CiTY OF PALOALTO

OFFRICE OF THE CITY AUDITOR

The Honorable City Council December 12, 2006
Attn: Finance Committee
Palo Alto, California

Maze & Associates’ Audit of the City of Palo Alto’s Financial Statements
as of June 30, 2006 and Management Letter

We recommend that the City Council accept the attached financial statements and management
letter.

Discussion

The City Charter requires the City Council (through the City Auditor) to engage an independent
certified public accounting firm to conduct the annual external audit and report the results of that
audit in writing to the City Council. Maze & Associates, an accountancy corporation based in
Pleasant Hill, California, conducted the audit of the City’s financial statements as of June 30, 2006.
The Independent Auditor’s Report (the “opinion letter”) and Single Audit Report (the audit of federal
funds received by the City) are included in the Comprehensive Annual Financial Report for the
fiscal year ended June 30, 2006.

Maze & Associates also completed the following reports for the City of Palo Alto:

e Memorandum on Internal Control Structure for the year ended June 30, 2006 (the
“management letter”) — Attachment A

¢ Independent Auditor's Report on Compliance with the Proposition 111 2003-04
Appropriation Limit Increment (the “Gann limit letter”) — Attachment B

e Public Improvement Corporation Component Unit Financial Statements for the year ended
June 30, 2006 — Attachment C

e Regional Water Quality Control Plant Financial Statements for the year ended June 30,
2006 — Attachment D

e Cable TV Franchise Statements of Revenues and Expenditures for the years ended
December 31, 2005 and 2004 — Attachment E

e Redevelopment Agency of the City of Palo Alto Component Unit Financial Statements for
the year ended June 30, 2006 — Attachment F

e Bicycle/Pedestrian Projects Financial Statements for the years ended June 30, 2006 and
2003 — Attachment G

Cory Biggs from Maze & Associates will be available at the December 12" Finance Committee
meeting to answer questions. We would like to thank the Administrative Services Department for
their hard work to ensure a clean audit.

Respectfully submitted,

Sharon W. Erickson
City Auditor




CITY OF PALO ALTO
MEMORANDUM ON
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October 19, 2006
ACCOUNTANCY CORPORATION
3478 Buskirk Ave. - Suite 215
To the City Council of Pleasant Hill, California 94523

the City of Palo Alto, California (925) 930-0902 - FAX (925) 950-0135
maze @mazeassocigies.com

. . WWW.Mazeassociales.corm
Under generally accepted auditing standards, auditors are encouraged to report various matters

concerning an entity’s internal control structure noted during an audit, and are required to report certain
of those matters. Matters that are required to be reported are significant deficiencies in the design or the
operation of the internal control structure that, in the auditor’s judgment, could adversely affect the
organization’s ability to record, process, summarize and report financial data consistent with the
assertions of management in the financial statements.

As part of our audit of the financial statements of the City of Palo Alto for the year ended June 30, 2006,
we considered the City’s internal control structure in determining the scope of our audit procedures for
the purpose of rendering an opinion on the financial statements. While our purpose was not to provide
assurances on the internal control structure, certain matters came to our attention that we want to report

to you. These matters, along with our recommendations, are described in the accompanying
memorandum.

A material weakness is a significant deficiency in which the design or operation of one or more of the
internal control structure elements does not reduce to a relatively low level the risk that errors or
irregularities in amounts that would be material in relation to the financial statements being audited may
occur and not be detected within a timely period by employees in the normal course of performing their
assigned functions.

Our consideration of the internal control structure would not necessarily disclose all matters in the
internal contro! structure that might be significant deficiencies and, accordingly, would not necessarily
disclose all significant deficiencies that are also considered to be material weaknesses as defined above.
However, none of the matters described in the accompanying memorandum is believed to be a material
weakness.

The accompanying memorandum on internal control structure is intended solely for the use of
management and the City Council. This restriction is not intended to limit the distribution of this letter
and the accompanying memorandum which, upon acceptance by the City Council, are a matter of public
record. To the extent that the City Council intends to rely upon this letter and the accompanying
memorandum, such reliance should take into account the limited basis on which our recommendations
were developed, as described above, and the limitations inherent in the internal control structure. In
addition, the City Council should understand that the criteria used by us in considering the internal
control structure could differ significantly from the criteria the City Council may be using for its purpose.

We wish to express our appreciation for the courtesies and cooperation extended to our representatives
during the course of their work. We would be pleased to discuss these recommendations in greater detail

or otherwise assist in their implementation.

Very truly yours,

Gfﬂa%gﬂ A ssoulle,

A Professional Corporation



CITY OF PALO ALTO
MEMORANDUM ON INTERNAL CONTROL STRUCTURE

Information Systems Safeguards

With every audit we employ the knowledge of our Information Technology staff who perform an
Information Systems Review the City’s information systems and procedures. Our Information
Technology staff use their specialized knowledge and skills to properly evaluate the City’s systems. Our
review included procedures to determine that systems are:
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Adequately protected from unauthorized internal access,

Provide for reasonable measures to ensure continuation of service,

Provide for security of data from physical or network access, and

Have internet access defenses including hacker prevention, detection and deterrent systems.

Based on our review, notable points are as follows:

Business Continuity
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The organization does not have a formal written business continuity policy. A formal disaster
recovery business continuance policy serves to show managements intent and due diligence for
the continuity of operations. A disaster recovery policy or contingency plan should address what
to do in case of a disaster and how to prepare for a disaster that cripples or closes the computer
center such as a fire. The Organization should consider developing and implementing a
contingency plan which would include procedures for periodic information backup and offsite
storage, along with an alternative processing site that would allow the Organization to continue
to operate in the event of a shutdown.

Management Response: The development of a Disaster Recovery Plan is funded and planned
for the FY 2006-07.

An alternative processing location should be established to aid the organizations continued
operation in the event that a disaster, such as an earthquake, at or near the organizations main site
disables or destroys critical systems. The alternative processing site is critical for the prompt
resumption and continuous operation of the organization should a disaster strike. ~ Sufficient
physical distance between the alternate and main sites should be observed, in order to effectively
place the alternate location out of the main site disaster area.

Management Response: This will be considered when developing the Disaster Recovery Plan.

Information Systems Security: Network Communications

+
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There should be documented regular network vulnerability scans performed internally and
externally.

Management Response: Due to annual budgetary and staff relocations over the past four years,
this has not been performed.



CITY OF PALO ALTO
MEMORANDUM ON INTERNAL CONTROL STRUCTURE

Automobile Expense Allowance Policy

The City’s Management and Professional Personne! and Council Appointees Compensation Plan states
that for those employees whose duties require exclusive use of a City automobile, the City Manager may
authorize an automobile allowance of $325 per month. We selected two employees that received
automobile allowances, however those employees do not have exclusive use of a City’s automobile. We
suggest that the City revise the language in the Management Compensation Plan by removing the phrase
«..exclusive use of a City automobile...” or cease allowances when there is no exclusive use.

Management Response: The word “exclusive” will be removed from the Management Compensation
Plan. Authorization for automobile allowances will remain with the City Manager.

Cash Collection Procedures — Mitchell Park Library-— Special Emphasis Area #1

We chose the City’s Mitchell Park Library as our cash collection site testing for this year’s audit. This
site receives approximately $3,750 per month in cash receipts. We have the following recommendations
for improvements in internal controls:

o The City should integrate the cash register with the Library computer system. Customers
receive a receipt which is generated by the Library computer system which shows the date, items,
how much has been paid, and balance. Library staff does not print or give the customer a receipt
from the cash register which is not integrated with the system and there is a risk of loss which could
be mitigated.

Management Response: The City’s IT Department will do an analysis to determine if the Library’s
cash register system can be integrated with the Library’s computer system. Once the analysis is
completed, recommendations and/or alternatives will be provided for review and possible
implementation.

o When a deposit is sent to another location for deposit, the depositor from the Library should
obtain a receipt as verification of the funds deposited, Library staff reconcile the Z-tape cash
receipts to form the deposit. The Deposit is put into a sealed deposit bag which is sent to the Main
Library via the City’s Courier. The Z-tape is submitted fo Finance. Although staff at the Library
reconciles the deposit to the Z-tape, Library staff do not receive verification that the deposit was
made intact. We recommend that the Main Library compare the actual deposit to the Z-tape and send
verification (in the form of a memo or e-mail) that the cash was received intact to the Library.

Management Response: Fach branch will be sent verification for deposits delivered by City
Courier. Currently when the Main Library receives deposits from the other branches there is a
“transit tag” attached to teach deposit bag and a copy will be returned to the branch as verification
that the deposit was received at the Main Library.



CITY OF PALO ALTO
MEMORANDUM ON INTERNAL CONTROL STRUCTURE

o All cash receipts from time of collection until time of bank deposit should be safeguarded in
order to reduce the risk of loss. Cash receipts at the Library are controlled by a cash register and
are put into a safe at the end of the day. Although the safe is locked at night, it remains unlocked
during the day. The safe can be accessed by all Library staff and the general public. We recommend
that safe be locked at all times.

Management Response: This recommendation has been implemented and the cash handling
procedures will be updated to reflect the change.

Procurement Card Controls — Special Emphasis Area #2

We selected one procurement card payment and tested it to determine if it cleared the bank, it was posted
to the authorized general account number and to determine whether the expense was allowed under the
City’s Procurement Policy and to determine if it was properly authorized. We selected one procurement
card purchase in January 2006 and did not find any instances of non-compliance with the Procurement
Policy or other reportable conditions.



