans, or charging expenses or payroll of other
departments to the water-sewer department

FINANCIAL STATEMENTS

Water-sewer districts are considered proprietary-type entities. Districts should follow either the GAAP or the
Cash Basis BARS Manual for Cities, Counties and Special Purpose Districts.

All entities are required to file their annual financial reports with our Office and are encouraged to file them
online using the SAO’s website. Auditors can find this information on the intranet under Auditor Resources |
LGCS reports. For districts reporting on the cash basis, rather than requesting the financial reports from the

Washington State Auditor's Office Page 9 of 19







district for audit, auditors should download the statements from LGCS and confirm with the district that these
are the final versions for audit.

GAAP Reporting Changes

All new GASBs are identified and evaluated by the Financial Audit Committee (FAC), as summarized on the
GASB Tracker available on the FAC Sharepoint page. When evaluating implementation of new GASBs for
Water and Sewer Districts, auditors should specifically consider:

GASB Statement No. 83: Asset Retirement Obligations (AROS)

original implementation effective FYE 2019, new implementation effective FYE 2020

An asset retirement obligation (ARO) is a legally enforceable liability associated with the retirement of
a tangible capital asset. Water Sewer Districts might have AROs associated with water or sewer
treatment plants (where applicable). See the Center’s Identifying Asset Retirement Obligations for
additional guidance. A TeamMate testing strategy workpaper is available at Financial Statement |
GAAP | Workpapers.

GASB Statement No. 87: Leases

original implementation effective FYE 2020, new implementation effective FYE 2022

We expect this to have an impact on Water Sewer Districts and require re-evaluating and changes to
reporting for leases. We would not expect any early adoption of this GASB. A TeamMate testing
strategy workpaper is available in Financial Statement | GAAP | Workpapers.

Question: How will GASB Statement No. 87 impact the accounting for cell tower
leases common to water and sewer districts?

Answer: If the cell tower lease meets the definition of a lease under GASB Statement No.
87, it should be accounted for under the requirements of GASB 87. Auditors can inquire if
there is a contract (doesn’t have to be written) that conveys control of the right to use another
entity’s nonfinancial asset (the cell tower — note that it doesn’t have to be exclusive use; more
than one entity can use the underlying asset at the same time), for a period of time (excludes
month-to-month leases because there is no lease term) in an exchange or exchange-like
transaction (note that non-cash doesn’t mean non-exchange)?

Note: If the cell tower leases were month-to-month, and they could make the users remove
their equipment at any time, then there would be no "lease term” and the District wouldn't
need to record a lease receivable and deferred inflow. The District would still need to have
note disclosures describing the arrangement, there just wouldn't be a balance sheet effect.

GASB 95, issued May 8, 2020, delayed the implementation date of certain new standards. Entities have the
option to decide whether or not to delay implementation. During planning, as part of Understanding the Entity
& Environment, auditors should inquire with the entity and confirm the entity’s implementation decisions.

