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Audit Committee

Honorable Mayor, Brian Loughmiller and Members of City Council
Mr. Paul G. Grimes, City Manager

Mr. Mark Holloway, Chief Financial Officer

City of McKinney

McKinney, Texas

As part of our audits of the financial statements and compliance of the City of McKinney (the
City) as of and for the year ended September 30, 2016, we wish to communicate the following to
you.

AUDIT SCOPE AND RESULTS

Auditor’s Responsibility Under Auditing Standards Generally Accepted in the United
States of America and the Standards Applicable to Financial Audits Contained in
Government Auditing Standards | ssued by the Comptroller General of the United States
and U.S. Office of M anagement and Budget (OMB) Title 2 U.S. Code of Federal
Requlations Part 200, Uniform Administrative Requirements, Cost Principles, and Audit
Requirementsfor Federal Awards (Uniform Guidance)

An audit performed in accordance with auditing standards generally accepted in the United
States of America and the standards applicable to financia audits contained in Gover nment
Auditing Standards issued by the Comptroller General of the United States and U.S. Office of
Management and Budget (OMB) Uniform Guidance is designed to obtain reasonable, rather than
absolute, assurance about the financial statements and about whether noncompliance with the
types of compliance requirements described in the OMB Compliance Supplement that could
have a direct and material effect on amajor federal program occurred. In performing auditing
procedures, we establish scopes of audit testsin relation to the financial statements taken asa
whole. Our engagement does not include a detailed audit of every transaction. Our engagement
letter more specifically describes our responsibilities.

These standards require communication of significant matters related to the financial statement
and compliance audits that are relevant to the responsibilities of those charged with governance
in overseeing the financial reporting process. Such matters are communicated in the remainder
of thisletter or have previously been communicated during other phases of the audit. The
standards do not require the auditor to design procedures for the purpose of identifying other
matters to be communicated with those charged with governance.
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Audits of the financia statements and compliance do not relieve management or those charged
with governance of their responsibilities. Our engagement letter more specifically describes
your responsibilities.

Qualitative Aspects of Significant Accounting Policies and Practices

Sgnificant Accounting Policies

The City’ s significant accounting policies are described in Note 1 of the audited financial
Statements.

Alter native Accounting Treatments

No matters are reportable.

Management Judgments and Accounting Estimates

Accounting estimates are an integral part of financial statement preparation by management,
based on its judgments. The following areas involve significant areas of such estimates for
which we are prepared to discuss management’ s estimation process and our procedures for
testing the reasonableness of those estimates:

e Useful lives of capital assets

e Allowance for doubtful accounts

e Insurance and risk management liability

e Actuarial assumptions used to estimate the net pension liability

e Actuarial assumptions used to estimate the net other postemployment benefits
liability

Financial Satement Disclosures

The following areas involve particularly sensitive financial statement disclosures for which we
are prepared to discuss the issues involved and related judgments made in formulating those
disclosures:

e Other postemployment benefits
e Defined benefit plan, GASB 68 disclosures

Audit Adjustments

During the course of any audit, an auditor may propose adjustments to financial statement
amounts. Management evaluates our proposals and records those adjustments, which in its
judgment, are required to prevent the financial statements from being materially misstated.



Proposed Audit Adjustments Recorded:
e Entry toroll fund balances
e Unavailable revenue
e Deferred loss on bond refunding
e Accounts payable for McKinney Main Street

Auditor’s Judgments About the Quality of the Entity’s Accounting Principles

No matters are reportable.

Other Material Written Communications

Listed below are other material written communications between management and us related to
the audit:

e Management representation letter (attached)
INTERNAL CONTROL OVER FINANCIAL REPORTING

In planning and performing our audit of the financial statements of the City of McKinney as of
and for the year ended September 30, 2016, 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 Genera of the United
States, we considered the Company’ sinternal control over financial reporting (internal control)
asabasisfor designing our auditing procedures for the purpose of expressing our opinion on the
financia statements, but not for the purpose of expressing an opinion on the effectiveness of the
Company’sinternal control. Accordingly, we do not express an opinion on the effectiveness of
the Company’sinternal control.