CITY OF PALO ALTO
MEMORANDUM ON INTERNAL CONTROL STRUCTURE

STATUS OF PRIOR YEAR RECOMMENDATIONS

Retiree Healthcare Funding

Current Status — In Process

GASB_#42, Accounting and Financial Reporting for Impairment of Capital Assets and for
Insurance Recoveries

Current Status — Implemented

Special Emphasis Area — Police Pavroll

Current Status — Implemented



ACCOUNTANCY CORPORATION
3478 Buskirk Ave. - Suite 215
Pleasant Hill, California 94523
{925) 930-0902 - FAX (925) 930-0135
maze@mazeassociates.com

www.mazeassociates.com
INDEPENDENT AUDITOR'S REPORT ON

COMPLIANCE WITH THE PROPOSITION 111
2005-2006 APPROPRIATION LIMIT INCREMENT

Honorable Mayor and Members
of the City Council
City of Palo Alto

We have applied the procedures below to the Appropriations Limitation Worksheet for the City of Palo Alto for the
year ended June 30, 2006. These procedures, which were suggested by the League of California Cities and presented
in their Article XIIIB Appropriations Limitation Uniform Guidelines were performed solely to assist you in meeting
the requirements of Section 1.5 of Article XIIB of the California Constitution. The sufficiency of the procedures is
solely the responsibility of the specified users of this report. Consequently, we make no representation regarding the
sufficiency of the procedures described below either for the purpose for which this report has been requested or for
any other purpose. This report is intended for the information of management and the Honorable Mayor and
Members of the City Council; however, this restriction is not intended to limit the distribution of this report, which is
a matter of public record.

The procedures you requested us to perform and our findings were as follows:
A. We obtained the Appropriations Limitation Worksheet and determined that the 2005-2006 Appropriations
Limit of $95,675,394 and annual adjustment factors were adopted by resolution of City Council. We also

determined that the population and inflation options were selected by a recorded vote of the City Council.

B. For the Worksheet, we recomputed the 2005-2006 Appropriations Limit by multiplying the 2004-2005
Appropriations Limit by the 2005-2006 Adjustment Factors.

C. For the Appropriations Limitation Worksheet, we agreed the Per Capita Income, County and City Population
Factors to California State Department of Finance Worksheets.

These agreed-upon procedures are substantially less in scope than an audit, the objective of which is the expression of
an opinion on the Appropriations Limitation Worksheet. Accordingly, we do not express such an opinion. Had we

performed additional procedures or had we made an audit of the Appropriations Limitation Worksheet and the other
completed worksheets described above, matters might have come to our attention which would have been reported to

you.

April 6, 2006

A Professional Corporation
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ACCOUNTANCY CORPORATION
3478 Buskirk Ave. - Suite 215

Pleasant Hill, California 94523
(925) 930-0902 - FAX (925) 930-0135
maze @mazeassociales.com
www.mazeassociates.com

INDEPENDENT AUDITOR’S REPORT

The Honorable Mayor and
Members of the City Council of the
City of Palo Alto, California

We have audited the accompanying component unit financial statements of the governmental
activities and each major fund of the Palo Alto Public Improvement Corporation, a component
unit of the City of Palo Alto, as of and for the year ended June 30, 2006 as listed in the Table of
Contents. These financial statements are the responsibility of the City’s management. Our
responsibility is to express an opinion on these financial statements based on our audit.

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

In our opinion, the financial statements referred to above present fairly in all material respects the
financial position of the governmental activities and each major fund of the Palo Alto Public
Improvement Corporation as of June 30, 2006, and the results of its operations for the year then
ended, in conformity with generally accepted accounting principles in the United States of
America.

Management’s Discussion and Analysis is not a required part of the basic component unit financial
statements but is supplementary information required by the Governmental Accounting Standards
Board. We have applied certain limited procedures, which consisted principally of inquiries of
management regarding the methods of measurement and presentation of required supplementary
information. However we did not audit the information and we express no opinion on it.

Moz Maoiict,

QOctober 19, 2006

A Professional Corporation

1
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MANAGEMENT’S DISCUSSION AND ANALYSIS

For five consecutive years the Palo Alto Public Improvement Corporation, a component unit of the
City of Palo Alto, has followed the provisions of Government Accounting Standards Board
Statement 34 (GASB 34), “Basic Financial Statements-and Management’s Discussion & Analysis-
for State and Local Governments”. GASB 34 represents a profound and far-reaching change in
accounting and reporting for municipalities; it is an effort to make these statements clearer and more
understandable to readers.

The Corporation is controlled by the City of Palo Alto and was organized to assist the City in
financing public improvements. The Corporation issues debt and turns the proceeds of the debt
over to the City under lease agreements that provide a revenue source for the repayment of this
debt. The Corporation has four debt issues and has turned the proceeds of these issues over to the
City, which pledged certain lease payments as collateral for this debt, as discussed in Note 4 to the
financial statements.

FISCAL 2006 FINANCIAL HIGHLIGHTS-CORPORATON-WIDE BASIS AND FUND
BASIS

GASB 34 requires the issuance of Corporation-wide financial statements as well as fund financial
statements. The Corporation-wide financial statements report the balance of the Corporation’s long-
term debt issue, while the individual fund statement does not.

In fiscal year 2002, the Corporation issued its 2002A Civic Center Refinancing COPs in the amount
of $3.5 million to refund its 1992 Civic Center Project COPs, reducing debt service requirements by
$372 thousand and producing an accounting gain of $137 thousand. It also issued its 2002B
Downtown Parking Improvements COPs in the amount of $3.55 million. In fiscal year 2005 a
partial redemption was done by placing excess construction and debt service reserve funds into an
escrow account to defease $900 thousand of 2002B Downtown Parking Improvements COP’s.
These issues plus the 1998 Golf Course Capital Improvements COPs issue comprise all its
outstanding debt.

Interest expense on these COPs issues was $483 thousand in fiscal year 2006, a decrease of $90
thousand from prior year. The interest on leases on the assets securing these COPs issues was $453
thousand, a decrease of $81 thousand from prior year; the net program and $41 thousand in interest
income resulted in an income of $12 thousand in fiscal year 2006, an increase of $24 thousand from
prior year.

The Corporation ended fiscal year 2006 with total assets of $10.1 million, a decrease of $0.7 million
from prior year. Total assets included $1.4 million in cash, same as prior year and $8.7 million in
present value of Jeases receivable from the City of Palo Alto, an increase of $1.9 million from prior
year. It had liabilities of $10.1 million a decrease of $0.7 million from prior year, including $9.9
million in long-term debt,



At the Fund level, the Corporation reported a negative $61 thousand in revenues over expenditures.
Prior year was a negative $1.0 million for a difference of $939 thousand.

As of June 30, 2006, the Corporation has one fund, Debt Service Fund, which reported a $1.4
million fund balance same as from prior year.

OVERVIEW OF THE AGENCY’S BASIC FINANCIAL STATEMENTS

The Basic Financial statements are in two parts:
1) Management’s Discussion and Analysis (this part),
2) The Basic Financial Statements, which include the Agency-wide and the Fund financial
statements, along with the Notes to these financial statements.

The Basic Financial Statements

The Basic Financial Statements comprise the Corporation-wide Financial Statements and the Fund
Financial Statements. These two sets of financial statements provide two different views of the
Corporation’s financial activities and financial position-long-term and short-term.

The Corporation-wide Financial Statements provide a longer-term view of the Corporation’s
activities as a whole, and comprise the statements of Net Assets and the Statement of Activities.
The statement of Net Assets provides information about the financial position of the Corporation as
a whole, including all its long-term liabilities on the full accrual basis, similar to that used by
corporations. The Statement of Activities provides information about all the Corporation’s
revenues and all its expenses, also on the full accrual basis, with the emphasis on measuring net
revenues or expenses of the Corporation’s program. The Statement of Activities explains in detail
the change in Net Assets for the year.

The Fund Financial Statements report the Corporation’s operations in more detail than the
Corporation-wide statements and focus primarily on the short-term activities of the Debt Service
and Capital Projects Funds. The Fund Financial Statements measure only current revenues and
expenditures, current assets, liabilities and fund balances; they exclude capital assets, long-term
debt and other long-term amounts.

Together, all these statements are now called the Basic Financial Statements.
DEBT ADMINISTRATION

The Corporation issues debt in the form of Certificates of Participation (termed COPs) in future
lease receipts from the City of Palo Alto. Legally, these COPs issues are the Corporation’s debt
only; the City is liable only for the payment of the amounts set forth in the lease securing each
COPs issue.



The Corporation’s COPs issues are discussed in detail in Note 4 to the financial statements. The
Corporation issued two COPs issued in fiscal 2002, one of which refunded an earlier issue.

ECONOMIC OUTLOOK AND MAJOR INITIATES

The economy of the City of Palo Alto and its major initiatives for the coming year are discussed in
detail in the City’s Comprehensive Annual Financial Report.

CONTACTING THE AGENCY’S FINANCIAL MANAGEMENT

These Basic Financial Statements are intended to provide citizens, taxpayers, investors, and .
creditors with a general overview of the Agency’s finances. Questions -about these Statements
should be directed to the Finance Department of the City of Palo Alto, 250 Hamilton Avenue, CA
94301.
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CITY OF PALO ALTO - PUBLIC IMPROVEMENT CORPORATION

STATEMENT OF NET ASSETS
AND STATEMENT OF
ACTIVITIES

The Statement of Net Assets and the Statement of Activities summnarize the entire Corporation’s
financial activities and financial position. They are prepared on the same basis as is used by most
businesses, which means they include all the Corporation’s assets and all its liabilities, as well as
all its revenues and expenses. This is known as the full accrual basis-the effect of all the
Corporation’s transactions is taken into account, regardless of whether or when cash changes
hands, but all material internal transactions between Corporation funds have been eliminated.

The Statement of Net Assets reports the difference between the Corporation’s total assets and the
Corporation’s total liabilities, including all the Corporation’s capital assets and all its long-term
debt. The Statement of Net Assets presents similar information to the old balance sheet format,
but presents it in a way that focuses the reader on the composition of the Corporation’s net assets,
by subtracting total liabilities from total assets.

The Statement of Net Assets summarizes the financial position of all the Corporation’s
Governmental Activities in a single column that presents the financial position of the entire
Corporation.

The Corporation’s Governmental Activities include the activities of its Debt Service and Capital
Projects Funds.