OPEB Liabilities

The following water/sewer districts participate in health care plans administered by Public Employees Benefit
Board (PEBB). If a District is not listed below, auditors should still inquire with the District as these are the
ones we are currently aware of, plus they may have Other Post-Employment Benefit (OPEB) liabilities that are
not through PEBB to report in accordance with GASB 75. In some cases the amount may be material. Auditors
should evaluate if these districts are reporting their liability correctly. For GAAP basis entities, auditors should
use the GASB 75 testing strategy available in Financial Statements | GAAP | Work Papers folder. For cash
basis entities, auditors will use the OPEB Liability testing strategy available in BARS Cash Basis Statements |
Baseline Testing.
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*PEBB *OPEB Includes
Team MCAG | Legal Name Subscriber Reported in Financial
Count FY19 Sch09? Audit?
Bellingham 2328 | Birch Bay Water and Sewer District 18 Yes Yes
Bellingham 2302 | Eastsound Sewer/Water District 5 Yes No
Columbia Valley Water District
Bellingham 2836 | (formerly called Evergreen Water 3 No No
Sewer District)
Bellingham 2330 | Loke Whatcom Water and Sewer 20 Yes Yes
Bellingham 2325 | Point Roberts Water District #4 4 No No
Everett 2210 | Clinton Water District 5 No No
Everett 2678 | Holmes Harbor Sewer District 6 No No
Everett 2314 | Olympic View Water & Sewer 4 No Yes
District
Everett 2308 S|_Ive.r L*ake Water and Sewer 29 No Yes
District
Everett 0727 | Cross Valley Water District* 14 Yes CPA
LGS 2721 | Glacier Water District 3 No No
LGS 0728 | Coalition for Clean Water 2 No (Sche_dule 09 No
Not Filed)
(’lforth King 2685 | Coal Creek Utility District* 26 Yes Yes
ounty
(’lforth King 0385 | Fall City Water District 3 No No
ounty
North King Lake Forest Park Water District
County 2247 (formerly King Co. Water District 83) 4 No No
North King 2691 | King County Water District 119 3 Yes No
County
North King 2252 | King County Water District 90 17 Yes Yes
County
North King 2140 | Northshore Utility District 75 Yes Yes
County
North King North City Water District (formerly
County 2702 Shoreline Water District) 16 Yes Yes
. Grays Harbor County Water District No (Schedule 09
Olympia 2207 40 2 Not Filed) No
Olympia 2206 | Grays Harbor Water District #1 2 No No
Olympia 2294 | Willapa Valley Water District 6 No No
Port Orchard 2946 | West Sound Utility District No. 1 31 No Yes
Port Orchard 2292 | Belfair Water District No. 1 4 Yes No
Port Orchard 2965 | Hartstene Pointe Water-Sewer Dist 4 No No
Port Orchard 2277 | Manchester Water District 9 No No
Port Orchard 2267 | North Perry Avenue Water District 18 Yes Yes
Port Orchard 2280 | Silverdale Water District 16 29 Yes Yes
Port Orchard 0493 | Sunland Water District 8 No No
Port Orchard 2698 | Vashon Island Water District #19 6 No No
Port Orchard 2148 | Vason Sewer District 1 No No
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Pullman 0666 | Spokane County Water District 3 20 Yes Yes
South King 2139 | Lakehaven Water & Sewer District 142 Yes CPA
County

South King 2130 | Skyway Water and Sewer District 12 Yes Yes
County

South King 2686 C_edgr River Water and Sewer 18 Yes Yes
County District

South King 2684 | Covington Water District 42 Yes Yes
County

South King 2240 | Highline Water District 44 Yes Yes
County

South King 2705 | King Co Water Dist 49 9 Yes CPA
County

South King 2687 | King Co. Water District 111 17 Yes Yes
County

South King 2682 | King Co. Water District 125 15 Yes Yes
County

South King 2699 | King Co. Water District 20 17 No Yes
County

South King 2706 | King County Water District 54 3 Yes Yes
County

South King 2133 | Midway Sewer District 39 Yes CPA
County

South King 0607 Spo; Creek Water and Sewer 39 Yes Yes
County District

South King 2144 | Southwest Suburban Sewer District 37 No Yes
County

Spokane 0476 | Loon Lake Sewer District 4 4 No No

Vancouver 0273 | Clark Regional Wastewater District 71 Yes Yes
Wenatchee 1157 | Malaga Water District 3 No No

Wenatchee 2156 | Stevens Pass Sewer District 3 Yes Yes
Yakima 2162 | Snoqualmie Pass Ultility District 6 Yes No

* Count as of July 2020 — see also List of PEBB Member Employers in the Pension & OPEB Resources

**For GAAP Districts, liabilities are reported in the Notes to the Financial Statements and on the face of the
statements themselves. As the Schedule 09 is not a required schedule for audit purposes at a GAAP District, care
should be taken to ensure the liabilities were correctly reported within the financial statements before determining
an error is present.

Regulatory Accounting

A utility may elect (optional but not required) to use regulatory accounting allowed by GASB 62. While widely
used by PUDs, water and sewer utilities often do not use it or are unaware of their ability to do. Also, utilities
operated as a stand-alone fund by a city or county are also allowed to use regulatory accounting if they meet
the criteria in GASB 62. There are instances when we might suggest an entity consider using regulatory
accounting such as: 1) if a utility is raising rates merely to comply with debt service coverage ratios and not
because it needs the additional revenue; 2) if it is incurring costs that it would like to capitalize (that would
not otherwise qualify for capitalization) that it plans to recover with future rates.