Our consideration of internal control was for the limited purpose described in the preceding
paragraph and was not designed to identify all deficienciesin internal control that might be
significant deficiencies or material weaknesses and, therefore, there can be no assurance that all
deficiencies, significant deficiencies or material weaknesses have been identified.

A deficiency exists when the design or operation of a control does not alow management or
employees, in the normal course of performing their assigned functions, to prevent or detect and
correct misstatements of the City’sfinancial statements on atimely basis. A deficiency in design
exists when a control necessary to meet a control objective is missing or an existing control is
not properly designed so that, even if the control operates as designed, a control objective would
not be met. A deficiency in operation exists when a properly designed control does not operate
as designed or when the person performing the control does not possess the necessary authority
or competence to perform the control effectively.
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A material weaknessis a deficiency, or a combination of deficiencies, in internal control, such
that there is areasonable possibility that a material misstatement of the City’ s financial
statements will not be prevented or detected and corrected on atimely basis.

A significant deficiency is a deficiency, or combination of deficiencies, in internal control that is
less severe than a material weakness, yet important enough to merit attention by those charged
with governance.

We observed the following matters that we consider to be deficiencies.

Deficiencies

Srengthening Internal Control

Management is responsible for establishing and maintaining effective internal control to
safeguard the City’ s assets. We noted the following deficiencies in internal control during the

performance of our audit procedures, discussions and observations:

e BKD recommends that the City review access/permissionsin relation to journal entry
creation and approval and the overall security matrix.

M anagement Response

Financial Services management will work with the Information Technology
Department to review the security matrix reports annually.

e BKD suggeststhat McKinney Main Street have aformal closing process that with
review and approval by an experienced accounting professional and the Board. If
allowed by the accounting system, fiscal periods and fiscal years should be closed or
secured to not allow entries to be back-posted. To the extent possible, it is
recommended to have an accounting professional review the general ledger, bank
reconciliations, and financia statements on a more frequent basis.

M anagement Response

McKinney Main Street contracted with athird party CPA in December 2016 to
perform bi-monthly reviews of its general ledger for properly classified transactions,
reviews of bank and credit card reconciliations, and post adjusting journal entries as
necessary. Password security to post prior period adjustments has been established in
the accounting system. The Main Street Board reviews and approves financial
reports on amonthly basis. In addition, McKinney Main Street contracts with its
primary CPA to file annual Form 990, file quarterly salestax returns, and issue
1099's.
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e The summarization of hangar leasesis not evaluated by a person outside of the
Airport. This provides the opportunity for a hangar deposit to not be collected or for
the revenue to be misdirected. BKD suggests that the summarizing schedule of
hangers and tie downs, |lease term, deposits and monthly payments be reviewed and
agreed to the underlying executed lease. The schedule and its support (executed
leases) should be accessible to both Airport and Finance staff so that an expectation
of monthly revenue and deposits can be developed and individual transactions can be
agreed to the GL.

M anagement Response

Financial Services staff now reconciles airport transactions monthly including
inventories, deposits, sales revenues, and lease revenues. Finance and Airport staff
are working to update a schedul e of leasable space to include lease terms, deposits,
and monthly rental fees. This schedule will be reviewed by Financial Services
management on a quarterly basis.

The City’ s written responses to the deficiencies identified in our audit have not been subjected to
the auditing procedures applied in the audit of the financial statements, and accordingly, we
eXpress no opinion onit.

