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Independent Auditor’s Report

To the City Commission
City of Watervliet, Michigan

We have audited the accompanying financial statements of the governmental activities, the
business-type activities, the aggregate discretely presented component unit, each major fund,
and the aggregate remaining fund information of the City of Watervliet as of and for the year
ended June 30, 2007, which collectively comprise the City’s basic financial statements as listed in
the table of contents. These financial statements are the responsibility of the City of Watervliet’s
management. Our responsibility is to express opinions on these financial statements based on
our audit.

We conducted our audit in accordance with auditing standards generally accepted 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. 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
provides a reasonable basis for our opinions.

In our opinion, the financial statements referred to above present fairly, in all material respects,
the respective financial position of the governmental activities, the business-type activities, the
aggregate discretely presented component unit, each major fund, and the aggregate remaining
fund information of the City of Watervliet as of June 30, 2007 and the respective changes in
financial position and cash flows, where applicable, thereof for the year then ended, in
conformity with accounting principles generally accepted in the United States of America.

The management's discussion and analysis and the budgetary comparison schedules, as identified
in the table of contents, are not a required part of the basic financial statements but are
supplemental 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 the required supplemental
information. However, we did not audit the information and express no opinion on it.

MEMBER - *

| Praxity :



To the City Commission
City of Watervliet, Michigan

In accordance with Government Auditing Standards, we have also issued our report dated
October 17, 2007 on our consideration of the City of Watervliet’s internal control over financial
reporting and on our tests of its compliance with certain provisions of laws, regulations,
contracts and grants. That report is an integral part of an audit performed in accordance with
Government Auditing Standards and should be read in conjunction with this report in considering

the results of our audit.
74«»@ f 77!%, PLee

October 17, 2007



City of Watervliet, Michigan

Management’s Discussion and Analysis

Within this section of the City of Watervliet’s annual financial report, the city management presents
a narrative and analysis of the financial activities of the City for the fiscal year ended June 30, 2007.
The City’s financial performance is discussed and analyzed within the context of the accompanying
financial statements and disclosure following this section. This discussion focuses on the City’s
primary government (limited discussion is provided for the City’s business-type activities).

Financial Highlights

As discussed in further detail in this discussion and analysis, the following represents the most
significant financial highlights for the year ended June 30, 2007:

e The City started the water system improvement project during the year for which the total
expenditures are estimated at $2.5 million. At June 30, 2007, approximately $1.65 million had
been expended for the project. The City subsidized the cost of the project by obtaining a loan
through the USDA Rural Development.

e Total net assets related to the City’s governmental activities increased by approximately
$135,000. Total net assets related to the City’s business-type activities increased by
approximately $40,000, for a total City-wide increase of $175,000.

Using this Annual Report

This annual report consists of a series of financial statements. The statement of net assets and the
statement of activities provide information about the activities of the City as a whole and present a
longer-term view of the City’s finances. This longer-term view uses the accrual basis of accounting
so that it can measure the cost of providing services during the current year, and whether the
taxpayers have funded the full cost of providing government services.

The fund financial statements present a short-term view; they tell us how the taxpayers’ resources
were spent during the year, as well as how much is available for future spending. Fund financial
statements also report the City’s operations in more detail than the government-wide financial
statements by providing information about the City’s most significant funds.



City of Watervliet, Michigan

Management’s Discussion and Analysis (Continued)

The City as a Whole

The following table shows, in a condensed format, the net assets as of the current date and
compared to the prior year:

Summary Condensed Statement of Net Assets

Governmental Activities Business-type Activities Total Primary Government
2007 2006 2007 2006 2007 2006
Assets
Current assets $ 1,042,762 $ 924009 $ 488844 $ 389,501 $ 1,531,606 $ 1,313,510
Noncurrent assets 998,796 963,717 2,979,838 1,417,275 3,978,634 2,380,992
Total assets 2,041,558 1,887,726 3,468,682 1,806,776 5,510,240 3,694,502
Liabilities
Current liabilities 93,882 66,054 435,941 21,059 529,823 87,113
Long-term liabilities 122,735 131,979 1,332,000 125,000 1,454,735 256,979
Total liabilities 216,617 198,033 1,767,941 146,059 1,984,558 344,092
Net Assets
Invested in capital assets -

Net of related debt 871,541 724,013 1,036,495 1,059,177 1,908,036 1,783,190
Restricted 349,947 299,716 - - 349,947 299,716
Unrestricted 603,453 665,964 664,246 601,540 1,267,699 1,267,504

Total net assets $ 1,824,941 $1,689,693 $ 1,700,741 $ 1,660,717 $ 3,525,682 $ 3,350,410

The City’s combined net assets increased 5.2 percent from a year ago - increasing from $3,350,410
to $3,525,682. As we look at the governmental activities separately from the business-type
activities, we can see that the governmental activities net assets increased by approximately 8.0
percent, while the business activities net assets increased by approximately 2.4 percent.

Unrestricted net assets - the part of net assets that can be used to finance day-to-day operations -
decreased by $62,51 | for the governmental activities. This represents a decrease of approximately
9.4 percent. The current level of unrestricted net assets for our governmental activities stands at
$603,453, or about 56 percent of expenditures. This is within the targeted range set by the City
during its last budget process.
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Management’s Discussion and Analysis (Continued)

The following table shows the changes of the net assets during the current year and as compared to
the prior year:

Summary Condensed Statement of Operations

Total Primary
Governmental Activities  Business-type Activities Government
2007 2006 2007 2006 2007 2006
Revenue
Program revenue:
Charges for services $ 106883 $ 36,454 $ 607,710 $ 490,606 $ 714,593 $ 527,060
Operating grants and
contributions 135,412 149,343 - 51,893 135,412 201,236
Capital grants and
contributions 35,119 46,313 - - 35,119 46,313
General revenue:
Property taxes 561,900 534,462 - - 561,900 534,462
State-shared revenue 239,719 241,888 - - 239,719 241,888
Unrestricted investment
earnings 32,287 26,795 16,270 10,040 48,557 36,835
Transfers and other
revenue 93,108 106,850 - - 93,108 106,850
Total revenue 1,204,428 1,142,105 623,980 552,539 1,828,408 1,694,644
Program Expenses
General government 310,845 270,428 - - 310,845 270,428
Public safety 355,059 352,446 - - 355,059 352,446
Public works 376,072 376,029 - - 376,072 376,029
Parks and recreation 27,204 53,671 - - 27,204 53,671
Interest on long-term debt - 981 - - - 98I
Water and sewer - - 583,956 369,836 583,956 369,836
Total program expenses 1,069,180 1,053,555 583,956 369,836 1,653,136 1,423,391
Change in Net Assets $ 135248 $ 88,550 $ 40,024 $182,703 $ 175,272 $ 271,253

Governmental Activities

The City’s total governmental revenues increased approximately 5.5 percent during the year,
despite a decrease in state-shared revenue. The change in revenue is primarily attributed to the
increased income from charges for services, which is comprised of income from the sale of building
permits and equipment rental to the Water and Sewer Funds.

Expenses increased by about |.5 percent during the year. Increases were seen in both the general
government and the police department. To offset these increased costs, the City closely monitored
its spending in all other areas, including seasonal hiring and overtime spending. In addition to this,
the City opted to continue the use of part-time labor to assist with service delivery in both the
police and public works departments. Through the use of part-time labor, the City is able to control
benefit costs related to full-time employment, while maintaining the quantity/quality of our services.

5



City of Watervliet, Michigan

Management’s Discussion and Analysis (Continued)

Business-type Activities

The City’s business-type activities consist of the Water and Sewer Funds.

We provide water services through a locally owned and operated water system, which consists of
three wells, a network of underground piping, and a water tower. During the year, the City began
work on the water system improvement project. The project includes refinishing and updating the

tower, installing a new well, and adding roughly four miles of new water pipe. Project completion is
planned for fall of 2008.

We provide sewage treatment through a jointly owned and operated sewage treatment plant. In
January 1971, the cities and townships of Coloma and Watervliet agreed to jointly acquire, own, and
operate a sewage treatment and disposal facility. As part of the agreement, the board was
established to control, manage, and operate the joint sewage facility. The board consists of two
appointed representatives from each of the four municipalities. Ownership of the infrastructure
passed to the municipalities in May 1993 when the related construction debt was retired.

The City’s Funds

Our analysis of the City’s major funds begins on page |2, following the government-wide financial
statements. The fund financial statements provide detail information about the most significant
funds, not the City as a whole. The City Commission creates funds to help manage money for
specific purposes as well as to show accountability for certain activities, such as Act 5| street money
and donations/grants for the skate park project. The City’s major funds for 2007 include the
General Fund, the Major Streets Fund, the Local Streets Fund, Capital Projects Fund, and the City’s
two Enterprise Funds - the Water and Sewer Funds.

The General Fund pays for most of the City’s governmental services. The most significant are police
and public services, which incurred expenses of approximately $730,000 in 2007. These two
services are mostly supported by the City’s operating tax millage and state-shared revenue.

General Fund Budgetary Highlights

The City amended the budget to take into account events during the fiscal year. Budgeted revenue
was decreased to account for changes in federal funding for the Judd Lumber property. Total
budgeted expenditures did not change; however, the City did reallocate budgeted expenditures
among various City departments. The most significant changes were to decrease the
parks/recreation department budgets due to the changes in federal funding as mentioned.

Capital Asset and Debt Administration

At the end of the fiscal year, the City had total bonded outstanding debt of $1,332,000. The debt is
backed by the full faith and credit of the City (general obligation and revenue bonds) with the debt
service fully funded by the Sewer and Water Funds. In addition to this debt, the City has a
promissory note, approved as an Act 99 purchase, for the acquisition of equipment. At the end of
the fiscal year, the City had outstanding debt of $8,612 on this note.

6



City of Watervliet, Michigan

Management’s Discussion and Analysis (Continued)

At the end of 2007, the City had approximately $4 million of gross costs ($1.7 million net of
depreciation) invested in a broad range of capital assets, including buildings, police equipment, and
water and sewer lines. In addition, the City has invested significantly in roads within the City.
During 2007, the City invested an additional $117,000 in governmental capital assets. These
additions were paid for by General Fund surplus and did not require any additional debt financing.