What is regulatory accounting? In short, its FASB 71 guidance that was brought into GASB with the
implementation of GASB 62. Some utilities (mainly PUDs) have used it for many, many years. It allows for
some expenses or revenues to be deferred (put on the balance sheet) to be recognized at a later time that
coincides with rate development. For example, an entity may incur severe damage from a storm in December,
if using regulatory accounting, the utility could capitalize these costs and recognize them as expenses in future
years when the rates will be raised to recover those costs.
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If the utility uses regulatory accounting, auditors should ensure they are familiar with guidance in the Public
Utility Districts planning guide about regulatory accounting. The PUD guide includes audit considerations within
the financial section, and additional information in Appendix B.

The National Association of Regulatory Utility Commissioners (NARUC) publishes a suggested chart of accounts
for water and wastewater utilities. NARUC also publishes accounting guidance and answers to accounting and
reporting questions. This chart of accounts and accounting guidance is suggested only and is not required to
be used. If the district chooses to use NARUC, they are still required to file financial information in accordance
with the BARS manual. Links to the NARUC documents can be found under Water-Sewer Districts on the
Miscellaneous Entities Resource page.

Jointly Operated Facilities

Districts may operate treatment plants or other facilities jointly with other entities (Chapter 39.34 RCW). Each
agreement should be reviewed to determine the appropriate reporting treatment (component unit, joint
venture, etc.).

Systems Development Charges

Systems development charges (also known as hook-up fees, tap fees or connection fees) are often charged
to new customers in order to hook-up to the existing system. These charges should be developed taking into
account the estimated costs of connecting customers to the existing system and past or future capital needs.

There is no universal operating/nonoperating classification of these revenues. Entities should establish a policy
or procedure that defines operating revenues and expenses. The district may distinctly track and classify the
portion of the customer charge which pays for the cost performing the hook-up service, and amounts which
are in excess of that cost. These revenues could be used to fund current operations (i.e. operating revenues)
or be committed to capital improvements (i.e. capital contribution or nonoperating revenue). Or a district may
choose to record the entire amount of the charges as either operating, non-operating, or capital, based on
whether the the predominate purpose is to recover actual costs or fund capital activity.

Unless the classification is misleading (such as if the funds were committed to a particular purpose and then
not reported that way) or contradicts the district’s policy/procedure (defining operating and nonoperating
revenues), we would not consider it an error.

Capital Contributions

As a condition of building, developers are normally required to construct or expand municipal infrastructure.
This infrastructure is subsequently turned over to the municipality for upkeep and operation. If reporting on
the GAAP basis, the district would increase its capital assets and record a capital contribution for such donated
water-sewer infrastructure.

Allowance for Doubtful Accounts

Allowance for Doubtful Accounts is an estimated contra-asset representing the amount of Accounts Receivable
that is not collectable. Most districts do not record an allowance, since the district assumes that it will collect
everything. Any actual losses are written off to bad debt expense as they occur. This is an allowable practice
so long as it is disclosed in the Summary of Significant Accounting Policies note disclosure (Note 1) and it
doesn't result in a significant variance from the correct method. If the district is pursuing collections and
shutting-off services for non-payers, we would not expect the variance to be significant.

To evaluate this assertion (or the valuation of any allowance reported), we need to analyze the collectability
of accounts receivable, such as with a review of aged receivables or other test. Shutting-off water services is
a relatively simple process and we would expect that the district have a fairly aggressive policy of shutting-off
water services to delinquent accounts. However, shutting-off sewer services would require the district to dig
up and cap the sewer line, which is an expensive process and would not be done nearly as frequently. We
would expect districts to place property liens on delinquent accounts to increase collectability and for districts
that provide both water and sewer services to have a policy stating that payments will be applied first to sewer,
then water (which will allow water to be shut off for any non-payment).
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Accounts Receivable and Customer Assistance Program Financial Reporting