OTHER MATTERS

Although not considered material weaknesses, significant deficiencies or deficienciesin internal
control over financial reporting, we observed the following matters and offer these comments
and suggestions with respect to matters which came to our attention during the course of the
audit of the financial statements. Our audit procedures are designed primarily to enable usto
form an opinion on the financial statements and, therefore, may not bring to light all weaknesses
in policies and procedures that may exist. However, these matters are offered as constructive
suggestions for the consideration of management as part of the ongoing process of modifying
and improving financial and administrative practices and procedures. We can discuss these
matters further at your convenience and may provide implementation assistance for changes or
improvements.

New Accounting Pronouncements

GASB Statement No. 75, Accounting and Financial Reporting for Postempl oyment Benefits
Other Than Pensions (GASB 75) replaces the requirements of GASB Statement No. 45,
Accounting and Financial Reporting by Employers for Postemployment Benefits Other Than
Pensions. GASB 75 requires governments to report aliability on the face of the financial
statements, in accordance with the following:

e Employersthat are responsible only for OPEB liabilities for their own employees and
that provide OPEB through a defined benefit OPEB plan administered through a trust
that meets specified criteriawill report anet OPEB liability (the difference between
the total OPEB liability and the assets accumulated in trust and restricted to make the
benefit payments)
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e Employersthat participate in a cost-sharing OPEB plan that is administered through a
trust that meets specified criteriawill report aliability equal to the employer’s
proportionate share for the collective OPEB liability for all employers participating in
the plan

e Employers, such as the City, that do not provide OPEB through atrust that meets
specified criteriawill report the total OPEB liability for their own employees

GASB 75 requires more extensive note disclosures and required supplementary information
(RSI) about the OPEB liabilities. GASB 75 is effective for fiscal years beginning after June 15,
2017. Therefore, the statement will be effective for the City’ s year ending September 30, 2018.

GASB Statement No. 77, Tax Abatement Disclosures (GASB 77): GASB 77 requires certain
disclosures related to tax abatement agreements. A tax abatement is defined as areduction in tax
revenues that results from an agreement between one or more governments and an individual or
entity in which (a) one or more governments promise to forgo tax revenues to which they are
otherwise entitles and (b) the individual or entity promises to take a specific action after the
agreement has been entered into that contributes to economic development or otherwise benefits
the governments or the citizens of those governments. Required disclosures include:

e Descriptions of the tax abatement programsin place
e Gross dollar amount by which tax revenues were reduced for the period
e Any other commitments made under tax abatement agreements

While not effective in the short-term, we recommend the City begin assessing the potential
impact on the financial statements of this statement and begin the process of communicating this
impact with those charged with governance and other stakeholders.

This communication is intended solely for the information and use of the Audit Committee, City

Council and management, and is not intended to be and should not be used by anyone other than
these specified parties.

BED L

February 16, 2017
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BKD, LLP

Certified Public Accountants
14241 Dallas Parkway, Suite 1100
Dallas, Texas 75254

We are providing this letter in connection with your audits of our financial statements as of
and for the years ended September 30, 2016 and your audit of our compliance with
requirements applicable to each of our major federal awards programs as of and for the year
ended September 30, 2016. We confirm that we are responsible for the fair presentation of the
financial statements in conformity with accounting principles generally accepted in the United
States of America. We are also responsible for adopting sound accounting policies,
establishing and maintaining effective internal control over financial reporting, operations and
compliance, and preventing and detecting fraud.

Certain representations in this letter are described as being limited to matters that are material.
Items are considered material, regardless of size, if they involve an omission or misstatement
of accounting information that, in light of surrounding circumstances, makes it probable that
the judgment of a reasonable person relying on the information would be changed or influenced
by the omission or misstatement.

We confirm, to the best of our knowledge and belief, the following:

1. We have fulfilled our responsibilities, as set out in the terms of our engagement
letter dated August 9, 2016, for the preparation and fair presentation of the financial
statements in accordance with accounting principles generally accepted in the
United States of America.

2 We acknowledge our responsibility for the design, implementation and
maintenance of internal control relevant to the preparation and fair presentation of
financial statements that are free from material misstatement, whether due to fraud
or error.