Economic Factors and Next Year’s Budgets and Rates

The City of Watervliet is facing serious challenges. Rising costs of insurance and constant reductions
in state-shared revenue are just two of these challenges. For the current fiscal year (2007-2008),
the City is taking steps to address these issues while maintaining quality service delivery. The City is
focused on continuing to provide the services that residents have come to depend on (e.g., 24-hour
police coverage, snow plowing, water/sewer services, up-to-date park system, a thriving local
community, etc.) while recognizing the local budget constraints. As part of the planning process, the
City has focused on several key items that greatly impact the local budget. Some of these highlights
are addressed below:

e The State of Michigan’s economy has continued to struggle and has forced the continued
reductions in state-shared revenue. As a result of this, the City of Watervliet’s portion of state-
shared revenue has been reduced consistently and dramatically during the past years. A
breakdown of these reductions, based on the State of Michigan’s fiscal year ending
September 30, is provided below:

e 2002: $289,710
e 2003: $268,898
e 2004: $250,247
e 2005:$245,018
o 2006: $243,455
e 2007: $235,702

e The costs of providing hospitalization insurance coverage to the City’s full-time staff has been,
and will continue to be, a major portion of the City’s General Fund spending. The rising costs of
health care are a nationwide issue, affecting both private and public organizations. In an effort to
secure quality coverage, while minimizing the costs to the City, Watervliet has been working on

a new insurance plan for the coming fiscal year. The new insurance plan is expected to save the
City $30,000 to $40,000 during 2008.



City of Watervliet, Michigan

Management’s Discussion and Analysis (Continued)

e The taxable value for the City of Watervliet is a primary concern for elected and appointed
officials. With the growth of the community’s taxable value, the City will further develop its
resources and aid in an effort to improve services. Throughout the previous year, and
continuing into the current year, the City is working on several projects that should aid in the
further development of the City’s taxable value, while aiding in the creation of jobs and providing
resources to members of the community. Two examples of this growth are found in the City’s
sale of an estimated 22 acres of property located along the Paw Paw River last year. This
property, and the adjacent acreage, is currently being developed and will hold 73 single-family
homes. This development will represent an estimated $10 million addition to the community’s
taxable value. Also, the City is working with a local developer on the mixed use development of
roughly 154 acres located along Interstate 94. This project began in 2007 and has brought a new
hotel and commercial outlets to the area. The project is expected to continue in 2008, bringing
new homes and other commercial developments.

Management’s Comments

Further reductions in the State of Michigan’s shared revenue, as a result of the declines experienced
in the state of Michigan’s economy, were an anticipated reality in this fiscal year and are expected to
continue for the coming year. As a result of these reductions, the City of Watervliet has been
forced to create a leaner budget that reflects the fiscal reality. This budgeting has forced the
reduction in overtime spending for various governmental services along with an increased use of
part-time labor to assist with service delivery.

In addition to restricting traditional spending, the City of Watervliet has aggressively sought grant
income from various state and federal programs for special projects, which include the Michigan
Department of Natural Resources grant. The grant has provided $25,000 for the second phase of
improvements to Hays Park, which includes the proposed fishing pier and a canoe launch.

Also, the City of Watervliet’s governmental activities realized benefits from City voter approvals of
police, fire, and library millages. The fire and library activities had previously received financial
support from the General Fund. During the reported fiscal year, these two activities were
supported by their own tax levy.

Contacting the City’s Management

This financial report is intended to provide our citizens, taxpayers, customers, and investors with a
general overview of the City’s finances and to show the City’s accountability for the money it
receives. If you have questions about this report or need additional information, we welcome you to
contact the clerk’s office.

The City of Watervliet encourages questions and/or comments from concerned citizens. For more
information on the projects and programs in which the City is currently involved, please visit the
City’s website at: www.watervliet.org.
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Assets
Cash and investments (Note 3)
Customer receivables
Internal balances
Due from other governmental units
Capital assets - Net (Note 4):
Assets not subject to depreciation
Assets subject to depreciation
Investment in redevelopment property
Investment in joint ventures

Total assets

Liabilities
Accounts payable
Accrued and other liabilities
Noncurrent liabilities - Due within one
year (Note 6):
Accrued compensated absences
Long-term debt
Due in more than one year - Long-term
debt

Total liabilities

Net Assets
Invested in capital assets - Net of
related debt
Restricted for streets and highways
Unrestricted

Total net assets

The Notes to Financial Statements are an
Integral Part of this Statement.

Statement of Net Assets
June 30, 2007

Component
Primary Government Unit
Downtown
Governmental  Business-type Development
Activities Activities Total Authority
$ 741,414 $ 527,787 $ 1,269,201 $ 38,288
- 171,529 171,529 32,688
210,472 (210,472) - -
90,876 - 90,876 -
221,342 1,675,228 1,896,570 -
658,81 1 1,094,891 1,753,702 -
92,558 - 92,558 -
26,085 209,719 235,804 -
2,041,558 3,468,682 5,510,240 70,976
71,639 368,695 440,334 1,142
22,243 67,246 89,489 -
21,565 - 21,565 -
8,612 61,000 69,612 -
92,558 1,271,000 1,363,558 -
216,617 1,767,941 1,984,558 1,142
871,541 1,036,495 1,908,036 -
349,947 - 349,947 -
603,453 664,246 1,267,699 69,834
$ 1,824941 $ 1,700,741 $ 3,525,682 $ 69,834
9



City of Watervliet, Michigan

Program Revenues

Operating  Capital Grants

Charges for ~ Grants and and
Expenses Services Contributions Contributions
Functions/Programs
Primary government:
Governmental activities:
General government $ 310845 $ 85912 $ - 35119
Public safety 355,059 20,971 - -
Public works 376,072 - 135,412 -
Parks and recreation 27,204 - - -
Total governmental activities 1,069,180 106,883 135,412 35,119
Business-type activities:
Water 233,624 330,928 - -
Sewer 350,332 276,782 - -
Total business-type activities 583,956 607,710 - -
Total primary government $ 1,653,136 $ 714593 $ 135412 $ 35,119
Component unit - Downtown Development
Authority $ 26,283 $ - $ - $ -

General revenues:
Property taxes
State-shared revenues
Interest income

Miscellaneous

Total general revenues
Change in Net Assets
Net Assets - Beginning of year

Net Assets - End of year

The Notes to Financial Statements are an 10
Integral Part of this Statement.



Statement of Activities
Year Ended June 30, 2007

Net (Expense) Revenue and Changes in Net Assets

Component

Primary Government Unit

Downtown

Governmental Business-type Development
Activities Activities Total Authority
$ (189814) $ - $ (189814 $ -
(334,088) - (334,088) -
(240,660) - (240,660) -
(27,204) - (27,204) -
(791,766) - (791,766) -

- 97,304 97,304 -

- (73,550) (73,550) -

- 23,754 23,754 -
(791,766) 23,754 (768,012) -

- - - (26,283)
561,900 - 561,900 39,052
239,719 - 239,719 -
32,287 16,270 48,557 1,029
93,108 - 93,108 -
927,014 16,270 943,284 40,081
135,248 40,024 175,272 13,798

1,689,693 1,660,717 3,350,410 56,036

$ 1,824,941 $ 1,700,741 $ 3,525,682 $ 69,834




City of Watervliet, Michigan

Governmental Funds
Balance Sheet
June 30, 2007

Total
Major Streets Local Streets Capital Governmental
General Fund Fund Fund Projects Fund Funds
Assets
Cash $ 55343 $ 203,552 $ 9,954 $ 50,995 $ 319,844
Investments 222,132 93,046 - 106,392 421,570
Due from State 30,446 19,763 5,548 - 55,757
Due from other funds 335,873 12,631 6,671 55,000 410,175
Total assets $ 643,794 $ 328,992 $ 22,173 $ 212,387 $ 1,207,346
Liabilities and Fund Balances
Liabilities
Accounts payable $ 70,421 $ 939 $ 279 % - $ 71,639
Accrued and other liabilities 22,243 - - - 22,243
Due to other funds 74,302 - - 125,401 199,703
Total liabilities 166,966 939 279 125,401 293,585
Fund Balance - Unreserved and
undesignated 476,828 328,053 21,894 86,986 913,761
Total liabilities and
fund balance $ 643,794 $ 328,992 $ 22,173 $ 212,387
Amounts reported for governmental activities in the
statement of net assets are different because:
Grant receivables that are collected after year end,
such that they are not available to pay bills
outstandingas of year end, are not recognized in 35,119
the funds
Capital assets used in governmental activities are 880,153
not financial resources and are not reported in the
funds
Investments in joint ventures and redevelopment 118,643
Long-term liabilities are not due and payable in the
current period and are not reported in the funds (122,735)
Net assets of governmental activities $ 1,824,941
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Major Streets  Local Streets Capital
General Fund Fund Fund Projects Fund
Revenue
Property taxes $ 561,900 $ - 3 - 3 -
State sources 239,719 101,623 33,789 -
Licenses and permits 20,406 - - -
Fines and forfeitures 565 - - -
Interest income 16,548 10,256 227 5,251
Rental income 73,138 - - -
Other 96,418 1,716 5,398 -
Total revenue 1,008,694 113,595 39,414 5,251
Expenditures
General government 357,039 - - 34
Public safety 359,599 - - -
Public works 259,325 47,806 70,434 -
Parks and recreation 14,103 - - -
Total expenditures 990,066 47,806 70,434 34
Excess (Deficiency) of Revenue
Over Expenditures 18,628 65,789 (31,020) 5217
Other Financing Sources (Uses)
Transfers in - - 10,200 -
Transfers out (18,270) (10,200) - -
Total other financing
sources (uses) (18,270) (10,200) 10,200 -
Net Change in Fund Balance 358 55,589 (20,820) 5,217
Fund Balance (Deficit) - Beginning of year 476,470 272,464 42,714 81,769
Fund Balance - End of year $ 476,828 $ 328,053 $ 21,894 $ 86,986

The Notes to Financial Statements are an 13
Integral Part of this Statement.



|
Governmental Funds

Statement of Revenue, Expenditures, and
Changes in Fund Balances (Deficit)
Year Ended June 30, 2007

Tri-City Total
Skate Park Governmental
Fund Funds

$ - $ 561,900

- 375,131

- 20,406

- 565

5 32,287

- 73,138

2,350 105,882

2,355 1,169,309

- 357,073

- 359,599

- 377,565

5,163 19,266

5,163 1,113,503
(2,808) 55,806
18,270 28,470
- (28,470)

18,270 -

15,462 55,806
(15,462) 857,955

$ - $ 913,761




City of Watervliet, Michigan

Governmental Funds

Reconciliation of the Statement of Revenue, Expenditures,
and Changes in Fund Balances (Deficit) of Governmental Funds
to the Statement of Activities

Year Ended June 30, 2007

Net Change in Fund Balances - Total Governmental Funds

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

Revenues are recorded in the statement of activities when
earned; they are not reported in the funds until collected or
collectible within 60 days of year end

Governmental funds report capital outlays as expenditures;
in the statement of activities, these costs are allocated
over their estimated useful lives as depreciation:

Current year capital additions
Current year allocation of depreciation
Current year net capital disposals

Change in joint venture interest

Increase in accumulated employee vacation pay is recorded
when earned in the statement of activities

Repayment of bond principal is an expenditure in the
governmental funds, but not in the statement of activities
(where it reduces long-term debt)

Change in Net Assets of Governmental Activities

The Notes to Financial Statements are an 15
Integral Part of this Statement.