As described in Appendix 3 — COVID-19 impacts, many Districts are seeing an increase in overdue
customer utility accounts as a result of the Governor's proclamations prohibiting the shut off of
essential services or charging of fees for late payment/reconnection. In a recent customer debt survey
conducted by the Washington Association of Sewer and Water Districts (WASWD), 35 of the WASWD's
105 members responded and reported total amount of accounts more than 120 days outstanding was
about $2.75 million. This compares to about $1 million at the same time in 2019. Similarly, the survey
reported about 6,800 accounts with outstanding balances of more than 120 days, compared to about
2,300 in 2019. As a result, we expect that districts will report increased outstanding customer accounts
receivable balances beginning with the 2020 reporting year. At this time, we don't expect these
balances to also result in higher uncollectible accounts as the Governor’s proclamation only suspends,
not relieves, the customer from the obligation to pay for utility services. Once lifted, we expect districts
to be able to resume their authority to collect outstanding balances through the use of lien, foreclosure,
and water shutoff rights provided by RCW 57.08.081. However, completing these procedures may be
extended as districts are encouraged to work with customers facing hardship.

Auditors should consider reviewing the district’s controls for monitoring its aging of accounts receivable
accounts and ensuring these are valid accounts. A growing receivable balance could make it easier to
conceal fraudulent activity. If the district does not have strong controls, consider testing receivable
balances to ensure they are valid.

With respect to financial reporting, in general, we are not expecting a change in how districts report
outstanding accounts receivable. However, auditors should consult the GAAP and CASH BARS manuals
for general accounting and reporting criteria. If specific questions arise, auditors (or the audit client)
should submit a helpdesk question where individualized research and answers can be shared.

Finally, as utilities were directly impacted by the Governor’s proclamation, we would expect that
districts are disclosing the impacts of the COVID-19 pandemic (specific to utility billings) within the
Notes to the Financial Statements. Auditors should remain alert to information disclosed on accounts
receivable and allowance for doubtful accounts to ensure it is consistent with your understanding of
the district’'s operations. In addition, auditors should review FYI 2020-01 COVID-19 Considerations for
expected note disclosures.

SINGLE AUDIT

Auditors should ask if the district has applied for any federal grants or loans and remind them of the Single
Audit requirements. Auditors should review the Single Audit planning guide for additional guidance.

COVID-19 Funding Availability: Districts may be eligible for federal assistance related to the COVID-19
pandemic.

The Department of Health published information on potential federal assistance that may be available
to water systems in response to impacts of the COVID-19 pandemic in its Federal Assistance for
Utility Payments 331-671 resource.

In addition, state and local governments may receive funds through the American Rescue Plan Act
(APPA). These funds can be used to assist utility customers with arrearages on past due bills, for
renters and homeowners. In addition to state and local funds, the APPA provides $500 million
additional funding for low-income water and wastewater ratepayer assistance.
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Appendix 1: Assessment Audits

Below is a summary of information specific to small water/sewer districts where an assessment
audit is performed. Additional risk factors and activity less common for small districts can be
found in the guide. See also the Small Government Assessment Audits planning guide.

As with most water/sewer districts, a significant business risk for smaller districts is the cost of repairing and
replacing systems as they age. Districts should address this risk by following a replacement plan and adjusting
their rates as needed. Water availability is another potential business risk. See Industry and Other External
Factors in the Background section for additional information and risks.

Closely-Held Districts

Some districts serve only a few customers. This may result in board members or managers who have a
financial interest in the creation and operation of the district. Auditors should be alert for conflicts of interest,
and segregation of duties such as officials who sell their water rights or private systems to the district.

Revenues

e (Cash Receipting — For smaller districts the county is normally the district’s treasurer, however districts
with more than $250,000 in revenues or 2,500 customers may act as their own treasurer with approval
from the county. Smaller districts may have low staffing levels that represent a segregation of duties risk
for cash receipting.

e Charges for Services - These charges normally constitute the majority of water-sewer district revenue.
Districts may use third-party service providers for the collection of revenues, however for our smaller
districts these charges are generally billed and receipted by the district prior to deposit with the county
treasurer. Due to the small nature of these governments and limited accounting software availability, these
districts have an increased risk of inadequate segregation of duties increasing the risk of cash receipts
being misappropriated.

