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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

Honorable Mayor and Members of the City Council
City of Flagstaff, Arizona

We have audited the financial statements of the governmental activities, the business-type activities, each
major fund, and the aggregate remaining fund information of City of Flagstaff, Arizona (the City), 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 December 21, 2007 (Our report was modified for an emphasis of a matter for
the retroactive reporting of general infrastructure assets as part of the implementation of Governmental
Accounting Standards Board Statement No. 34). 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's internal control over financial reporting as a
basis for designing our auditing procedures for the purpose of expressing our opinions on the basic financial
statements, but not for the purpose of expressing an opinion on the effectiveness of the City’s internal control
over financial reporting. Accordingly, we do not express an opinion on the effectiveness of the City’s internal
control over financial reporting.

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

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 organization’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 organization’s financial statements that is more than inconsequential will not be
prevented or detected by the organization’s internal control. We consider the deficiency 2007-1 described in
the accompanying schedule of findings and questioned costs to be a significant deficiency in internal control
over financial reporting.

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 organization’s internal control.
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Our consideration of 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 and, accordingly, would not necessarily disclose all significant deficiencies that are also
considered to be material weaknesses. However, we believe the significant deficiency described above to be a
material weakness, as defined above.

Compliance and Other Matters

As part of obtaining reasonable assurance about whether the City’s basic 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 as opinion. The results
of our tests disclosed no instances of noncompliance or other matters that are required to be reported under
Government Auditing Standards.

This report is intended solely for the information and use of management, the audit committee, board of
directors, and federal awarding agencies and pass-through entities and is not intended to be and should not be
used by anyone other than these specified parties.

Npditroms £ Qarstcaten P L.

Flagstaff, Arizona
December 21, 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

Honorable Mayor and Members of the City Council
City of Flagstaff, Arizona

Compliance

We have audited the compliance of City of Flagstaff, Arizona (the City), 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 each of its major federal programs for the year ended June 30, 2007. The
City's major federal programs are 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 each of its major federal programs is the responsibility of the City's management. Our
responsibility is to express an opinion on the City'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'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 of the City's compliance with those requirements.

In our opinion, the City complied, in all material respects, with the requirements referred to above that are
applicable to each of its major federal programs for the year ended June 30, 2007. However, the results of our
auditing procedures disclosed an instance of noncompliance with those requirements, which are required to be
reported in accordance with OMB Circular A-133 and which are described in the accompanying schedule of
findings and questioned costs as item 2007-2.

Internal Control over Compliance

The management of the City 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'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 City’s internal control over compliance.
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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 or significant deficiencies, that results in more
than a remote likelihood that material noncompliance with a type of compliance requirements 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.

Schedule of Expenditures of Federal Awards

We have audited the financial statements of the governmental activities, business-type activities, each major
fund, and the aggregate remaining fund information of the City 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
December 21, 2007 (Our report was modified for an emphasis of a matter for the retroactive reporting of
general infrastructure assets as part of the implementation of Governmental Accounting Standards Board
Statement No. 34). Our audit was performed for the purpose of forming our opinions on the financial
statements that collectively comprise the City’s basic financial statements. The accompanying schedule of
expenditures of federal awards is presented for purposes of additional analysis as required by OMB Circular A-
133 and is not a required part of the basic financial statements. Such information has been subjected to the
auditing procedures applied in the audit of the financial statements and, in our opinion, is fairly stated, in all
material respects, in relation to the basic financial statements taken as a whole.

This report is intended solely for the information and use of management, the audit committee, board of
directors, and federal awarding agencies and pass-through entities and is not intended to be and should not be
used by anyone other than these specified parties.

Tsrditrom £ Qasscratro , F-C-

Flagstaff, Arizona
December 21, 2007



CITY OF FLAGSTAFF, ARIZONA
SCHEDULE OF FINDINGS AND QUESTIONED COSTS
YEAR ENDED JUNE 30, 2007

Summary of Auditor’s Results

1.

8.

9.

The auditor's report expresses an unqualified opinion on the basic financial statements of City of
Flagstaff, Arizona.

One control deficiency disclosed during the audit of the basic financial statements is reported in the
Findings — Financial Statement Audit. This condition was also considered a material weakness.

No instances of noncompliance material to the basic financial statements of the City were disclosed
during the audit.

No deficiencies were disclosed during the audit of the major federal award programs.

The auditor's report on compliance for the major federal award programs for the City expresses an
unqualified opinion on all major federal programs.