55,806

35,119

116,771
(74,304)
(488)

(6,900)

(3,747)

12,991

135,248




City of Watervliet, Michigan

Proprietary Funds
Statement of Net Assets
June 30, 2007

Total Enterprise

Sewer Fund Water Fund Funds
Assets
Current assets:
Cash $ 218,197 $ 309,590 $ 527,787
Customer receivables - Net 79,965 91,564 171,529
Total current assets 298,162 401,154 699,316
Noncurrent assets:
Capital assets 614,047 2,156,072 2,770,119
Investment in joint venture 209,719 - 209,719
Total noncurrent assets 823,766 2,156,072 2,979,838
Total assets 1,121,928 2,557,226 3,679,154
Liabilities
Current liabilities:
Accounts payable 18,263 350,432 368,695
Accrued and other liabilities 2,500 64,746 67,246
Due to other funds 138,496 71,976 210,472
Current portion of long-term debt 30,000 31,000 61,000
Total current liabilities 189,259 518,154 707,413
Noncurrent liabilities - Long-term debt -
Net of current portion 65,000 1,206,000 1,271,000
Total liabilities 254,259 1,724,154 1,978,413
Net Assets
Investment in capital assets - Net of related debt 519,047 517,448 1,036,495
Unrestricted 348,622 315,624 664,246
Total net assets $ 867,669 $ 833,072 $ 1,700,741
The Notes to Financial Statements are an 16

Integral Part of this Statement.



City of Watervliet, Michigan

Proprietary Funds
Statement of Revenue, Expenses, and Changes in Net Assets
Year Ended June 30, 2007

Total Enterprise

Sewer Fund Water Fund Funds
Operating Revenue
Sewage disposal charges $ 276,782 $ - $ 276,782
Sale of water - 303,290 303,290
Other - 27,638 27,638
Total operating revenue 276,782 330,928 607,710
Operating Expenses
Cost of sewage treatment 280,680 - 280,680
Cost of water produced - 207,433 207,433
Depreciation 38,250 26,191 64,441
Total operating expenses 318,930 233,624 552,554
Operating Income (Loss) (42,148) 97,304 55,156
Nonoperating Revenue (Expense)
Interest income 7,747 8,523 16,270
Interest expense (8,023) - (8,023)
Decrease in investment in joint venture (23,379) - (23,379)
Total nonoperating revenue (expense) (23,655) 8,523 (15,132)
Change in Net Assets (65,803) 105,827 40,024
Net Assets - Beginning of year 933,472 727,245 1,660,717
Net Assets - End of year $ 867,669 $ 833,072 $ 1,700,741

The Notes to Financial Statements are an 17
Integral Part of this Statement.



City of Watervliet, Michigan

Proprietary Funds
Statement of Cash Flows
Year Ended June 30, 2007

Total
Enterprise
Sewer Fund Water Fund Funds

Cash Flows from Operating Activities

Receipts from customers $ 262681 $ 287,101 $ 549,782
Payments to suppliers (230,786) (137,947) (368,733)
Payments to employees (43,424) (62,697) (106,121)
Receipts from other funds 22,387 32,098 54,485
Net cash provided by operating activities 10,858 118,555 129,413
Cash Flows from Capital and Related Financing Activities
Purchase of capital assets - (1,248,760) (1,248,760)
Proceeds from the issuance of long-term debt - 1,237,000 1,237,000
Principal and interest paid on capital debt (38,023) - (38,023)
Net cash used in capital and related financing
activities (38,023) (11,760) (49,783)
Cash Flows from Investing Activities - Interest received on
investments 7,747 8,523 16,270
Net Increase (Decrease) in Cash (19,418) 115,318 95,900
Cash - Beginning of year 237,615 194,272 431,887
Cash - End of year $ 218,197 $ 309,590 $ 527,787
Reconciliation of Operating Income (Loss) to Net Cash
from Operating Activities
Operating income (loss) $ (42,148) $ 97,304 $ 55,156
Adjustments to reconcile operating income (loss) to
net cash from operating activities:
Depreciation 38,250 26,191 64,441
Changes in assets and liabilities:
Receivables (14,101) (43,827) (57,928)
Accounts payable 6,470 6,789 13,259
Accrued and other liabilities 22,387 32,098 54,485
Net cash provided by operating activities $ 10,858 $ 118,555 $ 129,413

Noncash Investing, Capital, and Financing Activities - During the year, the City had a noncash investing activity
of $23,379 related to the change in investments in joint ventures. There were no noncash capital and financing
activities.

The Notes to Financial Statements are an 18
Integral Part of this Statement.



City of Watervliet, Michigan

Notes to Financial Statements
June 30, 2007

Note | - Summary of Significant Accounting Policies

The accounting policies of the City of Watervliet, Michigan (the “City”) conform to
accounting principles generally accepted in the United States of America (GAAP) as
applicable to governmental units. The following is a summary of the significant
accounting policies used by the City of Watervliet, Michigan:

Reporting Entity

The City of Watervliet, Michigan is governed by an elected seven-member
commission. The accompanying financial statements present the City and its
component unit, an entity for which the City is considered to be financially
accountable. The discretely presented component unit is reported in a separate
column in the government-wide financial statements to emphasize that it is legally
separate from the City (see discussion below for description).

Discretely Presented Component Unit - The Downtown Development
Authority was created to correct and prevent deterioration in the downtown
district, encourage historical preservation, and to encourage growth within the
downtown district. The Authority’s governing body, which consists of nine
individuals, is selected by the City Commission. In addition, the Authority’s budget is
subject to approval by the City Commission. A separate financial statement is not
prepared for the Downtown Development Authority. Subsequent to year end, the
Authority received notice from Berrien County that it was to cease tax capture from
affiliated taxing authorities due to the plan’s expiration. The Authority will spend
down the remaining fund balance and then dissolve.

Jointly Governed Organizations - The City, along with Watervliet Township,
Coloma Charter Township, and the City of Coloma, is a participant in a joint venture
to provide sanitary sewage treatment and collection facilities for the residents of
these communities. The Paw Paw Lake Regional Joint Sewage Disposal Board was
created for this purpose. The City’s equity interest in the amount of $209,719 is
recorded in business-type activities on the government-wide financial statements.
Complete financial statements for the board can be obtained from the City of
Watervliet’s mayor’s office.

The City, along with Watervliet Township, is also a member of the Watervliet Joint
Fire Board. The Fire Board was created to provide fire protection services to
residents of these two municipalities. The City has no defined equity interest in the
Authority. The Authority levies property taxes to the City and Township residents
to fund annual operations. Complete financial statements for the Fire Board can be
obtained from the City’s mayor’s office.



City of Watervliet, Michigan

Notes to Financial Statements
June 30, 2007

Note | - Summary of Significant Accounting Policies (Continued)

The City is a participant with Watervliet Township in a joint venture to provide for
the administration and operations of the cemetery. The Watervliet City/Township
Cemetery Board was formed for this purpose. The City contributed $5,000 to the
cemetery and has an equity interest in the amount of $26,085 recorded in
governmental activities in the government-wide financial statements. Complete
financial statements for the cemetery can be obtained from the City’s mayor’s office.

The City is also a participant with Watervliet Township in a joint venture to operate
a local airport. The Watervliet Joint Airport Board was created for this purpose.
The City’s equity interest is not significant and is not recorded in the City’s financial
statements.

Government-wide and Fund Financial Statements

The government-wide financial statements (i.e., the statement of net assets and the
statement of activities) report information on all of the nonfiduciary activities of the
primary government and its component unit. For the most part, the effect of
interfund activity has been removed from these statements. Governmental
activities, normally supported by taxes and intergovernmental revenues, are
reported separately from business-type activities, which rely to a significant extent
on fees and charges for support. Likewise, the primary government is reported
separately from the legally separate component unit for which the primary
government is financially accountable.

The statement of activities demonstrates the degree to which the direct expenses of
a given function or segment are offset by program revenues. Direct expenses are
those that are clearly identifiable with a specific function or segment. Program
revenues include (I) charges to customers or applicants who purchase, use, or
directly benefit from goods, services, or privileges provided by a given function or
segment, and (2) grants and contributions that are restricted to meeting the
operational or capital requirements of a particular function or segment. Taxes and
other items not properly included among program revenues are reported instead as
general revenue.

Separate financial statements are provided for governmental funds and proprietary
funds. Major individual governmental funds and major individual Enterprise Funds
are reported as separate columns in the fund financial statements.

20



City of Watervliet, Michigan

Notes to Financial Statements
June 30, 2007
Note | - Summary of Significant Accounting Policies (Continued)

Measurement Focus, Basis of Accounting, and Financial Statement
Presentation

The government-wide financial statements are reported using the economic
resources measurement focus and the accrual basis of accounting, as are the
proprietary fund and component unit financial statements. Revenue is recorded
when earned and expenses are recorded when a liability is incurred, regardless of
the timing of related cash flows. Property taxes are recognized as revenue in the
year for which they are levied. Grants and similar items are recognized as revenue
as soon as all eligibility requirements imposed by the provider have been met.

Governmental fund financial statements are reported using the current financial
resources measurement focus and the modified accrual basis of accounting.
Revenue is recognized as soon as it is both measurable and available. Revenue is
considered to be available if it is collected within the current period or soon enough
thereafter to pay liabilities of the current period. For this purpose, the City
considers revenues to be available if they are collected within 60 days of the end of
the current fiscal period. The following major revenue sources meet the availability
criterion: state-shared revenue, state gas and weight tax revenue, and interest
associated with the current fiscal period. Conversely, special assessments and federal
grant reimbursements will be collected after the period of availability; receivables
have been recorded for these, along with a “deferred revenue” liability.