3. We acknowledge our responsibility for the design, implementation and
maintenance of internal control to prevent and detect fraud.

4. We have reviewed and approved a draft of the financial statements and related notes
referred to above, which you prepared in connection with your audit of our financial

Finance Department

PO. Box 517 ¢ McKinney, Texas 75070 ¢ Metro 972-562-6080
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statements. We acknowledge that we are responsible for the fair presentation of
the financial statements and related notes.

We have provided you with:

(a) Access to all information of which we are aware that is relevant to the
preparation and fair presentation of the financial statements such as records,
documentation and other matters.

(b) Additional information that you have requested from us for the purpose of
the audit.

(¢) Unrestricted access to persons within the entity from whom you determined
it necessary to obtain audit evidence.

(d)  All minutes of meetings of the governing body held through the date of this
letter.

(e)  All significant contracts and grants.

All transactions have been recorded in the accounting records and are reflected in
the financial statements.

We have informed you of all current risks of a material amount that are not
adequately prevented or detected by entity procedures with respect to:

(a) Misappropriation of assets.
(b) Misrepresented or misstated assets, liabilities or net position.

We have no knowledge of any known or suspected:

(a) Fraudulent financial reporting or misappropriation of assets involving
management or employees who have significant roles in internal control.

(b)  Fraudulent financial reporting or misappropriation of assets involving others
that could have a material effect on the financial statements.

We have no knowledge of any allegations of fraud or suspected fraud affecting the
City received in communications from employees, customers, regulators, suppliers
or others.

We have disclosed to you the identity of the City’s related parties and all the related
party relationships and transactions of which we are aware. Related party
relationships and transactions have been appropriately accounted for and disclosed
in accordance with accounting principles generally accepted in the United States of
America. We understand that the term related party refers to an affiliate;
management, and members of their immediate families, component units; and any
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other party with which the entity may deal if it can significantly influence, or be
influenced by, the management or operating policies of the other. The term affiliate
refers to a party that directly or indirectly controls, or is controlled by, or is under
common control with us.

Except as reflected in the financial statements, there are no:

(a) Plans or intentions that may materially affect carrying values or
classifications of assets and liabilities.

(b) Material transactions omitted or improperly recorded in the financial
statements.

(c) Material gain/loss contingencies requiring accrual or disclosure, including
those arising from environmental remediation obligations.

(d) Events occurring subsequent to the balance sheet date through the date of this
letter requiring adjustment or disclosure in the financial statements.

(e) Agreements to purchase assets previously sold.
(f) Restrictions on cash balances or compensating balance agreements.

(g) Guarantees, whether written or oral, under which the City is contingently
liable.

We have disclosed to you all known instances of noncompliance or suspected
noncompliance with laws and regulations whose effects should be considered when
preparing financial statements.

We have no reason to believe the City owes any penalties or payments under the
Employer Shared Responsibility Provisions of the Patient Protection and
Affordable Care Act nor have we received any correspondence from the IRS or
other agencies indicating such payments may be due.

We have disclosed to you all known actual or possible litigation and claims whose
effects should be considered when preparing the financial statements. The effects
of all known actual or possible litigation and claims have been accounted for and
disclosed in accordance with accounting principles generally accepted in the United
States of America.

Adequate provisions and allowances have been accrued for any material losses
from:

(a) Uncollectible receivables.

(b) Reducing obsolete or excess inventories to estimated net realizable value.
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(¢) Sales commitments, including those unable to be fulfilled.

(d) Purchase commitments in excess of normal requirements or above prevailing
market prices.

Except as disclosed in the financial statements, we have:

(a) Satisfactory title to all recorded assets, and they are not subject to any liens,
pledges or other encumbrances.

(b) Complied with all aspects of contractual and grant agreements, for which
noncompliance would materially affect the financial statements.