The Statement of Activities reports increases and decreases in the Corporation’s net assets. It is
also prepared on the full accrual basis, which means it includes all the Corporation’s revenues and
all its expenses, regardless of when cash changes hands. This differs from the “modified accrual”
basis used in the Fund financial statements, which reflect only current assets, current liabilities,
available revenues and measurable expenditures.

The Statement of Activities presenis the Corporation’s expenses and follows with program
revenues-that is, revenues which are generated directly by these programs-are then deducted from
program expenses to arrive at the net expense of the governmental program. The Corporation’s
general revenues are then listed in the Governmental Activities column, and the Change in Net
Assets is computed and reconciled with the Statement of Net Assets.



PALO ALTO PUBLIC IMPROVEMENT CORPORATION
A COMPONENT UNIT OF THE CITY OF PALO ALTO
STATEMENT OF NET ASSETS

JUNE 30, 2006
ASSETS

Cash and investments held by trustee (Note 3) $1,365,883
Interest receivable 23,964
Investment in feases to City of Palo Alto (Note 210) 8,718,276
Total Assets 10,108,123

LIABILITIES
Interest payable 166,244

Long-term debt (Note 4):

Due in one year 740,000
Due in more than one year 9,175,000
Total Liabilities 10,081,244

NET ASSETS
Unrestricted 20,879
Total Net Assets $26,879

See accompanying notes to financial statements



PALO ALTO PUBLIC IMPROVEMENT CORPORATION
A COMPONENT UNIT OF THE CITY OF PALO ALTO

STATEMENT OF ACTIVITIES

FOR THE FISCAL YEAR ENDED JUNE 30, 2006

EXPENSES
Interest and fiscal agent charges

Total Program Expenses

REVENUES
Interest on leases from City of Palo Alto

Net Program Expenses

GENERAL REVENUES
Interest from cash and investments

Change in Net Assets
Net assets at the beginning of year

Net assets at the end of year

See accompanying notes to financial statements

$482,525

482,525

453,439

(29,086)

40,615

11,529

15,350

$26,879
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FUND FINANCIAL STATEMENTS

Major funds are defined generally as having significant activities or balances in the current year.
All of the Corporation’s Funds were determined to be Major Funds in fiscal 2006.

Debt Service Fund - This fund accounts for debt service payments on the Corporation’s
long-term debt issues,

Capital Projects Fund - This fund accounts for the Corporation’s project capital outlays.

11



PALO ALTO PUBLIC IMPROVEMENT CORPORATION
A COMPONENT UNIT OF THE CITY OF PALO ALTO

- BALANCE SHEET
JUNE 30, 2006
Capital
Debt Service Projects Totals
ASSETS
Cash and investments held by trustee (Note 3) $1,365,883 $1,365,883
Interest receivable 23,964 23,964
Investment in leases to City of Palo Alto (Note 2ID) 8,718,276 8,718,276
Total Assets $10,108,123 $10,108,123
LIABILITIES
Deferred revenue $8,718,276 $8,718,276
Total Liabilities 8,718,276 8,718,276
FUND BALANCES
Reserved for:
Debt service 1,389,847 1,389,847
Total Fund Balances 1,389,847 1,389,847
Total Lizbilities and Fund Balances $10,108,123

Accrual adjustment to remove deferred revenue from the balance sheet
Deferred revenue 8,718,276
Some Habilities, including bonds payable, are not due and payable in the
current period and therefore are not reported in the funds
Long-term debt

Interest payable (166,244)

Due within one year (740,000}

Due in more than cone year (9,175,060)
NET ASSETS OF GOVERNMENTAL ACTIVITIES $26,879

See accompanying notes to financial statements
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PALO ALTO PUBLIC IMPROVEMENT CORPORATION
A COMPONENT UNIT OF THE CITY OF PALO ALTO
STATEMENT OF REVENUES, EXPENDITURES

AND CHANGES IN FUND BALANCES

FOR THE FISCAL YEAR ENDED JUNE 30, 2006

Debt Service Capital Projects Totals
REVENUES
Lease receipts from City of Palo Alto:
Principal $710,000 $710,000
Interest 493,192 493,192
Interest from cash and investments 40,464 $151 40,615
Total Revenues 1,243,656 151 1,243,807
EXPENDITURES
Debt service:
Principal repayment 716,000 710,000
Interest and fiscal agent charges 499417 499417
Capital projects 95,818 95,818
Total Expenditures 1,209,417 95,818 1,305,235
NET CHANGE IN FUND BALANCE 34,239 (95,667) (61,428)
Fund balances at beginning of year 1,355,608 95,667 1,451,275
Fund balances at end of year $1,389,847 $1,389.847

See accompanying notes to financial statements
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PALO ALTO PUBLIC IMPROVEMENT CORPORATION
STATEMENT OF REVENUES, EXPENDITURES AND
CHANGES IN FUND BALANCES
GOVERNMENTAL FUNDS TO THE
STATEMENT OF ACTIVITIES - FOR THE FISCAL YEAR ENDED JUNE 30, 2006

Net change in fund balances-total governmental funds ($61,428)

Amounts reported for governmental activities in the statement of activities
are different because:

Bond proceeds provide current financial resources to governmental funds, but
issuing debt increases long-term liabilities in the Statement of Net Assets.

Repayment of bond principal is an expenditure in the governmental funds, but
in the Statement of Net Assets the repayment reduces long-term liabilities.

Fund balance is increased by the amount of debt repayment 716,000

Capital outlay and capitalized interest costs are treated as an expenditures in governmental funds,
but recorded as Construction in Progress on the Statement of Net Assets 98,733

Some amounts reported in the Statement of Revenues, Expenditures and Changes in Fund Balances
reflect the collection of an asset which are not includable as revenues on the Statement of Activities

Change in deferred revenue (746,687)
Change in interest payable 10,911
Change in net assets of governmental activities $11,529

See accompanying notes to financial statements
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CITY OF PALO ALTO PUBLIC IMPROVEMENT CORPORATION
A COMPONENT UNIT OF THE CITY OF PALO ALTO
Notes to Financial Statements

| NOTE 1 - DESCRIPTION OF REPORTING ENTITY

General Description

The Palo Alto Public Improvement Corporation (the Corporation) was incorporated in September
1983 under the General Nonprofit Corporation Law of the State of California to acquire, construct
and lease capital improvement projects. The Corporation is exempt from federal income taxes
under Section 501(c)}4) of the Internal Revenue Code. The Corporation provides financing of
public capital improvements for the City through the issuance of Certificates of Participation
(COPs), a form of debt which allows investors fo participate in a stream of future lease payments.
Proceeds from the COPs are used to construct projects which are leased to the City for lease
payments which are sufficient in timing and amount to meet the debt service requirements of the
COPs.

The Corporation is an integral part of the City of Palo Alte. It primarily services the City and its
governing body is composed of the City Council. Therefore, the financial data of the Corporation
has also been included as a blended component unit within the City’s comprehensive annual
financial report for the year ended June 30, 2006.

NOTE 2 - SIGNIFICANT ACCOUNTING POLICIES I

A.

Basis of Presentation

Government-wide Statements: The Statement of Net Assets and the Statement of Activities include
the financial activities of the Corporation. Eliminations have been made to minimize the double
counting of internal activities.

The Statement of Activities presents a comparison between direct expenses and program revenues
for each function of the Corporation’s activities. Direct expenses are those that are specifically
associated with a program or function and, therefore, are clearly identifiable to a particular
function. Program revenues include (a) charges paid by the recipients of goods or services offered
by the programs and (b) grants and contributions that are restricted to meeting the operational or
capital requirements of a particular program. Revenues that are not classified as program revenues,
including all taxes, are presented as general revenues.

Fund Financial Statements: The fund financial statements provide information about the
Corporation’s funds. Separate statements for each governmental fund are presented. The emphasis
of fund financial statements is on major individual funds, each of which is displayed in a separate
column.

Major Funds
The Corporation’s major governmental type funds be identified and presented separately in the
Fund financial statements. Major funds are defined as funds that have either assets, liabilities,

revenues or expenditures equal to ten percent of their fund-type total and five percent of the grand
total. The Corporation has determined that alf its fonds are major funds.
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CITY OF PALO ALTO PUBLIC IMPROVEMENT CORPORATION
A COMPONENT UNIT OF THE CITY OF PALO ALTO
Notes to Financial Statements

NOTE 2 - SIGNIFICANT ACCOUNTING POLICIES (Continued)

The Corporation reported the following major governmental funds in the accompanying financial
statements:

Debt Service Fund - This fund accounts for debt service payments on the Corporation’s long-term
debt issues,

Capital Projects Fund - This fund accounts for the Corporations project capital outlays.
C.  Construction in Progress Net Financing Costs

Interest incurred on debt used to finance projects are netted with interest earned on unspent proceeds
of the debt. These “Net Financing Costs” are capitalized and added to construction in progress during
the construction period to reflect the true project costs, including financing costs.

D.  Investment in Leases

Improvements financed by the Corporation are leased to the City for their entire estimated useful life
and will become the City property at the conclusion of the lease. The Corporation therefore records
the present value of the lease and considers the leased improvements to have been sold for this
amount when leased. During fiscal 2005-2006, the remainder of project funds were expended.
Construction in progress amounting to $2,645,171 was closed and transferred to investment in leases.

NOTE 3 - CASH AND INVESTMENTS HELD BY TRUSTEE I

A Trustee under the provisions of the Corporation’s COP issues holds and invests all the
Corporation’s cash.

A.  Interest Rate Risk

Interest rate risk is the risk that changes in market interest rates will adversely affect the fair value
of an investment. Normally, the longer the maturity of an investment, the greater the sensitivity of
its fair value to changes in market interest rates. Information about the sensitivity of the fair values
of the Corporation’s investments to market interest rate fluctuations is provided by the following
table that shows the distribution of the Corporation’s investments by maturity:

Investment Type Amount Maturity Date
CAMP $63 N/A
{J.8. Agency Obligations:
FNMA 612,142 January 28, 2008
FHLMC 734,471 July §, 2006
Money Market Mutual Funds 19,207 N/A
Total Investments held by Trustee $1,365,883
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CITY OF PALO ALTO PUBLIC IMPROVEMENT CORPORATION
A COMPONENT UNIT OF THE CITY OF PALO ALTO
Notes to Financial Statements

NOTE 3 - CASH AND INVESTMENTS HELD BY TRUSTEE (Continued) I

Money Market Mutual Funds are available for withdrawal on demand and at June 30, 2006 and
have an average maturity of 3 days.