Expenditures generally are recorded when a liability is incurred, as under accrual
accounting.  However, debt service expenditures, expenditures relating to
compensated absences, and claims and judgments are recorded only when payment
is due. When an expense has been incurred for purposes for which both restricted
and unrestricted net assets are available, the City has chosen to first apply restricted
resources.

The City reports the following major governmental funds:

General Fund - The General Fund is the City’s primary operating fund. It accounts
for all financial resources of the general government, except those required to be
accounted for in another fund.

Major Streets Fund - The Major Streets Fund accounts for the resources of state
gas and weight tax revenues that are restricted for use on major streets.

Local Streets Fund - The Local Streets Fund accounts for the resources of state
gas and weight tax revenues that are restricted for use on local streets.
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City of Watervliet, Michigan

Notes to Financial Statements
June 30, 2007

Note | - Summary of Significant Accounting Policies (Continued)

Tri-City Skate Park Fund -The Tri-City Skate Park Fund accounts for the
resources of grant monies and private donations that are restricted for construction
of a skate park. This fund was closed during this fiscal year.

Capital Projects Fund - The Capital Projects Fund accounts for funds that have
been set aside to fund future capital expenditures for the City’s governmental
activities.

The City reports the following major proprietary funds:

Water Fund - The Water Fund accounts for the activities of the water distribution
system.

Sewer Fund - The Sewer Fund accounts for the activities of the sewage collection
system.

Private sector standards of accounting issued prior to December |, 1989 are
generally followed in both the government-wide and proprietary fund financial
statements to the extent that those standards do not conflict with the standards of
the Governmental Accounting Standards Board. The City has elected not to follow
private sector standards issued after November 30, 1989 for its business-type
activities.

As a general rule, the effect of interfund activity has been eliminated from the
government-wide financial statements. Exceptions to this general rule are charges
between the City’s water and sewer function and various other functions of the City.
Eliminations of these charges would distort the direct costs and program revenues
reported for the various functions concerned.

Amounts reported as program revenue include (l) charges to customers or
applicants for goods, services, or privileges provided; (2) operating grants and
contributions; and (3) capital grants and contributions, including special assessments.
Internally dedicated resources are reported as general revenue rather than as
program revenue. Likewise, general revenue includes all taxes.
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City of Watervliet, Michigan

Notes to Financial Statements
June 30, 2007

Note | - Summary of Significant Accounting Policies (Continued)

Proprietary funds distinguish operating revenue and expenses from nonoperating
items. Operating revenue and expenses generally result from providing services in
connection with a proprietary fund’s principal ongoing operations. The principal
operating revenue of our proprietary funds relates to charges to customers for sales
and services. The Water and Sewer Funds also recognize the portion of tap fees
intended to recover current costs (e.g., labor and materials to hook up new
customers) as operating revenue. Operating expenses for proprietary funds include
the cost of sales and services, administrative expenses, and depreciation on capital
assets. All revenue and expenses not meeting this definition are reported as
nonoperating revenue and expenses.

Property Tax Revenue

Property taxes are levied on each December | on the taxable valuation of property
as of the preceding December 31. Taxes are considered delinquent on March | of
the following year, at which time penalties and interest are assessed.

The City’s 2006 tax is levied and collectible on December |, 2006 and is recognized
as revenue in the year ended June 30, 2007, when the proceeds of the levy are
budgeted and available for the financing of operations.

The 2006 taxable valuation of the City totaled $28.4 million (a portion of which is
captured by the DDA), on which taxes levied consisted of 17.4592 mills for
operating purposes and 2.9988 mills for police protection. This resulted in $476,000
for operating and $81,000 for police protection. These amounts are recognized in
the General Fund’s financial statements as tax revenue.

Assets, Liabilities, and Net Assets or Equity

Bank Deposits - Cash includes cash on hand, demand deposits, and short-term
investments with a maturity of three months or less when acquired.

Receivables and Payables - In general, outstanding balances between funds are
reported as “due to/from other funds.” Activity between funds that are
representative of lending/borrowing arrangements outstanding at the end of the
fiscal year is referred to as “advances to/from other funds.” Any residual balances
outstanding between the governmental activities and the business-type activities are
reported in the government-wide financial statements as “internal balances.” All
trade and property tax receivables are shown as net of allowance for uncollectible
amounts.
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City of Watervliet, Michigan

Notes to Financial Statements
June 30, 2007

Note | - Summary of Significant Accounting Policies (Continued)

Capital Assets - Capital assets, which include property, plant, equipment, and
infrastructure assets (e.g., roads, bridges, sidewalks, and similar items), are reported
in the applicable governmental or business-type activities column in the government-
wide financial statements. Capital assets are defined by the City as assets with an
initial individual cost of more than $2,000 and an estimated useful life in excess of
one year. Such assets are recorded at historical cost or estimated historical cost if
purchased or constructed. Donated capital assets are recorded at estimated fair
market value at the date of donation.

Buildings, equipment, and vehicles are depreciated using the straight-line method
over the following useful lives:

Roads and sidewalks 25 years
Utility systems 10 to 40 years
Buildings 25 to 40 years
Equipment 4 to 10 years
Improvements |5 years
Vehicles 5 years

Investment in Redevelopment Property - The City, Watervliet Township, and
Berrien County entered into an agreement to help demolish and redevelop certain
property within the City and the Township. The agreement allows the County to
work toward redevelopment, incurring costs on behalf of the City, which is due to
the County upon completion of the project and/or expiration of the Renaissance
Zone designation in 2012. The City’s obligation is reduced by the proceeds of
property sales. [f the County does not recover its costs by the sale of properties
before 2012, the City will be responsible for the balance. The City has recorded an
investment and obligation in the amount of $92,558 at June 30, 2007.

Compensated Absences (Vacation Leave) - It is the City’s policy to permit
employees to accumulate earned but unused vacation pay benefits. All vacation pay
is accrued when incurred in the government-wide and proprietary fund financial
statements. A liability for these amounts is reported in governmental funds only for
employee terminations as of year end.
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City of Watervliet, Michigan

Notes to Financial Statements
June 30, 2007

Note | - Summary of Significant Accounting Policies (Continued)

Long-term Obligations - In the government-wide financial statements and the
proprietary fund types in the fund financial statements, long-term debt and other
long-term obligations are reported as liabilities in the applicable governmental
activities, business-type activities, or proprietary fund-type statement of net assets.
Bond premiums and discounts, as well as issuance costs, are deferred and amortized
over the life of the bonds using the effective interest method. Bonds payable are
reported net of the applicable bond premium or discount. Bond issuance costs are
reported as deferred charges and amortized over the term of the related debt. In
the fund financial statements, governmental fund types recognize bond premiums
and discounts, as well as bond issuance costs during the current period. The face
amount of debt issued is reported as other financing sources. Premiums received on
debt issuances are reported as other financing sources while discounts are reported
as other financing uses. Issuance costs are reported as debt service expenditures.

Fund Equity - In the fund financial statements, governmental funds report
reservations of fund balance for amounts that are not available for appropriation or
are legally restricted by outside parties for use for a specific purpose. Designations
of fund balance represent tentative management plans that are subject to change.

Use of Estimates - The preparation of financial statements in conformity with
accounting principles generally accepted in the United States of America requires
management to make estimates and assumptions that affect the reported amounts of
assets and liabilities and disclosure of contingent assets and liabilities at the date of
the financial statements and the reported amounts of revenue and expenses during
the period. Actual results could differ from those estimates.

Note 2 - Stewardship, Compliance, and Accountability

Construction Code Fees - The City oversees building construction, in accordance
with the State’s Construction Code Act, including inspection of building construction
and renovation to ensure compliance with the building codes. The City charges fees
for these services. The law requires that collection of these fees be used only for
construction code costs, including an allocation of estimated overhead costs. A
summary of the current year activity and the cumulative surplus or shortfall
generated since July |, 2005 is as follows:

Shortfall at July I, 2006 $ (14,957)

Current year building permit revenue $ 12,366

Related expenses - Direct costs 17,070

Current year shortfall (4,704)
Accumulated shortfall at June 30, 2007 $ (19,661)
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City of Watervliet, Michigan

Notes to Financial Statements
June 30, 2007

Note 2 - Stewardship, Compliance, and Accountability (Continued)

Noncompliance with Legal or Contractual Provisions - The City does not
currently have an ACH policy required to comply with state law, but is in the
process of adopting a qualified policy.

Note 3 - Deposits and Investments

Michigan Compiled Laws Section 129.91 (Public Act 20 of 1943, as amended)
authorizes local governmental units to make deposits and invest in the accounts of
federally insured banks, credit unions, and savings and loan associations that have
offices in Michigan. The local unit is allowed to invest in bonds, securities, and other
direct obligations of the United States or any agency or instrumentality of the United
States; repurchase agreements; bankers’ acceptances of United States banks;
commercial paper rated within the two highest classifications, which matures not
more than 270 days after the date of purchase; obligations of the State of Michigan
or its political subdivisions, which are rated as investment grade; and mutual funds
composed of investment vehicles that are legal for direct investment by local units of
government in Michigan.

The City has designated three banks for the deposit of its funds. The investment
policy adopted by the Commission in accordance with Public Act 196 of 1997 has
authorized investments in all vehicles listed above, except for commercial paper.

The City of Watervliet, Michigan’s deposits and investment policies are in
accordance with statutory authority.