We have not been designated as a potentially responsible party (PRP or equivalent
status) by the Environmental Protection Agency (EPA) or other cognizant
regulatory agency with authority to enforce environmental laws and regulations.

We have notified you of any instances of noncompliance with applicable disclosure
requirements of the SEC Rule 15¢2-12 and applicable state laws.

With regard to deposit and investment activities:

(a) All deposit, repurchase agreements and investment transactions have been
made in accordance with legal and contractual requirements.

(b) Disclosures of deposit and investment balances and risks in the financial
statements are consistent with our understanding of the applicable laws
regarding enforceability of any pledges of collateral.

(¢) We understand that your audit does not represent an opinion regarding the
enforceability of any collateral pledges.

With respect to any nonattest services you have provided us during the year,
including assistance with preparation of our draft comprehensive annual financial
report:

(a) We have designated a qualified management-level individual to be
responsible and accountable for overseeing the nonattest services.

(b) We have established and monitored the performance of the nonattest services
to ensure that they meet our objectives.

(c) We have made any and all decisions involving management functions with
respect to the nonattest services and accept full responsibility for such
decisions.
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(d) We have evaluated the adequacy of the services performed and any findings
that resulted.

We acknowledge that we are responsible for compliance with applicable laws,
regulations and provisions of contracts and grant agreements.

We have identified and disclosed to you all laws, regulations and provisions of
contracts and grant agreements that have a direct and material effect on the
determination of amounts in our financial statements or other financial data
significant to the audit objectives.

We have identified and disclosed to you any violations or possible violations of
laws, regulations and provisions of contracts and grant agreements whose effects
should be considered for recognition and/or disclosure in the financial statements
or for your reporting on noncompliance.

We have taken or will take timely and appropriate steps to remedy any fraud, abuse,
illegal acts or violations of provisions of contracts or grant agreements that you or
other auditors report.

We have a process to track the status of audit findings and recommendations.

We have identified to you any previous financial audits, attestation engagements,
performance audits or other studies related to the objectives of your audit and the
corrective actions taken to address any significant findings and recommendations
made in such audits, attestation engagements or other studies.

We have provided our views on any findings, conclusions and recommendations,
as well as our planned corrective actions with respect thereto, to you for inclusion
in the findings and recommendations referred to in your report on internal control
over financial reporting and on compliance and other matters based on your audit
of the financial statements performed in accordance with Government Auditing
Standards.

With regard to federal awards programs,

(a) We have identified in the schedule of expenditures of federal awards all
assistance provided (either directly or passed through other entities) by
federal agencies in the form of grants, contracts, loans, loan guarantees,
property, cooperative agreements, interest subsidies, commodities, insurance,
direct appropriations or in any other form.

(b) We have identified the types of compliance requirements described in the
U.S. Office of Management and Budget (OMB) Compliance Supplement
regarding activities allowed or unallowed; allowable costs/cost principles;
cash management; eligibility; equipment and real property management;
matching, level of effort, earmarking; period of performance of federal funds;
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procurement and suspension and debarment; program income; reporting;
subrecipient monitoring; and special tests and provisions that are applicable
to each of our federal awards programs. We have identified to you our
interpretation of any applicable compliance requirements subject to varying
interpretations.

We are responsible for complying, and have complied, with the requirements
of Uniform Guidance.

We are responsible to understand and comply with the requirements of
federal statutes, regulations and the terms and conditions of federal awards
related to each of our federal awards programs and have disclosed to you any
and all instances of noncompliance with those requirements occurring during
the period of your audit or subsequent thereto to the date of this letter of which
we are aware. Except for any instances of noncompliance we have disclosed
to you, we believe the City has complied with all applicable compliance
requirements.

We are responsible for establishing and maintaining effective internal control
over compliance to provide reasonable assurance we have administered each
of our federal awards programs in compliance with federal statutes,
regulations and the terms and conditions of the federal awards.