B. Credit Risk

Generally, credit risk is the risk that an issuer of an investment will not fulfill its obligation to the
holder of the investment. This is measured by the assignment of a rating by a nationally recognized
statistical rating organization. The actual ratings as of June 30, 2006 for all U.S. Agency
Obligations and Mutual funds are Aaa as provided by Moody’s Investment Rating system. As an

external investment pool, the California Asset Management Program was not rated as of June 30,
2006.

C.  Investment Policy

The Corporation must maintain required amounts of cash and investments with trustees under the
terms of certain debt issues. These funds are unexpended bond proceeds or are pledged as reserves
to be used if the Corporation fails to meet its obligations under these debt issues. The California
Government Code requires these funds to be invested in accordance with bond indentures or State
statute. All these funds have been invested as permitted under the Code. The Investment Policy is
described in detail in the City of Palo Alto Comprehensive Financial Report.
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CITY OF PALO ALTO PUBLIC IMPROVEMENT CORPORATION
A COMPONENT UNIT OF THE CITY OF PALO ALTO
Notes to Financial Statements

lNOTE 3 - CASH AND INVESTMENTS HELD BY TRUSTEE (Continued) I

The table below identifies the investment types that are authorized by the City’s Investment Policy.
The table also identifies certain provisions of the City’s Investment Policy that address interest rate
risk, credit risk and concentration of credit risk. The table addresses investiments of debt proceeds
held by bond trustee that are governed by the provisions of debt agreements of the City, rather than
the general provisions of the City’s investment policy.

Maximum Maximum
Maximum Minimum Credit Percentage of investment in One
Authorized Investment Type Maturity Quality Portfolio Tssuer
{J.8. Government Securities 16 years N/A No Limit No Limit
1.8, Government Ageacy Securities (C) 10 years N/A Ne Limit (A) No Limit
10% of the par value
Certificates of Deposit 10 years N/A 0% of portfolio
Bankers Acceplances 180 days (I WA (D) 30% 35 miilion
Commercial Paper 270 days AAA 15% $3 million (B}
$40 million per
Locai Agency Investment Fund N/A N/A No Limit account
Short-Term Repurchase Agreements 1 year NIA No Limit No Limit
City of Palo Alle Bends N/A MNA No Limig No Limit
Money Market Deposit Accounts NIA NIA (B) Mo Limit 10%
Mutual Funds (F) NIA N/A 20% 10%
Negotiable Certificates of Deposit 10 years A 10% $5 millien
Mediam Teym Corporate Notes 5 years AA 0% 335 miltion

(A) Callable and multi-step securities are limited o no more than twenty percent of the par vaiue of the porifolio,
provided that
1) the potential call dates are known at the time of purchase.
2) the interest rates at which they "step-up" are known at the time of purchase.
3} the entire face value of the security is redeemed at the call date.

(B) The lesser of $3 miflion or 10% of outstanding commercial paper of any one institution,

Debt Agreements:

(C) Utility Revenue Bonds 2002 Series A and 1999 Series A allow Generat Obligations of states with
a Minimum Credit Quality Rating of A2/A by Moody's and S&P.

(D) Utility Revenue Bonds 2002 Series A and 1999 Series A require a Minimum Credit Quality Rating of A-1/P-1 by
Moody's and S&P and maturing no more than 360 days.

Utility Revenue Bonds 1995 limit the maximum maturity to 365 days.

{E} Utility Revenue Bonds 2002 Series A and 1999 Series A require a Minimum Credit Quality Rating of AAAm or
AAAM-G by S&P.

(F)y Udlity Revenue Bonds 2002 Series A , Goif PIC COP 1998, University Avenue Parking Bond 2001 and University
Avenue Parking Bond 2002 are allowed to invest in the California Asset Management Program.

The City must maintain required amounts of cash and investments with frustees under the terms of
certain debt issues. These funds are unexpended bond proceeds or are pledged as reserves to be used
if the City fails to meet its obligations under these debt issues. The California Government Code
requires these funds to be invested in accordance with City ordinance, bond indentures or State
statute. All these funds have been invested as permitted under the Code.
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CITY OF PALO ALTO PUBLIC IMPROVEMENT CORPORATION
A COMPONENT UNIT OF THE CITY OF PALO ALTO
Notes to Financial Statements

NOTE 4 - CERTIFICATES OF PARTICIPATION I

The Corporation’s changes in long term debt are presented below:

Balance Balance Current
June 30, 2005 Retirements June 30, 2006 Portion
Goveramental Activity Debt:
Certificates of Participation
1998 Golf Course
4.00-5.00%, due 09/01/2018 $5,680,000 $285,000 $5,385,000 $310,000
2602A Civic Center Refinancing
2.00-4.00%, due 03/01/2012 2,560,000 330,000 2,230,000 340,000
20028 Downtown Parking
Improvements
4.55-6.00%, due 03/01/2022 2,385,000 85,000 2,300,000 90,000
$10,625,000 $710,000 $9,915,000 $740,000

On January 16, 2002 the Corporation issued the 2002A Civic Center Refinancing Certificates
of Participation in the amount of $3.5 million to refund the City’s 1992 Civic Center Project
Certificates of Participation. Principal payments for the 2002A COPs are due annually on March
1 and interest payments semi-annually on March 1 and September 1 and are payable from lease
revenues from the City from available funds. During the year ended June 30, 2002 the 1992
Civic Center COPs were retired.

On Januvary 16, 2002 the Corporation issued the 2002B Downtown Parking Improvements
Certificates of Participation in the amount of $3.555 million to finance the construction of
certain improvements to the non-parking area contained in the City’s Bryant/Florence Garage
complex. Principal payments are due annually on March 1 and interest payments semi-annually
on March 1 and September 1 and are payable from lease revenue received from the City from
available funds.

On January 25, 2005 the City defeased $900 thousand of the 2002B Downtown Parking
Improvements Certificates of Participation. The City placed $1.039 million in surplus cash from
the Civic Center Refinancing and Downtown Parking Improvement Project Construction account
in an irrevocable trust to provide for future debt payments. Accordingly, the trust account assets
and the liability for the defeased Bonds are not included on the financial statements, The
outstanding amount of the defeased debt at June 30, 2006 is $840 thousand. The defeasance
resulted in an overall debt service savings of $1,511 thousand and an economic gain of $462
thousand.

In August 1998, the Corporation issued the Golf Course Capital Improvements and
Refinancing Project Certificates of Participation, Series 1998 in the amount of $7.750 million
to refund and subsequently retire the 1978 Golf Course Lease Revenue Bonds issued by the City
through the Palo Alto Golf Course Corporation, and to finance various improvements at the Palo
Alto Public Golf Course, including upgrading five fairways and various traps, trees and greens,
constructing new storm drain facilities, replacing the existing irrigation system, upgrading the
driving range, and installing new cart paths. Under the terms of the 1998 COPs, the Corporation
transferred $473 thousand to an agent for the Golf Course Corporation which used the funds to
retire 1978 Bonds. '
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CITY OF PALO ALTO PUBLIC IMPROVEMENT CORPORATION
A COMPONENT UNIT OF THE CITY OF PALO ALTO
Notes to Financial Statements

NOTE 4 - CERTIFICATES OF PARTICIPATION (Continued) |

The COPs are payable and secured by lease revenues received by the Public Improvement
Corporation from any City General Fund revenue source. Principal and interest are payable semi-
annually each March 1 and September 1.

Future annual debt service on the COPs is expected to be provided by the lease receipts discussed
above, and equaled the following:

Governmental Activities

For the Year
Ending June 30 Principal Interest
2007 $740,000 $475,000
2008 770,000 446,000
2009 800,000 415,000
2010 840,000 381,000
2011 870,000 345,000
2012-20106 3,200,000 1,183,000
20172021 2,475,060 377,000
2022 220,000 14,000
Total $9,915,000 $3,636,000

The Bond documents require a Trustee to hold a portion of proceeds in a reserve fund for debt
service purposes only. At June 30, 2006, the Trustee held $1.366 million reserved, as discussed in
Note 3.

NOTE 5 - NET ASSETS AND FUND BALANCES l

A.

Net Assets

Net Assets are divided into three captions at the Government-wide level, and are described below:
Restricted describes the portion of Net Assets which is restricted as to use by the terms and
conditions of agreements with outside parties, governmental regulations, laws, or other restrictions
which the Corporation cannot unilaterally alter. These principally include debt proceeds received
for debt service requirements.

Unrestricted describes the portion of Net Assets which is not restricted as to use.

Fund Balances

Fund balances consist of reserved and unreserved amounts. Reserved fund balances represent that
portion of fund balance which is legally segregated for debt service and capital projects.
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ACCOUNTANCY CORPORATION
3478 Buskirk Ave. - Suite 215
Pleasant Hill, California 84523
(925) 930-0902 - FAX (925) 930-0135
maze@mazeassociates.com
www.mazeassociates.com

INDEPENDENT AUDITOR’S REPORT

The Honorable Mayor and
Members of the City Council of the
City of Palo Alto, California

We have audited the accompanying statements of Net Expenditures and Net Changes in Commitments
and Quarterly Billings of the City of Palo Alto Regional Water Quality Control Plant, a component unit
of the City of Palo Alfo, for the year ended June 30, 2006 as listed in the table of contents. These
financial statements are the responsibility of the City’s management. Our responsibility is to express an
opinion on these financial statements based on our audit.