The City’s cash and investments are subject to risk, which is examined in more detail
below:

Custodial Credit Risk of Bank Deposits

Custodial credit risk is the risk that in the event of a bank failure, the City’s deposits
may not be returned to it. The City does not have a deposit policy for custodial
credit risk. At year end, the City had approximately $1,064,000 of bank deposits
(certificates of deposit, checking and savings accounts) that were uninsured and
uncollateralized. The City believes that due to the dollar amounts of cash deposits
and the limits of FDIC insurance, it is impractical to insure all deposits. As a result,
the City evaluates each financial institution with which it deposits funds and assesses
the level of risk of each institution; only those institutions with an acceptable
estimated risk level are used as depositories.
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City of Watervliet, Michigan

Notes to Financial Statements
June 30, 2007

Note 4 - Capital Assets

Capital asset activity of the City’s governmental and business-type activities was as

follows:
Balance Balance
Governmental Activities July 1, 2006 Additions Disposals  June 30, 2007
Capital assets not being depreciated -
Land $ 221,342 $ - $ - $ 221,342
Capital assets being depreciated:
Roads and sidewalks 153,546 - - 153,546
Buildings 163,828 - - 163,828
Vehicles 312,815 20,047 - 332,862
Land improvements 215,420 41,619 - 257,039
Equipment 589,704 55,105 (49,511) 595,298
Subtotal 1,435,313 116,771 (49,511) 1,502,573
Accumulated depreciation:
Roads and sidewalks 13,139 6,142 - 19,281
Buildings 126,180 1,746 - 127,926
Vehicles 269,640 13,443 - 283,083
Improvements 65,300 15,332 - 80,632
Equipment 344,222 37,641 (49,023) 332,840
Subtotal 818,481 74,304 (49,023) 843,762
Net capital assets being depreciated 616,832 42,467 (488) 658,811
Net capital assets $ 838174 $ 42,467 $ (488) $ 880,153
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City of Watervliet, Michigan

Notes to Financial Statements
June 30, 2007

Note 4 - Capital Assets (Continued)

Balance Balance
Business-type Activities July 1, 2006 Additions  June 30, 2007
Capital assets not being depreciated:
Land $ 13,500 $ - $ 13,500
Construction in progress 11,345 1,650,383 1,661,728
24,845 1,650,383 1,675,228
Capital assets being depreciated:
Utility systems 2,419,732 - 2,419,732
Buildings and improvements 75,600 - 75,600
Equipment 54,183 - 54,183
Subtotal 2,549,515 - 2,549,515
Accumulated depreciation:
Utility systems 1,281,885 62,143 1,344,028
Buildings and improvements 55,626 1,291 56,917
Equipment 52,672 1,007 53,679
Subtotal 1,390,183 64,441 1,454,624
Net capital assets being depreciated 1,159,332 (64,441) 1,094,891
Net capital assets $ 1,184,177 $ 1585942 $ 2,770,119

Depreciation expense was charged to programs of the primary government as
follows:

Governmental activities:

General government $ 12,208
Public safety 14,669
Public works 27,567
Recreation and culture 19,860

Total governmental activities $ 74,304

Business-type activities:

Water $ 26,191
Sewer 38,250
Total business-type activities $ 64,441
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City of Watervliet, Michigan

Notes to Financial Statements
June 30, 2007

Note 5 - Interfund Receivables, Payables, and Transfers

The composition of interfund balances is as follows:

Receivable Fund Payable Fund Amount

General Fund Water Fund $ 71,976
General Fund Sewer Fund 138,496
General Fund Capital Improvement Fund 125,401
Capital Improvement Fund General Fund 55,000
Major Streets Fund General Fund 12,631
Local Streets Fund General Fund 6,671

Total $ 410,175

These balances result from the time lag between the dates that goods and services
are provided or reimbursable expenditures occur, transactions are recorded in the
accounting system, and payments between funds are made.

Interfund transfers reported in the fund financial statements are comprised of the
following:

Detail of Interfund Transfers

Fund Providing Resources Fund Receiving Resources Amount
Major Streets Fund Local Streets Fund $ 10,200
General Fund Skatepark Fund 18,270

Total $ 28470

The transfers from the Major Street Fund to the Local Streets Fund and the General
Fund to the Tri-City Skate Park Fund represent the use of unrestricted resources to
finance those programs, in accordance with budgetary authorizations.
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City of Watervliet, Michigan

Notes to Financial Statements
June 30, 2007

Note 6 - Long-term Debt

The City issues bonds to provide for the acquisition and construction of major
capital facilities. General obligation bonds are direct obligations and pledge the full
faith and credit of the City. County contractual agreements and installment
purchase agreements are also general obligations of the government.

Long-term obligation activity can be summarized as follows:

Interest Beginning Additions Due Within
Rate Balance (Reductions)  Ending Balance ~ One Year

Governmental Activities
Installment purchase agreements:
Amount of issue: $50,000
Maturing through 2008 3.14% $ 21,603 $ (12,991) $ 8612 $ 8,612
County contractual obligation:
Amount of issue: $100,000

Maturing in 2012 - 92,558 - 92,558 -
Other liabilities - Compensated
absences - 17,818 3,747 21,565 21,565
Total governmental activities $ 131,979 $ (9,244) $ 122,735 $ 30,177

Business-type Activities
General obligation bonds:
Amount of issue: $360,000

Maturing through 2010 8.50% $ 125,000 $ (30,000) $ 95,000 $ 30,000
Revenue bonds:

Amount of issue: $2,500,000
Maturing through 2046 4.25% - 1,237,000 1,237,000 31,000

Total business-type activities $ 125,000 $ 1,207,000 $ 1,332,000 $ 61,000

Annual debt service requirements to maturity for the above bonds and note
obligations are as follows:

Governmental Activities Business-type Activities
Principal Interest Total Principal Interest Total

2008 $ 8612 $ 130 $ 8742 $ 61,000 $ 23,701 $ 84,701
2009 - - - 56,000 56,174 112,174
2010 - - - 62,000 52,696 114,696
2011 92,558 - 92,558 28,000 49,003 77,003
2012 - - - 29,000 47,812 76,812
2013-2017 - - - 166,000 219,428 385,428
2018-2022 - - - 203,000 181,093 384,093
2023-2027 - - - 251,000 134,088 385,088
2028-2032 - - - 309,000 75,947 384,947
2033-2035 - - - 167,000 12,239 179,239

Total $ 101,170 $ 130 $ 101,300 $ 1,332,000 $ 852,181 $ 2,184,18I
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City of Watervliet, Michigan

Notes to Financial Statements
June 30, 2007

Note 7 - Risk Management

The City is exposed to various risks of loss related to property loss, torts, errors and
omissions, and employee injuries (workers’ compensation), as well as medical
benefits provided to employees. The City has purchased commercial insurance for
employee life and disability, and participates in the Michigan Municipal League risk
pool for property, general liability, medical, and workers’ compensation claims.

Settled claims relating to the commercial insurance have not exceeded the amount
of insurance coverage in any of the past three fiscal years.

The Michigan Municipal League risk pool program operates as a common risk-
sharing management program for local units of government in Michigan; member
premiums are used to purchase commercial excess insurance coverage and to pay
member claims in excess of deductible amounts.
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City of Watervliet, Michigan

Required Supplemental Information
Budgetary Comparison Schedule - General Fund
Year Ended June 30, 2007

Variance with

Orriginal Amended Amended
Budget Budget Actual Budget
Revenue
Property taxes $ 581,258 $ 581,258 $ 561,900 $ (19,358)
Federal sources 249,000 75,000 - (75,000)
State sources 245 455 245,455 239,719 (5,736)
Licenses and permits 14,125 14,125 20,406 6,281
Fines and forfeitures 4,600 4,600 565 (4,035)
Interest income 5,000 5,000 16,548 11,548
Rental income 69,021 69,021 73,138 4,117
Other 62,316 62,316 96,516 34,200
Total revenue 1,230,775 1,056,775 1,008,792 (47,983)
Expenditures
General government:
City commission 12,656 8,656 8,076 580
City manager 47,703 26,889 21,103 5,786
Mayor 4,020 3,020 1,265 1,755
Elections 1,570 3,350 3,203 147
Accounting fees 19,000 17,680 17,680 -
Assessor 8,371 17,890 18,114 (224)
Legal 15,000 73 (303) 376
Clerk's office 65,292 87,576 84,234 3,342
Treasurer 9,872 14,422 13,093 1,329
Board of review 510 1,240 602 638
Hall and grounds 15,960 23,368 22,543 825
Community promotion 8,670 - - -
Planning and zoning 14,225 9,578 8,439 1,139
Insurance 85,664 10,710 40,406 (29,696)
Administration - 67,667 69,974 (2,307)
Other 93,501 84,286 48,610 35,676
Total general government 402,014 376,405 357,039 19,366
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City of Watervliet, Michigan

Required Supplemental Information
Budgetary Comparison Schedule - General Fund (Continued)
Year Ended June 30, 2007

Variance with

Orriginal Amended Amended
Budget Budget Actual Budget
Expenditures (Continued)
Public safety:
Police $ 298490 $ 312,975 321,030 $ (8,055)
Ambulance 13,283 13,283 12,772 511
Inspection 11,695 18,144 17,070 1,074
Crossing guard 8,225 8,803 8,727 76
Total public safety 331,693 353,205 359,599 (6,394)
Parks and recreation 241,287 67,287 14,103 53,184
Public works 270,465 274,562 259,325 15,237
Total expenditures 1,245,459 1,071,459 990,066 81,393
Excess of Revenue Over (Under)
Expenditures (14,684) (14,684) 18,726 33,410
Other Financing Uses - Transfers to
other funds 28,080 28,080 18,368 9,712
Net Change in Fund Balance (42,764) (42,764) 358 43,122
Fund Balance - Beginning of year 476,470 476,470 476,470 -
Fund Balance - End of year $ 433,706 $ 433,706 $ 476,828 $ 43,122
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City of Watervliet, Michigan

Required Supplemental Information
Budgetary Comparison Schedule
Major Streets Fund

Year Ended June 30, 2007

Variance with

Orriginal Amended Amended
Budget Budget Actual Budget
Revenue
State sources $ 181,372 $ 181,372 $ 101,623 $ (79,749)
Interest income 1,750 1,750 10,256 8,506
Other 4,500 4,500 1,716 (2,784)
Total revenue 187,622 187,622 113,595 (74,027)
Expenditures
Street construction 43,500 21,557 553 21,004
Routine maintenance 20,100 20,590 14,461 6,129
Trees and shrubs 4,050 6,049 6,042 7
Traffic services 1,250 1,250 676 574
Winter maintenance 22,993 26,693 18,574 8,119
Administrative 4,425 9,979 7,500 2,479
Total expenditures 96,318 86,118 47,806 38,312
Excess of Revenue Over
Expenditures 91,304 101,504 65,789 (35,715)
Other Financing Uses - Transfers to other funds - 10,200 10,200 -
Net Change in Fund Balance 91,304 91,304 55,589 (35,715)
Fund Balance - Beginning of year 272,464 272,464 272,464 -
Fund Balance - End of year $ 363,768 $ 363,768 $ 328,053 $ (35,715)
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City of Watervliet, Michigan

Revenue
State sources
Interest income
Other

Total revenue

Expenditures
Street construction
Routine maintenance
Traffic services
Winter maintenance
Administrative

Total expenditures

Excess of Revenue Over (Under)
Expenditures

Other Financing Sources - Transfers from
other funds

Net Change in Fund Balance
Fund Balance - Beginning of year

Fund Balance - End of year

Required Supplemental Information

Budgetary Comparison Schedule
Local Streets Fund
Year Ended June 30, 2007

Variance with

Orriginal Amended Amended
Budget Budget Actual Budget
$ 70,220 $ 70,220 $ 33,789 $ (36,431)
40 40 227 187
- - 5,398 5,398
70,260 70,260 39,414 (30,846)
26,500 25,824 24,958 866
16,200 15,263 21,414 (6,151)
650 543 676 (133)
11,425 14,422 15,888 (1,466)
5,100 8,747 7,498 1,249
59,875 64,799 70,434 (5,635)
10,385 5,461 (31,020) (36,481)
28,080 33,004 10,200 (22,804)
38,465 38,465 (20,820) (59,285)
42,714 42,714 42,714 -
$ 81,179 $ 81,179 $ 21,894 $  (59,285)
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City of Watervliet, Michigan

Note to Required Supplemental Information
June 30, 2007

Note - Budgetary Information

Budgetary Information - Annual budgets are adopted on a basis consistent with
generally accepted accounting principles for the General Fund and all Special Revenue
Funds, except for the Tri-City Skate Park Fund, which was budgeted on a project basis,
covering multiple years. All annual appropriations lapse at fiscal year end.