We have made available to you all federal awards (including amendments, if
any) and any other correspondence or documentation relevant to each of our
federal awards programs and to our compliance with applicable requirements
of those programs.

The information presented in federal awards program financial reports and
claims for advances and reimbursements is supported by the books and
records from which our financial statements have been prepared.

The costs charged to federal awards are in accordance with applicable cost
principles.

The reports provided to you related to federal awards programs are true
copies of reports submitted or electronically transmitted to the federal
awarding agency, the applicable payment system or pass-through entity in the
case of a subrecipient.

Amounts claimed or used for matching were determined in accordance with
the applicable OMB Circular regarding cost principles.

We have monitored any subrecipients to determine that they have expended
federal awards in accordance with federal statutes, regulations and the terms
and conditions of the subaward and have met the audit and other requirements
of the Uniform Guidance.
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(1)  We have taken appropriate corrective action on a timely basis after receipt of
any subrecipient’s auditor’s report that identified findings and questioned
costs pertaining to federal awards programs passed through to the
subrecipient by us.

(m) We have considered the results of any subrecipient’s audits received and
made any necessary adjustments to our books and records.

(n) We have disclosed to you any communications from federal awarding
agencies and pass-through entities concerning possible noncompliance with
the applicable compliance requirements for each of our federal awards
programs, including any communications received from the end of the period
of your audit through the date of this letter.

(o) We have identified to you any previous compliance audits, attestation
engagements and internal or external monitoring related to the objectives of
your compliance audit, including findings received and corrective actions
taken to address any significant findings and recommendations made in such
audits, attestation engagements or other monitoring.

(p) The reporting package does not contain any protected personally identifiable
information.

With regard to state awards programs, we have identified in the schedule of
expenditures of state awards all assistance provided (either directly or passed
through other entities) by state agencies in the form of grants, contracts, loans, loan
guarantees, property, cooperative agreements, interest subsidies, commodities,
insurance, direct appropriations or in any other form and determined that the
expenditures are below the threshold required for a compliance audit under the
Texas Uniform Grants Management Standards issued by the Governor’s Office of
Budget and Management of the State of Texas.

The financial statements disclose all significant estimates and material
concentrations known to us. Significant estimates are estimates at the balance sheet
date which could change materially within the next year. Concentrations refer to
volumes of business, revenues, available sources of supply, or markets for which
events could occur which would significantly disrupt normal finances within the
next year. Significant assumptions used by us in making accounting estimates,
including those measured at fair value, are reasonable.

The supplementary information required by the Governmental Accounting
Standards Board, consisting of management’s discussion and analysis, budgetary
comparisons, pension information and the schedules of funding progress for the
other postemployment benefits has been prepared and is measured and presented in
conformity with the applicable GASB pronouncements, and we acknowledge our
responsibility for the information. The information contained therein is based on
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all facts, decisions and conditions currently known to us and is measured using the
same methods and assumptions as were used in the preparation of the financial
statements. We believe the significant assumptions underlying the measurement
and/or presentation of the information are reasonable and appropriate. There has
been no change from the preceding period in the methods of measurement and
presentation.

32.  With regard to supplementary information:

(2)

(b)

(c)

(d)

(e)

We acknowledge our responsibility for the presentation of the supplementary
information in accordance with the applicable criteria.

We believe the supplementary information is fairly presented, both in form
and content, in accordance with the applicable criteria.

The methods of measurement and presentation of the supplementary
information are unchanged from those used in the prior period.

We believe the significant assumptions or interpretations underlying the
measurement and/or presentation of the supplementary information are
reasonable and appropriate.

If the supplementary information is not presented with the audited financial
statements, we acknowledge we will make the audited financial statements
readily available to intended users of the supplementary information no later
than the date such information and the related auditor’s report are issued.

P?G. Grimes, City Manager - Mark Holloway, Chief Finance Officer