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

As discussed in Note 1 to the Financial Statements, the financial statements referred to above were
prepared for the purpose of complying with the provisions of the Basic Agreement between the City of
Palo Alto, the City of Mountain View and the City of Los Altos for Acquisition, Construction and
Maintenance of a Joint Sewer System dated October 10, 1968, and subsequent letiers of agreement dated
December 5, 1977, January 14, 1980, April 9, 1985, July 3, 1990, July 31, 1992 and March 16, 1998, and
are not intended to be a presentation in accordance with generally accepted accounting principles in the
United States,

In our opinion, the financial statements referred to above present fairly in all material respects the net
expenditures and net changes in commitments of the Regional Water Quality Control Plant, and its
quarterly billings to the Cities of Mountain View and Los Altos for the year ended June 30, 2006 on the
basis of accounting described in Note 1.

This report is intended for the information of the Mayor, Members of the City Council, management, and
others within the City of Palo Alto, and the Cities of Mountain View and Los Altos. However, this report
is a matter of public record and jts distribution is not limited.

ey~ Rasouel.

October 19, 2006

A Professional Corporation
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CITY OF PALO ALTO
REGIONAL WATER QUALITY CONTROL PLANT
STATEMENT OF NET EXPENDITURES AND NET CHANGES IN COMMITMENTS
FOR THE YEAR ENDED JUNE 30, 2006

City of City of City of
Totals Mountain View Log Altos Palo Alto
DIRECT EXPENDITURES:
Scurce coatrol program $780,718 $304,167 $82,913 $393,638
Public outreach 111,624 43,489 11,854 56,281
Permitting and enforcement 778,204 224,833 14,226 539,145
Operations and maintenance 9,589,654 3,736,128 1,018,421 4,835,105
System improvement CIP (Note 2} 2,186,600 851,899 232,247 1,102,484
Fotal Direct Expenditures 13,446,800 5,160,516 1,359,631 6,926,653
INDIRECT ADMINISTRATIVE
EXPENIITURES;
Source control program §88,498 346,159 94,3158 447,981
Public outreach 2,306 898 245 1,163
Permitting and enforcement 414,749 207,539 13,132 194,078
Operations and maintenance 1,723,749 671,573 183,662 869,114
Total Indirect Expenditures 3,025,302 1,226,169 290,797 1,512,336
DEBT SERVICE EXPENDITURES:
Refunding 1990 Series A Bonds 308,721 157,448 24,080 127,193
1999 Wastewater Treatment New Project 340,511 204,800 51,186 284,525
Total Debt Service Expenditures 849232 362,248 75,266 411,718
TOTAL EXPENDITURES 17,325,334 6,748,933 1,725,694 8,850,707
DEDUCT JOINT SYSTEMS REVENUES (Note 5) (61,308} {23,886) (6,511 (30,211)
NET EXPENDITURES 17,264,026 6,725,047 1,719,183 8,819,796
ADD NET CHANGES
IN COMMITMENTS 85,897 33,465 9,122 43,310
NET EXPENDITURES AND
NET CHANGES IN COMMITMENTS
DUE FROM MEMBERS $17,349,923 $6,758,512  $1,728305  $8,863.106

See notes o financial statements



CITY OF PALO ALTO
REGIONAL WATER QUALITY CONTROL PLANT
STATEMENT OF QUARTERLY BILLINGS
FOR THE YEAR ENDED JUNE 30, 2006

City of City of
Mountain View Los Altos
BILLINGS BY QUARTER BEGINNING:
July 1, 2005 $1,592,020 $515,059
October 1, 20053 1,695,563 536,776
January 1, 2006 1,592,020 515,059
April 1, 2006 1,850,261 568,473
Total quarterly billings 6,729,866 2,135,367
Net expenditures and net changes in commitments 6,758,512 1,728,305
Excess of net expenditures and net changes
in commitments over total billings {$28,646) $407,062

See notes to financial statements



CITY OF PALO ALTO REGIONAL WATER QUALITY CONTROL PLANT
NOTES TO FINANCIAL STATEMENTS

‘NOTE 1 - SIGNIFICANT ACCOUNTING POLICIES

The Cities of Palo Alto, Mountain View and Los Altos (the Members) participate jointly in the
cost of maintaining and operating the Regional Water Quality Control Plant and related system
(the Plant). The Members shared the original costs of acquisition and construction of the Plant in
the same proportions as the allocation of capacity rights to them. The City of Palo Alto (the City)
is the owner and administrator of the Plant. The Cities of Mountain View and Los Altos are
entitled to use a portion of the capacity of the Plant for a period of 50 years as set forth in the
Basic Agreement between the City of Palo Alto, the City of Mountain View and the City of Los
Altos for Acquisition, Construction and Maintenance of a Joint Sewer System dated October 10,
1968 and subsequent letters of agreement dated December 5, 1977, January 14, 1980,
April 9, 1985, July 3, 1990, July 31, 1992 and March 16, 1998. The original agreement, as
amended, may terminate any time after 50 years provided that written notice of withdrawal is
tendered ten years preceding the date of withdrawal.

The Plant is an enterprise that is operated by the City and its operations are accounted for as an
enterprise fund in the City’s basic financial statements. The accompanying financial statements
are intended to present the Plant’s net expenditures and net changes in commitments and
quarterly billings by the Plant to the Cities of Mountain View and Los Altos pursuant to the
agreement of the Members as described above and are not intended to be a complete presentation
of the Plant’s financial position or results of operations. Additionally, the capital cost and the
outstanding debt of the Plant are not presented in these statements but are presented in the basic
financial statements of the City.

Plant expenditures, commitments and joint system revenues, debt service and industrial waste
compliance expenditures are shared by the Members based on agreed upon allocation
percentages. The expenditures and commitments, including indirect administrative expenditures
(see Note 3), are allocated to each of the Members based primarily on their respective percentages
of the annual sewage flow and treatment needed for suspended solids, chemical oxygen demand
and ammonia. Commitments represent operating encumbrances with suppliers for long-term
projects, which have not yet been completed. Net changes in commitments represent
commitments of $3,617,672 at June 30, 2006 less commitments of $3,531,775 at June 30, 2005.
Revenues from services, fines and penalties are allocated to each of the Members in the same
proportions as those of expenditures and commitments. Debt service payments are allocated
based on percentages established at the time of bond issuance. Industrial waste compliance
(Public Outreach and permitting and enforcement) charges are allocated to Members primarily
based upon the number of industries and efforts required to maintain compliance with sewage use
ordinances and other EPA regulations.



CITY OF PALO ALTO REGIONAL WATER QUALITY CONTROL PLANT
NOTES TO FINANCIAL STATEMENTS

INOTE 1~ SIGNIFICANT ACCOUNTING POLICIES (Continued)

The percentages used for the year ended June 30, 2006 to allocate expenditures, commitments

and revenues were:

City of
Mountain City of City of
View Los Altos Palo Alto

Public Qutreach, operations and maintenance system

improvement CIP, commitments and joint system revenues 38.96% 10.62% 50.42%
Debt Services expenditures:

Refunding 1990 Series A Bonds 51.00% 7.80% 41.20%
1999 Wastewater Treatment New Project 37.89% 9.47% 52.64%
Permitting and enforcement 36.24% 2.29% 61.47%

The City is allocated 50.42% of total usage of the treatment plant. The City does not fully utilize
its percentage allocation; therefore, the City has entered into separate contracts to allocate
portions of its excess to other entities. Fiscal year 2005-2006 allocations are as follows:

East Palo Alto Sanitary District 7.83%
Stanford University 5.75%
Town of Los Altos Hills 0.98%
Remaining City percentage 35.86%
Total 50.42%

The agreement the City has with the above entities has no effect on the partnership agreement
between the Members.

Billings are made in advance and are based on the adopted budget for the plant and estimated
sewage flow. Excess billings (over) under net expenditures and net changes in commitments are
offset against the subsequent year payments during the second quarter of the subsequent fiscal
year.

NOTE 2 - SYSTEM IMPROVEMENT CIP (MINOR CAPITAL)

The basic agreement between the Members, dated October 10, 1968, provides that the
administrator of the Plant is responsible for capital additions. These capital additions should be
for the replacement of obsolete or worn-out wunits, or minor capital additions to improve the
efficiency of the Plant’s operation. Per an addendum to the agreement dated March 16, 1998, the
Members agreed that capital additions could not exceed $1.9 million in 1998-99 (base year). For
future years, the base year amount will be adjusted annually based on increases to the Consumer
Price Index-Urban Wage Earners and Clerical Workers for the San Francisco-Oakland-San Jose
area. Actual System Improvement CIP expenditures amounted to $2,186,600 for fiscal year
2005-06.



CITY OF PALO ALTO REGIONAL WATER QUALITY CONTROL PLANT
NOTES TO FINANCIAL STATEMENTS

INOTE 3-INDIRECT ADMINISTRATION EXPENDITURES

Indirect expenditures include those costs allocated from the City’s General Fund administrative
services, which supports all operating departments of the City. Other indirect expenses are
administrative charges from the City’s Internal Service Funds. These allocations are applied on a
uniform basis throughout the City. The allocations are in accordance with the subsequent letter of
agreement dated April 9, 1985,

In fiscal year 2004-05 the Regional Water Quality Control Plant received $500,000 from the Palo
Alto Water Utility Fund for a water reclaim project. As of June 30, 2006, the project has not
started and the money was returned to the Palo Alto reserves.

NOTE 4 — DEBT SERVICE EXPENDITURES |

Debt service expenditures include principal repayments, interest expenses and amortization of
bond discount reduced by any interest income earned from cash with fiscal agent, related to the
1999 Series A Bonds.

In prior years, the City of Palo Alto, City of Mountain View, City of Los Altos, Towns of Los
Altos Hills, East Palo Alto Sanitary District and Stanford University (members) agreed to issue
new bonds (1999 Series A Bonds) to finance the rehabilitation of the Wastewater Treatment
System’s two sludge incinerators and to refund the existing 1990 Series A Bonds.