The budget document presents information by fund, function, department, and line
items. The legal level of budgetary control adopted by the governing body is the
department level.

Amounts encumbered for purchase orders, contracts, etc. are not tracked during the
year. Budget appropriations are considered to be spent once the goods are delivered
or the services rendered.

Excess of Expenditures Over Appropriations in Budgeted Funds - During the
year, the City incurred expenditures that were significantly in excess of the amounts
budgeted, as follows:

Budget Actual

General Fund - Insurance $ 10,710 $ 40,406
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Independent Auditor’s Report

To the City Commission
City of Watervliet, Michigan

We have audited the financial statements of the governmental activities, the business-type
activities, the aggregate discretely presented component unit, each major fund, and the
aggregate remaining fund information of the City of Watervliet, Michigan as of and for the year
ended June 30, 2007, which collectively comprise the City’s basic financial statements, and have
issued our report thereon dated October |17, 2007. Those basic financial statements are the
responsibility of the management of the City of Watervliet, Michigan. Our responsibility was to
express opinions on those basic financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted 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. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the
basic financial statements are free of material misstatement. An audit includes examining, on a
test basis, evidence supporting the amounts and disclosures in the basic 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.

Our audit was conducted for the purpose of forming opinions on the financial statements that
collectively comprise the City of Watervliet, Michigan’s basic financial statements. The
accompanying schedule of expenditures of federal awards is presented for the purpose of
additional analysis and is not a required part of the basic financial statements. The information in
this schedule has been subjected to the auditing procedures applied in the audit of the basic
financial statements and, in our opinion, is fairly stated in all material respects in relation to the

basic financial statements taken as a whole.
7424&/ f M, PLLe

October 17, 2007
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Report on Internal Control Over Financial Reporting and on Compliance and
Other Matters Based on an Audit of Financial Statements
Performed in Accordance with Government Auditing Standards

To the City Commission
City of Watervliet, Michigan

We have audited the financial statements of the governmental activities, the business-type
activities, the aggregate discretely presented component unit, each major fund, and the
aggregate remaining fund information of the City of Watervliet, Michigan as of and for the year
ended June 30, 2007, which collectively comprise the City’s basic financial statements, and have
issued our report thereon dated October 17, 2007. We conducted our audit in accordance with
auditing standards generally accepted 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 City of Watervliet, Michigan’s internal
control over financial reporting as a basis for designing our auditing procedures for the purpose
of expressing our opinion on the financial statements, but not for the purpose of expressing an
opinion on the effectiveness of the City of Watervliet, Michigan’s internal control over financial
reporting. Accordingly, we do not express an opinion on the effectiveness of the City of
Watervliet, Michigan’s internal control over financial reporting.

A control deficiency exists when the design or operation of a control does not allow
management or employees, in the normal course of performing their assigned functions, to
prevent or detect misstatements on a timely basis. A significant deficiency is a control
deficiency, or combination of control deficiencies, that adversely affects the entity’s ability to
initiate, authorize, record, process, or report financial data reliably in accordance with generally
accepted accounting principles such that there is more than a remote likelihood that a
misstatement of the entity’s financial statements that is more than inconsequential will not be
prevented or detected by the entity’s internal control.

A material weakness is a significant deficiency, or combination of significant deficiencies, that
results in more than a remote likelihood that a material misstatement of the financial statements
will not be prevented or detected by the entity’s internal control.

Our consideration of the internal control over financial reporting was for the limited purpose
described in the first paragraph of this section and would not necessarily identify all deficiencies
in internal control that might be significant deficiencies or material weaknesses. We believe that
the deficiency described in the accompanying schedule of findings and questioned costs
constitutes a material weakness.
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To the City Commission
City of Watervliet, Michigan

Compliance and Other Matters

As part of obtaining reasonable assurance about whether the City of Watervliet’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.
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 or other matters that are required to be reported under Government
Auditing Standards.

The City of Watervliet’s response to the significant deficiencies identified in our audit and
described in the accompanying schedule of findings and questioned costs has not been subjected
to the auditing procedures applied in the audit of the financial statements and, accordingly, we
express no opinion on it.

We noted certain matters that we communicated to management of the City of Watervliet in a
separate letter dated October 17, 2007.

This report is intended solely for the information and use of management and the City
Commission and is not intended to be and should not be used by anyone other than these

specified parties.
7424&/ f M, PLLL

October 17, 2007
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Report on Compliance with Requirements Applicable to Each Major Program and on
Internal Control Over Compliance in Accordance with OMB Circular A-133

To the City Commission
City of Watervliet, Michigan

Compliance

We have audited the compliance of the City of Watervliet, Michigan with the types of
compliance requirements described in the U.S. Office of Management and Budget (OMB)
Circular A-133 Compliance Supplement that are applicable to its major federal program for the
year ended June 30, 2007. The major federal program of the City of Watervliet, Michigan is
identified in the summary of auditor’s results section of the accompanying schedule of findings
and questioned costs. Compliance with the requirements of laws, regulations, contracts, and
grants applicable to its major federal program is the responsibility of the City of Watervliet,
Michigan’s management. Our responsibility is to express an opinion on the City of Watervliet,
Michigan’s compliance based on our audit.

We conducted our audit of compliance in accordance with auditing standards generally accepted
in the United States of America; the standards applicable to financial audits contained in
Government Auditing Standards, issued by the Comptroller General of the United States; and
OMB Circular A-133, Audits of States, Local Governments, and Non-Profit Organizations. Those
standards and OMB Circular A-133 require that we plan and perform the audit to obtain
reasonable assurance about whether noncompliance with the types of compliance requirements
referred to above that could have a direct and material effect on a major federal program
occurred. An audit includes examining, on a test basis, evidence about the City of Watervliet,
Michigan’s compliance with those requirements and performing such other procedures as we
considered necessary in the circumstances. We believe that our audit provides a reasonable
basis for our opinion. Our audit does not provide a legal determination on the City of
Watervliet, Michigan’s compliance with those requirements.

In our opinion, the City of Watervliet, Michigan complied, in all material respects, with the
requirements referred to above that are applicable to its major federal program for the year
ended June 30, 2007.




To the City Commission
City of Watervliet, Michigan

Internal Control Over Compliance

The management of the City of Watervliet, Michigan is responsible for establishing and
maintaining effective internal control over compliance with the requirements of laws,
regulations, contracts, and grants applicable to federal programs. In planning and performing our
audit, we considered the City of Watervliet, Michigan’s internal control over compliance with
the requirements that could have a direct and material effect on a major federal program in
order to determine our auditing procedures for the purpose of expressing our opinion on
compliance, but not for the purpose of expressing an opinion on the effectiveness of internal
control over compliance. Accordingly, we do not express an opinion on the effectiveness of the
entity’s internal control over compliance.

A control deficiency in an entity’s internal control over compliance exists when the design or
operation of a control does not allow management or employees, in the normal course of
performing their assigned functions, to prevent or detect noncompliance with a type of
compliance requirement of a federal program on a timely basis. A significant deficiency is a
control deficiency, or combination of control deficiencies, that adversely affects the entity’s
ability to administer a federal program such that there is more than a remote likelihood that
noncompliance with a type of compliance requirement of a federal program that is more than
inconsequential will not be prevented or detected by the entity’s internal control.

A material weakness is a significant deficiency, or combination of significant deficiencies, that
results in more than a remote likelihood that material noncompliance with a type of compliance
requirement of a federal program will not be prevented or detected by the entity’s internal
control.

Our consideration of internal control over compliance was for the limited purpose described in
the first paragraph of this section and would not necessarily identify all deficiencies in internal
control that might be significant deficiencies or material weaknesses. We did not identify any
deficiencies in internal control over compliance that we consider to be material weaknesses, as
defined above.

This report is intended solely for the information and use of management, the City Commission,
and federal awarding agencies and is not intended to be and should not be used by anyone other

than these specified parties.
7424&/ f M, PLLL

October 17, 2007



City of Watervliet, Michigan

Schedule of Expenditures of Federal Awards
Year Ended June 30, 2007

Pass-through Entity

CFDA Project/Grant Award Federal
Federal Agency/Pass-through Agency/Program Title Number Number Amount Expenditures
U.S. Department of Agriculture - Waste and Water
Disposal Systems for Rural Communities - Loan 10.760 N/A $ 2,500,000 $ 1,573,344
U.S. Department of Housing and Urban Development -
Passed through the Michigan Strategic Fund -
Michigan CDBG Grant 14228 MSC 205064-EDIG 174,000 -
MSC 204065-EDIG 75,000 35,119

Total federal awards $ 1,608,463

See Notes to Schedule of Expenditures 6
of Federal Awards



City of Watervliet, Michigan

Notes to Schedule of Expenditures of Federal Awards
Year Ended June 30, 2007

Note | - Significant Accounting Policies

The accompanying schedule of expenditures of federal awards includes the federal
grant activity of the City of Watervliet, Michigan and is presented on the same basis
of accounting as the basic financial statements. The information in this schedule is
presented in accordance with the requirements of OMB Circular A-133, Audits of
States, Local Governments, and Non-Profit Organizations. Therefore, some amounts
presented in this schedule may differ from amounts presented in, or used in the
preparation of, the basic financial statements.