Expenditures

e Contracted Services - Smaller districts that may not have the staffing levels to meet the daily operational
needs may contract for general services. General services may be general bookeeping, repairs, or billing
needs. Districts contracting out management or operations to another entity are not relieved of their
responsibilities and should provide an adequate level of oversight.

Compliance Requirements
e Bid Law — Due to the nature of district activities, we would expect public works projects (such as painting
water tanks) to be occurring at least every couple of years. Districts are required to competitively bid

public works projects and purchases - see the Bid Law guidance or RCW 57.08.050 for details.

e Disposal of Property - RCW 57.08.015-16 requires commissioner approval for all surplus sales, public
notice for property valued over $2,500 and appraisals for all real estate sales.
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Appendix 2: Relevant Statutes

Relevant statutes for water and sewer activities include:

e Chapter 35.67 RCW  Sewerage Systems — Refuse Collection and Disposal (Cities and Towns)

e Chapter 35.92 RCW  Municipal Utilities (Cities and Towns)

e Chapter 35A.80 RCW Public Utilities (Optional Municipal Code)

e Chapter 36.94 RCW  Sewerage, water, and drainage systems (Counties)

e Chapter 54 RCW Public Utility Districts

e Chapter 57 RCW Water-Sewer Districts

e Chapter 60.80 RCW Lien for Unrecorded Utility Charges (requirements related to final billing
when properties are sold)

e Chapter 70A RCW Environmental Health & Safety (various sections relate to water or
sewer systems

e RCW 74.38.070 Provides for governments providing utility services to offer reduced
utility rates for low-income senior citizens and other low-income
citizens

e Chapter 90 RCW Water Rights - Environment
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Appendix 3: COVID-19 Impacts

Policies for deferrals of late payments, prohibitions against shut-off of service due to COVID-19

Effective March 23, 2020, the Governor issued Proclamation 20-23 prohibiting “all energy, telecommunications,
and water providers in Washington State from conducting the following activities:

(1) Disconnecting any residential customers from energy, telecommunications, or water service due
to nonpayment on an active account, except at the request of the customer.

(2) Refusing to reconnect any residential customer who has been disconnected due to nonpayment;

(3) Charging fees for late payment or reconnection of energy, telecommunications, or water service;
and

(4) Disconnecting service to any residential customer who has contacted the utility to request
assistance from the utility’s COVID-19 Customer Support Program.

On July 2, 2021, this proclamation was extended through September 30, 2021; the Governor indicated that
this will be the final extension.

In addition, under the Governor’s Proclamation 20-23 et al, utilities providing energy, telecommunications and
water services in Washington State are required to develop COVID-19 Customer Support Programs. We would
expect utilities covered by this guidance to have reviewed their existing policies concerning disconnection of
service, reconnection of service, payment arrangements and suspension of other fees or charges and update
those policies as appropriate and necessary.

To ensure that customers maintain access to essential services during the effective dates of the Governor’s
Proclamation, utilities likely will offer long-term payment arrangements for those directly affected by COVID-
19, which could be six to 18 months or longer (as recommended by the Governor’s COVID Utility Customer
Support Program Guidance).

Any audits should focus on an entity’s compliance with their own policy and risks of fraud, loss
or abuse and not the entity’s compliance with the Proclamations or Customer Support Program
Guidance, published by the Governor’s Office.

Audit considerations in reviewing the entity’s policy and controls over monitoring of accounts:
e How does the District verify and review to ensure only eligible customer accounts are adjusted,
deferred or written off?
e How does the District ensure the adjustments, deferrals or write offs are allowable, correctly
calculated, and are properly reviewed and approved?

Additional risks for auditor consideration:
e Cash receipting risk — fraudulent write off of cash receipts
e Accounts receivable risk - improper or fraudulent write off of balances owed
e Financial statement analytics — expect an increase in aged accounts receivable, however a growing
receivable balance could make it easier to conceal fraudulent activity

Washington State Auditor's Office Page 17 of 19







Appendix 4: Glossary of Water-Sewer District Terms

Aeration/Aeration basin - A pond where air is pumped in to increase microbes in the wastewater.
The microbes feed on the organic material.

Anaerobic digestion - The use of bacteria to break down organic matter without oxygen is the most
common method of treating sludge. This process generates biogas.