At June 30, 2006, the outstanding principal of the 1999 Series A Bonds relating to the
rehabilitation of the Wastewater Treatment system’s sludge incinerators (1999 Wastewater
Treatment New Project) and to refund the 1990 Series A Bonds amounted to $9,388,671.

The portion of the 1999 Series A Bonds relating to the 1999 Wastewater Treatment New Project
and the portion use to refund the 1990 Series A Bonds were allocated to the members as follows:

1999 Wastewater Refunding of
Treatment New 1990 Series A
Project Bonds Total

City of Palo Alto $2,348,748 $808,418 $3,157,166
City of Mountain View 2,332,130 1,649,172 3,981,302
City of Los Altos 582,879 252,226 835,105
Town of Los Altos Hills 97,249 6,467 103,716
East Palo Alto Sanitary District 470,242 384,807 855,049
Stanford University 323,753 132,580 456,333
Total $6,155,001 $3,233,670 $9.388,671

The 1999 Series A Bonds are covered by an insurance policy issued by Ambac Assurance
Corporation (the insurer). The Policy unconditionally guarantees the payment of the 1999 Series
A Bonds in the event of default.



CITY OF PALO ALTO REGIONAL WATER QUALITY CONTROL PLANT
NOTES TO FINANCIAL STATEMENTS

INOTE 5 — JOINT SYSTEM REVENUES |

The plant’s joint system revenues for the year ended June 30, 2006, totaled $561,308. This
consisted of $15,000 for salt water marsh services, $37,674 from the City’s Water Fund for lab
services, $231,097 for septic tank hauling services and $277,537 for other revenues.

INOTE 6 - RELATED PARTY TRANSACTIONS |

During fiscal 2006, the Plant paid the City $2,029,606 for utility costs. Such costs are included in
the statements of net expenditures and net changes in commitments as source control program,
permitting and enforcement and operations and maintenance expenditures.

Vehicle replacement charges of $35,749 were paid to the City of Palo Alto Equipment
Replacement Fund. Of the total $23,447, $6,740 and $5,562 are included in the statement of net
expenditures and net changes in commitments as operations and maintenance expenditures,
source control program and permitting and enforcement respectively.
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ACCOUNTANCY CORPORATION
3478 Buskirk Ave, - Suite 215
Plaasant Hill, California 94523
(925) 930-0902 - FAX (925} 930-0135
maze@mazeassociates.com
www.mazeassocigios.com

INDEPENDENT AUDITOR’S REPORT

The Members of the
Cable TV Franchise

We have audited the accompanying Statements of Franchise Revenues and Expenditures of the
Cable TV Franchise (Franchise) for the years ended December 31, 2005 and 2004 as listed in the
table of contents. This financial statement is the responsibility of the City’s management. Our
responsibility is to express an opinion on this financial statement based on our audits.

We conducted our audits in accordance with generally accepted auditing standards in the United
States of America. Those standards require that we plan and perform the audits to obtain
reasonable assurance as to whether the financial statement is free of material misstatement. An
audit includes examining on a test basis evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion.

As discussed in Note 1 to the financial statement, the statements referred to above were prepared
for the purpose of complying with the provisions of the Joint Operating Agreement signed on
October 13, 1988 between the City of Palo Alto, the City of East Palo Alto, the City of Menlo
Park, the County of San Mateo, the County of Santa Clara and the Town of Atherton, for the
provision of cable television services, and are not intended to be a presentation in accordance
with generally accepted accounting principles in the United States of America.

In our opinion, the statements referred to above present fairly in all material respects the revenues
and expenditures of the Franchise for the years ended December 31, 2005 and 2004 on the basis
of accounting described in Note 1.

This report is intended for the information of the members, management, and others within the
City of Palo Alto, the City of East Palo Alto, the City of Menlo Park, the County of San Mateo,

the County of Santa Clara and the Town of Atherton. However, this report is a matter of public
record and its distribution is not limited.

Oﬂq%-‘r Aéﬁ-o;a:‘,

October 19, 2006

A Protessional Corporation

|



YEARS ENDED DECEMBER 31, 2005 AND 2004

REVENUES:
Franchise fees
Total Receipts
EXPENDITURES:
Franchise administration
Consulting fees
Total Expenditures

Net Receipts

CABLE TV FRANCHISE
STATEMENTS OF FRANCHISE REVENUES AND EXPENDITURES

DISTRIBUTED NET RECEIPTS:

Allocation of Net Receipts:

City of Palo Alto

City of Menlo Park
City of East Palo Alto
Town of Atherton
County of Santa Clara
County of San Mateo

Total

2005 2004
$1,008,202 $916,020
1,608,202 916,020
60,921 65,964
24,890 51,150
85,811 117,114
$922.391 $798,906 -
2005 2004
Amount Percent Amount Percent
$460,260 50% $400,780 50%
247,053 27% 214,980 27%
101,524 11% 87,605 - 11%
62,757 7% 53,911 7%
31,154 3% 24,392 3%
19,043 2% 17,238 2%
$922,391 100% $798,906 100%

See accompanying notes to financial statements



STATEMENT OF FRANCHISE
CABLE TV FRANCHISE
REVENUE AND EXPENDITURES
Notes to Financial Statement

NOTE 1 - JOINT OPERATING AGREEMENT AND BASIS OF ACCOUNTING

In July 1983 a Joint Exercise of Powers Agreement was entered into by and between the Cities of
Palo Alto, Menlo Park, East Palo Alto, the Counties of San Mateo and Santa Clara and the Town
of Atherton (the “Members”) for the purpose of obtaining a state-of-the-art cable service for
residents, businesses, and institutions, within each of their jurisdictions in the most efficient and
economical manner possible.

On August 9, 2000 the City, acting on behalf of the Members, signed a Franchise Agreement with
TCI Cablevision of California, Inc., a wholly owned subsidiary of AT&T Broadband, third party
contractor, which was granted a non-exclusive franchise to construct, operate, maintain and repair
a cable television system within the Members jurisdictions. In 2002, the franchise agreement was
transferred from AT&T Broadband to Comcast Corporation.

TCI also signed an asset purchase agreement with Cable Communications Cooperative of Palo
Alto, Inc. (CCCOPA), the former cable television system operator/owner, and acquired the
system.

In October 1988, a Joint Operating Agreement was formed by the Members in which the City of
Palo Alto (the “City”) was granted the power and the authority to administer and coordinate the
activities of the Franchise and exercise the rights and responsibilities of the City pursuant to the
Franchise. The activities are administered by the City and are accounted for as part of the
Administrative Services Department within the General Fund of the City’s basic financial
statements. The Program is accounted for using the modified accrual basis of accounting. Under
the modified accrual basis of accounting, revenues are recorded when susceptible to accrual (both
measurable and available) and expenditures are recognized when the liability is incurred.

The accompanying financial statement is intended to present the Franchise’s Revenues and
Expenditures pursuant to the Joint Operating Agreement and is not intended to be a complete
presentation of the Franchise’s financial position or results of operations.

As compensation for services under the Franchise Agreement, Comcast pays annual franchise
fees in an amount equal to 5% of its annual gross revenue, taking into account a reasonable
adjustment for bad debts. From these fees the City of Palo Alto is first reimbursed for out-of-
pocket franchise administration costs. The remaining fees are distributed to each Member
according to the percentage of revenues derived from the residents and businesses in each of the
entities compared to revenues in total.

NOTE 2 - PRIOR FRANCHISE SETTLEMENTS

A prior Franchise Agreement with CCCOPA was set to expire on March 24, 2001, On June 21,
1999, the City of Palo Alto hired a cable communications consultant and retained the services of
a law firm to assist in the franchise renewal process. On July 31, 2000, CCCOPA reimbursed the
City $185,000 toward the actual costs incurred as part of the franchise renewal efforts.



STATEMENT OF FRANCHISE
CABLE TV FRANCHISE
REVENUE AND EXPENDITURES
Notes to Financial Statement

[NOTE 2 - PRIOR FRANCHISE SETTLEMENTS (Continued) |

On July 24, 2000, the City reached a settlement with CCCOPA in the amount of $220,000 to
resolve outstanding claims resulting from CCCOPA’s alleged failure to fully perform under the
prior Franchise Agreement. The City will work with the Members fo develop a plan for
utilization of the settlement.

In addition, CCCOPA paid the City a $250,000 grant to use to acquire, install, and/or maintain
equipment to be used in connection with an institutional network defined in the agreement.

These amounts have been deposited and are being held in the City and are earning interest. As of
December 31, 2005, the total amount on deposit amounted to $945,306.



REDEVELOPMENT AGENCY OF
THE CITY OF PALO ALTO
COMPONENT UNIT FINANCIAL STATEMENTS

FOR THE YEAR ENDED
JUNE 30, 2006



This Page Left Intentionally Blank



REDEVELOPMENT AGENCY OF THE CITY OF PALO ALTO
COMPONENT UNIT FINANCIAL STATEMENTS
FOR THE YEAR ENDED JUNE 30, 2006

TABLE OF CONTENTS
Page
FINANCIAL SECTION:
Independent AUdHOr’'s REPOTT «.o.ccoiiimiiiee et b 1
Management’s Discussion and Analysis ... 3
Component Unit Financial Statements:
Agency-wide Financial Statements:
SEAtEMEnt OF NET ASSEIS .voviieiurerieireetierercrererererse et b b s e b s s s e e R SRS e s s e RS e b 6
SHALEMIENT OF ACHVILIES .1 iviiriveeetis e eeirerer e easr s esss e coresbes s escasas bbb s ae et s e b en e s b e e n st 7
Fund Financial Statements:
Agency Funds:
Balance SHEET ...ccviviiierisrinrrree e s e e e st s re 1 s 4 e et e R e e et s e s 8
Statements of Revenues, Expenditures, and Changes in Fund Balance ..., 9

Statements of Revenues, Expenditures, and Changes in Fund Balances - Budget and Actual......... 10
Notes to Component Unit Financial STatements ... s 11

Report on Compliance and on Internal Control over Financial Reporting Based on an
Andit of Financial Statements Performed in Accordance with Agency Auditing Standards ..................... 15



This Page Left Intentionally Blank



_ASSOCIATES
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INDEPENDENT AUDITOR’S REPORT ON THE FINANCIAL STATEMENTS

Board of Directors
Redevelopment Agency of the City of Palo Alto
Palo Alto, California

We have audited the accompanying component unit financial statements of the governmental activities and
major fund of the Redevelopment Agency of the City of Palo Alto, a component unit of the City of Palo
Alto, as of and for the year ended June 30, 2006, as listed in the Table of Contents. These component unit
financial statements are the responsibility of the Agency’s management. Our responsibility is to express an
opinion on these financial statements based on our audit.