Note 2 - Loans Outstanding

The City had the following loan balance outstanding at June 30, 2007. This loan
balance is included in the federal expenditures presented in the schedule.

CFDA Amount
Cluster/Program Title Number Outstanding
Waste and Water Disposal Systems for
Rural Communities 10.760 $ 1,237,000



City of Watervliet, Michigan

Schedule of Findings and Questioned Costs
Year Ended June 30, 2007
Section 1 - Summary of Auditor’s Results

Financial Statements

Type of auditor’s report issued: Unqualified
Internal control over financial reporting:
e Material weakness(es) identified? X Yes No

¢ Signficiant deficiency(ies) identified that are
not considered to be material weaknesses? _ X  Yes None reported

Noncompliance material to financial
statements noted? Yes X _ No

Federal Awards

Internal control over major program(s):
e Material weakness(es) identified? Yes X _No

¢ Signficiant deficiency(ies) identified that are
not considered to be material weaknesses? Yes X __ None reported

Type of auditor’s report issued on compliance for major program(s): Unqualified

Any audit findings disclosed that are required
to be reported in accordance with
Section 510(a) of Circular A-133? Yes X No

Identification of major programs:

CFDA Number Name of Federal Program or Cluster

10.760 Waste and Water Disposal Systems for Rural Communities
Dollar threshold used to distinguish between type A and type B programs: $300,000

Auditee qualified as low-risk auditee? Yes X _No



City of Watervliet, Michigan

Schedule of Findings and Questioned Costs (Continued)
Year Ended June 30, 2007

Section Il - Financial Statement Audit Findings

Reference

Number

Findings

Finding Type - Material weakness

Condition - The City did not accurately record significant activity related to
the Enterprise Funds’ capital assets, including the recording of current year
costs, construction retainage, and capitalized interest expense related to the
Water System Improvement Project.

Context - The City has overall financial responsibility to properly record
transactions and provide accurate interim financial reporting.

Effect - The related general ledger balances were not recorded.

Cause - The City’s engineers were responsible for establishing the project
budget and tracking the related expenditures on behalf of the City.

Recommendation - The City should record the capital asset additions for the
Enterprise Funds throughout the year, as well as capitalize interest payments
made on financing related to ongoing construction projects. Retainages
related to construction projects still in process at year end should also be
evaluated and recorded as part of the year-end adjustments.

Views of Responsible Officials and Planned Corrective Actions - The
City plans to record the fixed asset additions and retainage payable as well as
capitalized interest in the future.



City of Watervliet, Michigan

Schedule of Findings and Questioned Costs (Continued)
Year Ended June 30, 2007

Section Il - Financial Statement Audit Findings (Continued)

Reference
Number

Findings

2

Finding Type - Material weakness

Condition - The City did not record the Enterprise Funds’ new bond issue,
including accrued interest.

Context - The City has overall financial responsibility to properly record
transactions and provide accurate interim financial reporting.

Effect - The related general ledger balances were not accurately recorded.

Cause - The City did not record the bond proceeds on the general ledger in
order to be consistent with their treatment of the project expenditures which
is noted above.

Recommendation - The City should properly record the current year bond
issue as a liability in the general ledger system. Also, accrued interest should
be calculated and recorded as part of the year-end adjustments.

Views of Responsible Officials and Planned Corrective Actions - The
City plans to record future bond issues as a liability, as well as calculate and
record accrued interest as part of the year-end adjustments.



City of Watervliet, Michigan

Schedule of Findings and Questioned Costs (Continued)
Year Ended June 30, 2007

Section Il - Financial Statement Audit Findings (Continued)

Reference
Number Findings
3 Finding Type - Significant deficiency

Condition - The City lacks segregation of duties in the area of cash
collections. The same individual may receive cash, generate receipts, make
deposits, has the ability to post journal entries, and is responsible for the
preparation of the bank reconciliations. In addition, the bank reconciliations
are not reviewed.

Context - The City has responsibility for safeguarding City financial assets.
Effect - Increased potential for misappropriation of assets

Cause - Limited staffing makes it difficult to properly segregate the tasks
involved in the cash collection process.

Recommendation - The City should implement a process to independently
review monthly bank statements and the related reconciliations.

Views of Responsible Officials and Planned Corrective Actions - The
City plans to put a process in place for the independent review of monthly
bank statements and reconciliations.



City of Watervliet, Michigan

Schedule of Findings and Questioned Costs (Continued)
Year Ended June 30, 2007

Section Il - Financial Statement Audit Findings (Continued)

Reference
Number Findings
4 Finding Type - Significant deficiency

Condition - All manual journal entries posted to the general ledger are
initiated and entered by one individual. These entries are not approved or
reviewed by any other City personnel.

Context - The City has responsibility for safeguarding City financial assets and
accurate financial reporting.

Effect - Increased potential for material misstatement of the City’s financials.

Cause - Minimal staffing makes it difficult to implement a process for manual
journal entry approval and review.

Recommendation - The City should establish a process in which a separate
individual or the finance committee would review manual journal entries
posted in the general ledger monthly, including the supporting documentation
for those entries.

Views of Responsible Officials and Planned Corrective Actions - The
City plans to establish a process for the review of manual journal entries,
including supporting documentation.

Section 11l - Federal Program Audit Findings

None
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October 17, 2007

To the Finance Committee and
City Commission

City of Watervliet

Watervliet, Michigan

In planning and performing our audit of the financial statements of the City of Watervliet as of and
for the year ended June 30, 2007, in accordance with auditing standards generally accepted in the
United States of America, we considered the City's internal control over financial reporting (internal
control) as a basis for designing our auditing procedures for the purpose of expressing our opinion
on the financial statements, but not for the purpose of expressing an opinion on the effectiveness of
the City's internal control. Accordingly, we do not express an opinion on the effectiveness of the
City's internal control.

Our consideration of internal control was for the limited purpose described in the preceding
paragraph and would not necessarily identify all deficiencies in internal control that might be
significant deficiencies or material weaknesses. However, as discussed below, we identified certain
deficiencies in internal control that we consider to be significant deficiencies and another deficiency
that we consider to be a material weakness.

A control deficiency exists when the design or operation of a control does not allow management or
employees, in the normal course of performing their assigned functions, to prevent or detect
misstatements on a timely basis. A significant deficiency is a control deficiency, or combination of
control deficiencies, that adversely affects the entity's ability to initiate, authorize, record, process,
or report financial data reliably in accordance with generally accepted accounting principles such that
there is more than a remote likelihood that a misstatement of the entity's financial statements that is
more than inconsequential will not be prevented or detected by the entity's internal control. We
consider the following deficiencies to be significant deficiencies in internal control:

Segregation of Duties

The City lacks segregation of duties in the area of cash collections. The same individual may receive
cash, generate receipts, make deposits, has the ability to post journal entries, and is responsible for
the preparation of the bank reconciliations. Implementing a process to independently review
monthly bank statements and related reconciliations would bring an additional level of control in this
area.

The lack of segregation of duties is further exacerbated by the memorization of passwords by the
general ledger system. We also encourage a change in the current practices surrounding the
general ledger system passwords.

Pragjgg'_:



To the Finance Committee and 2 October 17, 2007
City Commission
City of Watervliet

Control Over Manual Journal Entries

All manual journal entries posted to the general ledger are initiated and entered by one individual.
These entries are not reviewed by any other City personnel. A review process would strengthen
internal controls. We recommend that a process be implemented in which a separate individual (or
possibly the finance committee) would review manual journal entries posted in the general ledger on
a monthly basis, including the supporting documentation for those entries. Controls would be
further enhanced by having the Commission monitor the expenditures of the City through the use
of a detailed budget to actual comparison report.

A material weakness is a significant deficiency, or combination of significant deficiencies, that results
in more than a remote likelihood that a material misstatement of the financial statements will not be
prevented or detected by the entity's internal control. We believe that the following deficiency
constitutes a material weakness.

Capital Assets and Related Bonds

Material adjustments were identified by Plante & Moran, PLLC during the audit and recorded as
adjusting entries. These adjustments were made to the Water Fund's capital assets and long-term
debt. During our audit, we noted that no expenditures related to the Water System Improvement
Project had been recorded in the general ledger for the Water Fund. The project expenditures
were only tracked in a spreadsheet maintained by Wightman & Associates. It was also noted that
adjustments were not made at year end for either the contract retainage owed for the ongoing
Water System Improvement Project or the interest payments related to the Water System
Improvement Project bonds, which should have been capitalized. Additionally, the bond proceeds
received during the year were not recorded on the general ledger. The interest payable on this
bond issue as of June 30, 2007 should also have been accrued. Although the interest payment
amount was unknown at year end, an estimated amount should have been recorded.

Other Matters

We offer the following recommendations, which are informational in nature:

DDA Expenditures

During our audit, we noted the Downtown Development Authority's approved plan has not been
strictly followed in the past. In addition, the plan originally approved by the County has expired. If
the City desires to continue collecting taxes on behalf of the Downtown Development Authority,
we recommend drafting a new plan and submitting it for approval.

Record Keeping

During our testing of the water billing cycle, we found that the physical meter reads are not
maintained for all residents for a full fiscal year. Once a page in the meter ledger becomes full, it is
discarded and a new one is started. The only support for customer billings after the page is
discarded is the reading amount that was entered into the utility billing system. We recommend that
pages from the meter ledgers be maintained for at least one year to provide additional
documentation for customer billings.



To the Finance Committee and 3 October 17, 2007
City Commission
City of Watervliet

Electronic Transfers (Repeated from Prior Year)

There was a bill passed and signed on December 31, 2002 (PA 738) that requires all local units of
government to approve a resolution authorizing payments of “automated clearing house (ACH)
transactions.” Beginning immediately, a local unit’s governing body must adopt a policy on ACH
arrangements that includes all of the following:

¢ Designation of an individual as the party responsible for payment approval, accounting, reporting
and compliance with the ACH policy

e A statement that this individual is required to submit documentation as follows: describe the
goods or services purchased, the cost, date of payment, and the department benefiting from the
purchase

e A system of internal controls to monitor the use of ACH transactions
e The approval of ACH invoices before payment

While the City does not currently use electronic transfers other than for payroll taxes, we
recommend that a resolution be adopted in anticipation of future use for the UDSA principal and
interest payments and to comply with this public act.