Audit findings that are required to be reported in accordance with section 510(a) of OMB Circular A-133
are reported in this schedule.

The programs tested as major programs included:
CFDA No. 20.106 Airport Improvement Program
The threshold for distinguishing between Type A and B programs was $304,143.

The City was determined to be a low-risk auditee.

FINDINGS - FINANCIAL STATEMENT AUDIT

SIGNIFICANT DEFICIENCY

2007-1 Infrastructure Assets

Condition: The City hired a consultant to determine the value of previous year infrastructure assets but
performed no review to determine the accuracy of the consultant’s findings.

Criteria: Even though the City is relying on the work of a consultant, a review process should be followed to
determine the accuracy of the consultant’s work product.

Effect: Because of the lack of review, a material duplication of capitalized infrastructure assets occurred which
was not discovered by the City’s internal control.

Recommendation: A review process should be followed to determine the accuracy of consultant’s work
product received.



CITY OF FLAGSTAFF CORRECTIVE ACTION PLAN
Finding 2007-1 Infrastructure assets

Contact Person: Barbara Goodrich, Finance & Budget manager, Ph #928-913-3201
Anticipated completion date: Immediate

Recommendation: That the City should implement a review process to determine the accuracy of work
product received by any consultants.

Action taken: The City will implement procedures to review the work of consultants in the future to assure
data has been appropriately captured and/or reported.
Effective Date: Immediate

FINDINGS AND QUESTIONED COSTS - MAJOR FEDERAL AWARD PROGRAMS AUDIT
DEPARTMENT OF TRANSPORTATION
2007-2 Airport Improvement Program — CFDA No. 20.106; Grant No. AIP 3-04-0015-30

Statement of Condition: We noted during our testing that the City had requested reimbursement of
construction contract hold-back monies that had not yet been paid and were being held until completion of
the contract.

Criteria: We noted in OMB A-102, Title 49 as it related to Transportation grants, that monies held from
contractors by grantees to ensure completion of the contract should not be given to the grantee until those
funds have first been paid to the contractor.

Cause: The City had changed their procedures this year to include contract hold-back funds in the tracking
of the total project costs. These funds were inadvertently included in the reimbursement request to the
Federal Aviation Administration.

Effect of the Condition: The effect of this condition is the City could receive federal funds that were
unallowed and thus would be considered questioned costs.

Recommendation: The City should change their procedures to not include contract hold-back monies in
reimbursement requests until actually paid.



CITY OF FLAGSTAFF CORRECTIVE ACTION PLAN
U.S. Department of Transportation, Federal Aviation Administration
Finding: 2007-2 Airport Improvement Program — CFDA No. 20.106; Grant No. AIP 3-04-0015-30

Contact person: Barbara Goodrich, Finance and Budget Manager
Anticipated Completion Date: Immediate

Recommendation: That the City should change their procedures to not include contract hold-back
Junds in reimbursement requests until actually paid.

Action Taken: The City automated the tracking of contract retainage (hold-back) funds this past year.
The City has historically not requested contract hold-back funds for reimbursement until actually paid
and upon discovery of the above mentioned finding, the City immediately altered its procedures to
ensure that the hold-back funds are not included in future grant reimbursement requests until paid by
the City. The instance noted above was corrected before the requested funds were received by the City,
thus the City did not receive any funds in excess of those actually paid.

Effective Date: Immediate

If the Federal Aviation Administration has any question concerning this plan please call Barbara
Goodrich, 928-913-3201
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CITY OF FLAGSTAFF, ARIZONA
NOTES TO THE SCHEDULE OF EXPENDITURES OF FEDERAL AWARDS
YEAR ENDED JUNE 30, 2007

Note 1 - Basis of Accounting

The Schedule of Expenditures of Federal Awards is presented on the modified accrual basis of accounting.
Amounts presented on the Schedule are recorded in the General, Special Revenue and Enterprise Funds.

Note 2 — Non-cash Awards

The City did not have any non-cash awards during the year.

Note 3 - Catalog of Federal Domestic Assistance (CFDA) Numbers

The program titles and CFDA numbers were obtained from the 2007 Catalog of Federal Domestic Assistance.

Note 4 — Subrecipients

From the federal expenditures presented in the schedule, the City expended the following to subrecipients.

CFDA
Program Title Number Amount
Community Development Block Grant 14.218 $ 279,805
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