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

In accordance with Government Auditing Standards, we have also issued reports October 19, 2006 on our
consideration of the Agency’s internal control structure and on its compliance with laws and regulations.

In our opinion the component unit financial statements referred to above present fairly in all material
respects the financial position of the governmental activities and major fund of the Redevelopment Agency
of the City of Palo Alto for the year ended June 30, 2006 and the changes in financial position for the year
then ended, in conformity with generally accepted accounting principles in the United States of America.

Management’s Discussion and Analysis is not a required part of the basic component unit financial
statements but is supplementary information required by the Governmental Accounting Standards Board.
We have applied certain limited procedures, which consisted principally of inquiries of management
regarding the methods of measurement and presentation of required supplementary information. However
we did not audit the information and we express no opinion on it.

Wnagﬂé‘f’ﬁlm&ﬁz‘_

October 19, 2006

A Professional Carporation

1
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MANAGEMENT'S DISCUSSION AND ANALYSI|S

The Redevelopment Agency (Agency) of the City of Palo Alto, a component unit of the City of
Palo Alto is controlled by the City of Palo Alto and was formed on October 9, 2001.

FISCAL 2006 FINANCIAL HIGHLIGHTS-AGENCY-WIDE BASIS AND FUND BASIS

GASB 34 requires the issuance of Agency-wide financial statements as well as fund financial
statements.

During fiscal year 2006, the Agency incurred on-going costs in the amount of $9 thousand, no
change from prior year. The Agency received a transfer from the City of Palo Alto in the amount $9
thousand to fund these costs, no change from prior year. As of June 30, 2006, the Agency had not
yet adopted a project area nor received any tax increment revenues.

OVERVIEW OF THE AGENCY’S BASIC FINANCIAL STATEMENTS

The Basic Financial statements are in two parts:
1) Management’s Discussion and Analysis (this part),
2) The Basic Financial Statements, which include the Agency-wide and the Fund financial
statements, along with the Notes to these financial statements.

The Basic Financial Statements

The Basic Financial Statements comprise the Agency-wide Financial Statements and the Fund
Financial activities and financial position-long-term and short-term.

The Agency-wide Financial Statements provide a longer-term view of the Agency’s activities as a
whole, and comprise the Statement of Net Assets and the Statement of Activities. The Statement of
Net Assets provides information about the financial position of the Agency as a whole, including all
its long-term Habilities on the full accrual basis, similar to that used by corporations. The Statement
of Activities provides information about all the Agency’s revenues and all its expenses, also on the
full accrual basis, with the emphasis on measuring net revenues or expenses of the Agency’s
program. The Statement of Activities explains in detail the change in Net Assets for the year.

The Fund Financial Statements report the Agency’s operations in more detail that the Agency-wide
statements and focus primarily on the short-term activities. The Fund Financial Statements measure
only current assets, liabilities and fund balances.

Together, all these statements are now called the Basic Financial Statements.



ECONOMIC OUTLOOK AND MAJOR INITIATES

The economy of the City of Palo Alto and its major initiatives for the coming year are discussed in
detail in the City’s Comprehensive Annual Financial Report.

CONTACTING THE AGENCY’S FINANCIAL MANAGEMENT

These Basic Financial Statements are intended to provide citizens, taxpayers, investors, and
creditors with a general overview of the Agency’s finances. Questions about these Statements
should be directed to the Finance Department of the City of Palo Alto, 250 Hamilton Avenue, CA
94301.



REDEVELOPMENT AGENCY OF THE CITY OF PALO ALTO

FUND FINANCIAL STATEMENTS

The Redevelopment Agency (Agency) of the City of Palo Alto only has one fund in fiscal 2006.
REDEVELOPMENT AGENCY GENERAL FUND

This fund accounts for the activities of establishing and administering the Agency.



THE REDEVELOPMENT AGENCY OF THE CITY OF PALO ALTO
A COMPONENT UNIT OF THE CITY OF PALO ALTO
STATEMENT OF NET ASSETS
JUNE 30, 2006

LIABILITIES

Accounts payable

NET ASSETS

Unrestricted

See accompanying notes to financial statements



THE REDEVELOPMENT AGENCY OF THE CITY OF PALO ALTO
A COMPONENT UNIT OF THE CITY OF PALO ALTO
STATEMENT OF ACTIVITIES
FOR THE YEAR ENDED JUNE 30, 2006

EXPENSES
Planning and Community
Reimbursements to the City {$8,500)
Change in Net Assets (8,500)
GENERAL REVENUES
Transfers from the City of Palo Alto 8,500

Net assets at the beginning of year

Net assets at the end of year

See accompanying notes to financial statements



THE REDEVELOPMENT AGENCY OF THE CITY OF PALO ALTO
A COMPONENT UNIT OF THE CITY OF PALO ALTO
BALANCE SHEET
JUNE 30, 2006

General Fund
LIABILITIES

Due to the City of Palo Alto
FUND BALANCES

Unreserved, undesignated

Total Fund Balance

Total Liabilities and Fund Balance

See accompanying notes to financial statements



THE REDEVELOPMENT AGENCY OF THE CITY OF PALO ALTO
A COMPONENT UNIT OF THE CITY OF PALO ALTO
STATEMENTS OF REVENUES, EXPENDITURES
AND CHANGES IN FUND BALANCE
FOR THE YEAR ENDED JUNE 30, 2006

General Fund

OTHER FINANCING SOURCES (USES)
Transfers in from the City of Palo Alto (Note 2) $8,500

Transfers (out) to the City of Palo Alto (Note 2) (8,500}

Fund balance at beginning of year

Fund balance at end of year

See accompanying notes to financial statements



THE REDEVELOPMENT AGENCY OF THE CITY OF PALO ALTO
A COMPONENT UNIT OF THE CITY OF PALO ALTO
STATEMENT OF REVENUES, EXPENDITURES
AND CHANGES IN FUND BALANCES - BUDGET AND ACTUAL
GENERAL FUND
FOR THE YEAR ENDED JUNE 30, 2006

Variance with

Budgeted Amount Final Budget
Actual Amount Positive
Adopted Adjusted Budgetary Basis (Negative)
OTHER FINANCING SOURCES (USES)
Transfers in from the City of Palo Alto $8,500 $8,500 $8,500
Transfers out to the City of Palo Alto (8,500) (8,500} {8,500)

Total Other Financing Sources (Uses)

Fund balance at beginning of year
Fund balance at end of year

See accompanying notes to financial statements

i0



THE REDEVELOPMENT AGENCY OF THE CITY OF PALO ALTO
Notes to Component Unit Financial Statements
Foyr the Year Ended June 30, 2006

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNT POLICIES

A.

Organization and Purpose

The Redevelopment Agency (Agency) of the City of Palo Alto was created on Ociober 9, 2001 under the
provisions of the Redevelopment Law (California Health and Safety Code). The City Council serves as the
governing body of the Agency and the City Manager serves as the Executive Director.

The Agency is an integral part of the City of Palo Alto and, accordingly, the accompanying financial
statements are included as a component unit of the basic financial statements prepared by the City. A
component unit is a separate governmental unit, agency or nonprofit corporation which, when combined
with all other component units, constitutes the reporting entity as defined in the City’s basic financial
statements,

Basis of Presentation

The Agency’s Basic Financial Statements are prepared in conformity with accounting principles
generally accepted in the United States of America. The Government Accounting Standards Board is the
acknowledged standard setting body for establishing accounting and financial reporting standards
followed by governmental entities in the United States of America.

These Standards require that the financial statements described below be presented.

Agency-wide Starements: The Statement of Net Assets and the Statement of Activities include the
financial activities of the overall Agency government. Eliminations have been made to minimize the
double counting of internal activities,

The Statement of Activities presents a comparison between direct expenses and program revenues for
each function of the Agency’s governmental activities. Direct expenses are those that are specifically
associated with a program or function and, therefore, are clearly identifiable to a particular function.
Program revenues include (a) charges paid by the recipients of goods or services offered by the programs,
(b) grants and contributions that are restricted tfo meeting the operational needs of a particular program
and (c) fees, grants and contributions that are restricted to financing the acquisition or construction of
capital assets. Revenues that are not classified as program revenues, including all taxes, are presented as
general revenues.

Fund Financial Statements: The fund financial statements provide information about the Agency. The
Agency considers the Redevelopment Agency General Fund to be a major fund.

Muajor Funds
Major funds are defined as funds that have either assets, liabilities, revenues or expenditures/expenses
equal fo ten percent of their fund-type total and five percent of the grand total. Major funds are identified

and presented separately in the fund financial statements.

The Agency reported the following major governmental fund in the accompanying financial statements:

I




THE REDEVELOPMENT AGENCY OF THE CITY OF PALO ALTO
Notes to Component Unit Financial Statements
For the Year Ended June 30, 2006

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNT POLICIES (Continued) |

REDEVELOPMENT AGENCY GENERAL FUND
This fund accounts for the activities of establishing and administering the Redevelopment Agency.
D, Basis of Accounting

The Agency-wide financial statements are reported using the economic resources measurement focus and
the full accrual basis of accounting. Revenues are recorded when earned and expenses are recorded at
the time liabilities are incurred, regardless of when the related cash flows take place.