Aquifers - An underground layer of rock or sediment that is filled with water that can be removed
using a well.

Biogas - Mixture of gases (primarily methane and carbon dioxide) produced by the breakdown of
organic matter in the absence of oxygen (anaerobic digestion). The methane can be separated and
sold.

Biomass - The solids separated from liquids in the sewer treatment process.

Biosolids - are treated Biomass that can be used as fertilizer.

Bugs - bateria or microbes that feed on organic material.

Cake - Solids separated from liquid waste using a centrifuge.

Centrifuge - Equipment that uses rapid rotation to separate solid waste from liquid during the Primary
Wastewater Treatment phase.

Clarifier — There are a variety of different types of clarifiers, which use different methods to remove
solids from wastewater.

Digestate - The material that results when the solids that have been separate from liquids in the
sewer treatment process are heated and react with naturally occurring micro-organisms and bacteria.

Effluent ponds - large ponds where bacteria consume the organic materials and nutrients in
wastewater.

Grinder Pump Station - Waste is collected in the tank, when it rises to a certain level, the pump
turns on and grinds the waste and pumps it into sewer mains.

Leachate - runoff from a landfill that can be a significant threat to surface water or groundwater.
Landfills collect the contaminated water and usually truck it to a sewer facility where it has a contract
for processing.

Lift stations - pump sewage uphill.

Primary Clarifiers - Tanks into which filtered sewage flows furing the Primary phase of treatment.
Paddles on the floor and surface of the tanks remove materials, leaving liquid.

Pump Stations - pump water uphill

Purple Pipe - This is the color of the pipe used to move reclaimed or recycled water for irrigation
use.

Reclaimed or Recycled Water - Water separated and treated in the sewer treatment process and
used for irrigation.
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e Sewer lagoons - large ponds where bacteria consume the organic materials and nutrients in
wastewater.

e Sewer mains - Pipes used to move sewage from customers to a Wastewater Treatment Plant.

e Telemetry - An automated system that collects information from remote locations and transmits it to
receiving equipment for monitoring. Important applications include automatic meter reading,
groundwater monitoring, leak detection in distribution pipes and monitoring equipment. Telemetry
control allows employees to perform certain tasks remotely, such as turning pumps on or off.

¢ Wastewater - any water contaminated by human use

¢ Wastewater Treatment Plants - Treat wastewater so that it is safe for discharge. A plant may
have between one to three stages. No matter how many stages the plant uses, at the end of the
process, water is chlorinated to kill remaining bacteria and discharged. The three stages are:

o Primary - The primary stage of treatment consists of first separating the solids and liquids.
Screens are used to remove materials that can’t be processed. These include objects not
intended to entered the system, but were flushed down the toilet either in carelessness,
ignorance or childish glee and items collected through storm drains. Filtered sewage flow into
Primary Clarifiers, where paddles on the floor and surface of the tanks remove materials,
leaving liquid. A centrifuge can also be used. This uses rapid rotation to separate solid from
liquid more quickly and removes more water, producing a drier material known as “cake”.

The solids removed at this stage may be disposed of at a landfill, incinerated, or further
treated. One type of treatment you might see is called anaerobic digestion. The digester
is a large, sealed tank with no oxygen. The solids or biomass are heated and react with
naturally occurring micro-organisms and bacteria. The end result is that biogas is emitted
and a material called digestate is left behind.

o Secondary - In the secondary stage of treatment, liquids flow to large ponds called sewer
lagoons, effluent ponds, or aeration basins where bacteria consume organic materials
and nutrients. Adding air or aeration helps the bugs thrive. The wastewater is then sent to
secondary clarifiers that work just like the primary clarifiers, with the material sinking or
floating being removed.

o Tertiary - In the third or tertiary stage other types of treatment may be used such as
chemicals or filters to remove contaminants or reverse osmosis, which filters using
membranes and can produce water clean enough to be sold for nonpotable or non-drinking
purposes.

¢ Water mains - Pipes used to move water through the water system to the customer

e Water purification facilities (aka water treatment plants) - facilities where water is processed to
remove impurities and add chemicals as needed

¢ Water wheeling - The process of moving water from one entity to another through a series of pipes.
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