Internal Balances (Repeated from Prior Year)

The nature of the “due to other funds” and “due from other funds” accounts should be short term.
If the City does not intend to liquidate these balances, loan agreements should be drafted with
established interest rates and payment terms. With the current cash positions in most funds, the
City may be able to repay most of these balances.

Check Signing (Repeated from Prior Year)

During our audit, we noted one of the City’s written policies was not being strictly adhered to. We
recommend the City review this policy to determine whether it should be modified to follow
current practices or be more strictly enforced. The City’s Administration Code does not list the city
manager as an eligible check signer. However, we noted that the city manager regularly signs cash
disbursement and payroll checks.

Statements on Auditing Standards 104 to | | | - The Risk Assessment Standards

The AICPA issued Statements on Auditing Standards (SAS 104 - SAS | | ) which will substantially
affect the auditing process. The effective date for your audits will be for the audit of the financial
statements for the year ending June 30, 2007. These standards essentially redefine the audit process
from start to finish and the ramifications for the audit process are substantial.



To the Finance Committee and 4 October 17, 2007
City Commission
City of Watervliet

The new standards primarily require:

e The auditor to obtain a deeper understanding of (1) the City and its internal control, for the
purpose of identifying the risks of material misstatement in the financial statements; and (2) what
the City is doing to mitigate those risks

e A more rigorous assessment of the risks of material misstatement based on that understanding,
with additional emphasis on significant risks that call for special audit consideration

e Aclearer linkage between the assessed risks and the audit procedures performed, including tests
of controls and substantive tests, in response to those risks

We have invested substantial resources into the redesign of our audit process to conform to these
requirements. Our ultimate goal, as in the past, is to provide a quality audit, in full conformance
with the requirements, which is tailored to the unique environment for Michigan municipals. As a
result, our 2008 audit process will have many new features and elements built in. We will work with
you to understand the elements, involve you in the information gathering process, and perform audit
tests focused on the risks embedded in the City’s financial statements. To provide you with as much
lead time as possible in the data gathering process, we will review the information needs and
provide the necessary tools in the next several months.

Recent Revisions to State Transportation Funding Program

Current legislation modified Act 51 to allow local governments to transfer monies from their Major
Street Fund to their Local Street Fund at a level of 50 percent of annual major street funding
received. In addition, greater than 50 percent can be transferred. However, the amended law
requires that certain conditions be met to allow for a transfer in excess of 50 percent including the
adoption of an asset management process for the Major and Local Street systems as well as a
detailed resolution passed by the Village. It is important to note that major street monies
transferred for use on local streets cannot be used for construction but may be used for
preservation. These provisions sunset on December 31, 2008. Without an extension of this
provision, a transfer from the Major Street Fund to the Local Street Fund can only be done to the
extent that local revenues exist in the Major Street Fund. Current legislation also includes a pilot
program that would allow for the combination of the Major Street Fund and the Local Street Fund if
certain conditions are met.

Personal Property Tax

Over the last seven years, the State’s personal property tax laws and regulations have changed
substantially. In 2000, the State Tax Commission updated the general business depreciation tables
that are used to calculate personal property taxes, resulting in an approximate drop in property tax
revenue of 10 percent. In addition, the State Tax Commission also approved new personal property
tax tables for utilities which made drastic changes to transmission and distribution property of
utilities (resulting in approximately 30 percent revenue loss to local units of government). Also, the
Michigan Supreme Court in WPW Acquisition Co v. City of Troy ruled that the Proposal A cap
prevents assessors from increasing the taxable value of commercial rental property above the rate of
inflation using the occupancy methodology even when reductions in taxable value were previously
granted due to a decrease in occupancy.



To the Finance Committee and 5 October 17, 2007
City Commission
City of Watervliet

The new Michigan business tax also provides more personal property tax relief to business taxpayers
(see details below). Even with this most recent relief provided in June 2007 through the MBT,
further reductions to personal property tax remain part of the State’s tax structure discussions.
Personal property taxes are a significant revenue source to many local governments. For the City,
personal property tax represents |2 percent of its tax base. If the State’s new business tax
structure provides personal property tax relief, the question is will local governments be held
harmless by the State and to what extent? The governor’s tax plan as introduced proposes to
change the property tax system to mitigate the impact of the WPW case. A similar attempt to make
this correction occurred in 2005 and 2006 with no success.

New Michigan Business Tax

As previously indicated, the new Michigan business tax (MBT) was approved by the legislature in
June 2007 and replaces the single business tax (SBT) which expires December 31, 2007. According
to the State, the new MBT is intended to generate about the same $1.9 billion generated by the
expiring SBT

While the MBT intended to simplify the old SBT, the MBT is a very lengthy and complicated new
law. The new MBT imposes two taxes - a modified gross receipts tax and a business income tax.
The modified gross receipts tax is imposed at .8 percent on a tax base composed of gross receipts
less certain purchases. The business income tax will be imposed at a rate of less than 5 percent on
business income. The MBT provides for new investment, compensation, and research and
development credits to businesses. The MBT also allows certain qualified small businesses to opt
out of the MBT and pay a straight |.8 percent tax on adjusted business income.

More personal property tax relief is also part of the new MBT. Business personal property classified
as “industrial” or “commercial” will be exempt from certain personal property taxes - specifically
from the State Education Tax (SET) and local school operating mills. “Industrial” personal property
will receive exemptions from the 6 SET mills and the 18 schools operating mills (for a total 24 mill
exemption). “Commercial” personal property will be exempt from |2 of the 18 school operating
mills.

These newly enacted personal property tax exemptions will mean that local governments will
collect less school taxes on these properties. For local governments that have enacted an
administrative fee on tax collections, they will likely see a decrease in the administration fees that
have traditionally been collected. Also, for those local governments with tax increment financing
authorities that continue to have existing eligible obligations outstanding and are therefore allowed
to capture school taxes (to the extent of these eligible obligations), the personal property tax
exemptions on school millages will likely decrease the amount of school taxes available to capture.

Given the favorable tax treatment of industrial versus commercial personal property, it is expected
that businesses will be re-reviewing the classification of their personal property. Your assessor will
likely receive more frequent inquiries and requests to change classification of personal property to
take the most advantage of the tax break afforded to industrial property and commercial property
and the additional relief available for industrial property.
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As we understand it now, these are the areas at the local governmental level (i.e., impact on
administrative fees, impact on school dollars available for capture for certain tax increment financing
authorities, and property classifications) that are the most directly impacted by the new MBT.

We will keep you updated as we continue to explore these and other issues regarding the impact of
the MBT on local units of government.

Municipal Finance Act Revisions (Reminder)

The Municipal Finance Act was amended several years ago. Communities are now required to
submit a filing once a year with the Michigan Department of Treasury. The old |0-day “exemption
from prior approval” process has been eliminated and is replaced with this qualification process.
This filing will serve as a pre-approval for future debt issues. The current filing is due within six
months of the City’s year end (December 31, 2007) and is good for one year thereafter.

Revenue Sharing

The future of the State’s revenue-sharing program continues to be directly tied to the condition of
the State’s budget. Reductions to statutory revenue sharing started in 2001 as shortfalls began
occurring in the State’s budget. The State’s budget shortfalls continue to be significant. The State
was approximately $1.8 billion short of the revenue needed to cover basic services for the State’s
upcoming fiscal year 2007/2008 budget. The legislature and the governor acted on October | to
increase the income tax rate (from 3.9 percent to 4.35 percent, raising more than $750 million) and
to enact a new 6 percent tax on certain services (raising approximately $700 million per year). As
part of the continuation budget that was also passed on October |, there are still approximately
$400 million of “to-be-determined” cuts that remain to be agreed upon and announced for the fiscal
year 2007/2008 budget. It is not completely clear whether the State’s fiscal year 2006/2007 budget
has been completely balanced as well. The outcome of other matters will also impact revenue
sharing and those matters include:

e Future of county participation in statutory revenue sharing. In 2004, the State terminated
payment of statutory revenue sharing to counties (which was approximately $182 million)
but allowed counties to move their operating tax levy to July from December. Counties are
required to deposit the additional monies from the earlier levy into a “reserve fund” which is
to be used by the counties to replace lost statutory revenue sharing in future years. The
question that remains is when the reserve funds established by counties are depleted, will
counties come back into the “revenue-sharing formula” and to what extent? Will the size of
the statutory pot grow to accommodate counties or will there be a shift of the same monies
from cities, villages, and townships to the counties?

e The statutory revenue-sharing formula expires in 2007. Legislative action is required on this
Act for appropriations to continue into 2008 and beyond.
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e Changes to Michigan’s tax structure - The Michigan single business tax has been eliminated
effective December 31, 2007 which will result in the loss of $1.9 billion from the State’s
budget in 2008. In June 2007, a replacement for the single business tax - called the new
Michigan business tax - was approved by the legislature. More details on this new tax
structure are included below. In the overview, the plan creates a new tax structure for
Michigan businesses, provides further personal property tax relief to business taxpayers, and
is forecasted by the State to generate about the same revenue ($1.9 billion) as the single
business tax. Technical corrections on this recently passed law are still pending and the law
is lengthy and complex. The true financial impact on the State’s budget is hard to predict.
Further changes to Michigan’s tax structure were made on October | as described above to
partially close the structural budget deficit that exists.

As introduced, the governor’s budget for fiscal year 2007/2008 includes a revenue-sharing increase
of $27 million to be distributed using the three-part formula currently contained in the revenue-
sharing act (taxable value per capita, population/unit type, and yield equalization) with an additional
$14.5 million for public safety funding. While specific details have not been announced yet,
communities would only be eligible for the increase if they can demonstrate service sharing with
other local governments. Many observers have indicated that it is likely that revenue sharing for
fiscal year 2007/2008 will more than likely be tied to fiscal year 2006/2007 funding levels.

It is unclear what the outcome will be regarding the short-term and long-term funding of statutory
revenue sharing. Decisions still remain on the ultimate funding level for revenue sharing for the
State’s fiscal years 2006/2007 and 2007/2008. Local governments may need to react with budget
amendments when these final decisions are made by the State.

This communication is intended solely for the information and use of management, the City
Commission, and others within the organization and is not intended to be and should not be used by
anyone other than these specified parties.

Very truly yours,
Plante & Moran, PLLC

Sharon L. Vargo, CPA
Partner
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