Governmental funds are reported using the current financial resources measurement focus and the
modified accrual basis of accounting, Under this method, revenues are recognized when measurable and
available. The Agency considers all revenues reported in the governmental funds to be available if the
revenues are collected within sixty days after year-end. Expenditures are recorded when the related fund
liability is incurred, except for principal and interest on general long-term debt, claims and judgments,
and compensated absences, which are recognized as expenditures to the extent they have matured.
General capital asset acquisitions are reported as expenditures in governmental funds. Proceeds of
general long-term debt and acquisitions under capital leases are reported as other financing sources.

Non-exchange transactions, in which the Agency gives or receives value without directly receiving or
giving equal value in exchange, include property tfaxes, grants, entitlements, and donations. On an
accrual basis, revenue from property taxes is recognized in the fiscal year for which the taxes are levied.
Revenue from grants, entitlements, and donations is recognized in the fiscal year in which all eligibility
requirements have been satisfied.

Other revenues susceptible to accrual include taxes, intergovernmental revenues, interest and charges for
services.

E. Budgets and Budgetary Accounting
Budgets are adopted on a basis consistent with generally accepted accounting principles (GAAP).

Budget amounts in the financial statements are as originally adopted, or as amended by the Board.

Formal budgetary integration is employed as a management control device. Encumbrance accounting is
employed as an extension of formal budgetary integration in all funds. Under encumbrance accounting,
purchase orders, contracts and other commitments for the expenditure of monies are recorded in order fo
reserve that portion of the applicable appropriation. Encumbrances outstanding at year end are reported as
reservations of fund balances since they do not constitute expenditures or liabilities and are reappropriated
in the following vear.

F. Net Assets

Net Assets is the excess of all the Agency’s assets over all its liabilities, regardless of fund. Net Assets,
which is determined only at the Agency-wide level, and is described below:

Unrestricted describes the portion of Net Assets which is not restricted as to use.

12




THE REDEVELOPMENT AGENCY OF THE CITY OF PALO ALTO
Notes to Component Unit Financial Statements
For the Year Ended June 30, 2006

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNT POLICIES (Continued) ]

G. Fund Balances, Reserves and Designations

In the fund financial statements, fund balances represent the net current assets of each fund. Net current
assets generally represent a fund’s cash and receivables, less its liabilities.

NOTE 2 -~ TRANSACTIONS WITH THE CITY l

During fiscal year 2001-02, the City established the Redevelopment Agency. The Agency and the City
have an agreement whereby the City will advance funds to the Agency in support of start up and
formation costs. However, the interfund advances have no specific repayment date. Generally accepted
accounting principles require that such amounts be treated as transfers in the year made.

13
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ACCOUNTANCY CORPORATION
3478 Buskirk Ave. - Suite 215

Pleasant Hill, California 94523
(925) 930-0902 - FAX (925) 930-0135

@ i :
REPORT ON COMPLIANCE AND ON INTERNAL CONTRO oy mozoaceociates.com

OVER FINANCIAL REPORTING BASED ON AN AUDIT
OF FINANCIAL STATEMENTS PERFORMED IN ACCORDANCE
WITH GOVERNMENT AUDITING STANDARDS

Members of the Redevelopment Agency
of the City of Palo Alto
Palo Alto, California

We have audited the financial statements of the Redevelopment Agency of the City of Palo Alto as of and for the
year ended June 30, 2006, and have issued our report thereon dated October 19, 2606, We have conducted our audit
in accordance with generally accepted auditing standards in the United States of America and the standards
applicable to financial audits contained in Government Auditing Standards, issued by the Comptroller General of the
United States.

Internal Control over Financial Reporting

In planning and performing our audit, we considered the Agency’s internal control over financial reporting in
order to determine our auditing procedures for the purpose of expressing our opinion on the financial statements
and not to provide an opinion on the internal control over financial reporting. Our consideration of the internal
control over financial reporting would not necessarily disclose all matters in the internal control over financial
reporting that might be material weaknesses. A material weakness is a condition in which the design or operation
of one or more of the internal control components does not reduce to a relatively low level the risk that
misstatements caused by error or fraud in amounts that would be material in relation to the financial statements
being audited may occur and not be detected within a timely period by employees in the normal course of
performing their assigned functions. We noted no matters involving the internal control over financial reporting
and its operation that we consider to be material weaknesses, however we did communicate other matters to City
Council in our separate Memorandum on Internal Controls dated October 19, 2006.

Compliance and Other Matters

As part of obtaining reasonable assurance about whether the Agency’s financial statements are free of material
misstatement, we performed tests of its compliance with certain provisions of laws, regulations, contracts and
grant agreements, noncompliance with which could have a direct and material effect on the determination of
financial statement amounts. Our audit included tests of compliance with provisions of the Guidelines for
Compliance Audits of California Redevelopment Agencies. However, providing an opinion on compliance with
those provisions was not an objective of our audit and, accordingly, we do not express such an opinion. The
results of our tests disclosed no instances of noncompliance that are required to be reported under Government
Auditing Standards.

This report is intended for the information of the Agency Board, management and federal awarding agencies and
pass-through entities and is not intended to be and should not be used by anyone other than the above parties.

) 4 A o - u
October 19, 2006, %

A Professional Corporation
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INDEPENDENT AUDITOR'S REPORT

Honorable Members of the City Council
City of Palo Alto, California

We have audited the financial statements of the City of Palo Alto Bicycle/Pedestrian Projects (Projects) of
the City of Palo Alto, as of and for the years ended June 30, 2006 and 2003, as listed in the table of contents.
These financial statements are the responsibility of the City's management. Our responsibility is to express
an opinion on the financial statements based on our audits.

We conducted our audits in accordance with generally accepted auditing standards in the United States of
America and the standards prescribed by the Transportation Development Act. Those standards require that
we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free
of material misstatement. An audit includes examining on a test basis evidence supporting the amounts and
disclosures in the financial statements. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audit provide a reasonable basis for our opinion.

As discussed in Note 1, the financial stafement present only the City of Palo Alto Bicycle/Pedestrian
Projects and are not intended to present fairly the financial position and results of operations of the City of
Palo Alto, in conformity with generally accepted accounting principles.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial

position of the City of Palo Alto Bicycle/Pedestrian Projects at June 30, 2006 and 2005, and the results of its
operations for the years then ended, in conformity with generally accepted accounting principles in the

United States of America.
ama%w A 2soads,

October 19, 2006

A Professional Corporation
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CITY OF PALO ALTO
BICYCLE/PEDESTRIAN PROJECTS
COMPARATIVE BALANCE SHEETS

JUNE 30, 2006 AND 2005

2006 2003
ASSETS
Cash $12,363
Total Assets $12,363
LIABILITIES
Due to the City 312,363
Total Liabilities $12,363

See accompanying notes to financial statements



CITY OF PALO ALTO
BICYCLE/PEDESTRIAN PROJECTS
COMPARATIVE STATEMENTS OF REVENUES AND EXPENDITURES
FOR THE YEARS ENDED JUNE 30, 2006 AND 2005

2006 2005
REVENUE
TDA Article 3.0 (Note 2) $12,363 $95.510
TOTAL $12,363 $95,510
EXPENDITURES
Embarcadero Bike Bridge $95,510
Pedestrian Walkway Warning System $12,363
TOTAL $12,363 $95,510

See accompanying notes to financial statements



CITY OF PALO ALTO
BICYCLE/PEDESTRIAN PROJECTS
Notes to Financial Statements

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES l

The City of Palo Alto has developed the Bicycle/Pedestrian Projects (Projects) under the
Transportation Development Act (TDA), Article 3.0 for the construction of pedestrian pathways and
wheelchair ramps and bicycle master plan studies. The Projects are funded by TDA grants.

The following is a summary of significant accounting policies of the applicable to the Projects which
conform to generally accepted accounting principles as applicable to governments.

A. Fund Accounting

The Projects are accounted for as part of the Capital Projects Fund of the City of Palo Alto. This
fund is a set of self-balancing accounts which comprise its assets, liabilities, fund equity, revenues
and expenditures.

B. Basis of Accounting

Basis of accounting refers to when revenues and expenditures are recognized. The Projects are
accounted for in a governmental fund type and the modified accrual basis of accounting is used.
Under the modified accrual basis, revenues are recognized when they become measurable and
available as net current assets. Expenditures are recognized when they are incurred.

NOTE 2 - TDA ARTICLE 3.0 REVENUE I

During the year ended June 30, 2006 the City received allocation instructions from the Metropolitan
Transportation Commission for the following projects:

Grant Revenue at June 30
Instruction # Project Name Award 2006 2003
05601099 Pedestrian Street Improvement $50,000
04355009 California Avenue Undercrossing 15,993
04355010 Pedestrian Walkway Warning System 20,000 $12,363
06001129  Signs, Markings, Speed tables and Median refisge isfands 75,000
02336626 Embarcadero Bridge Path 95,510 $95,510
$12,363 $95.510




ACCOUNTANCY CORPORATION
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INDEPENDENT AUDITOR’S REPORT ON COMPLIANCE
WITH RULES AND REGULATIONS OF THE TRANSPORTATION
DEVELOPMENT ACT

Honorable Members of the City Council of the
City of Palo Alto, California

We have audited the financial statements of the City of Palo Alto Bicycle/Pedestrian Programs (Projects) in
accordance with generally accepted auditing standards in the United States of America as of and for the year
ended June 30, 2006, and have issued our report thereon dated October 19, 2006.

The following information is given in compliance with Public Utilities Code §99245 contained in the
Transportation Development Act as enacted and amended by statue in January 1987

In conjunction with our audit, we performed tests of compliance with the applicable provisions of the
Transportation Development Act and the allocation instructions and resolutions and the rules and
regulations of the Metropolitan Transportation Commission as required by Title 21 of the California Code
of Regulations §6666. Based on these procedures, we noted no instance of noncompliance with the
applicable statues, rules and regulations of the Transportation Development Act and the applicable
allocation instructions and resolutions of the Metropolitan Transportation Commission

Morys Moty

QOctober 19, 2006

A Professional Corporation
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