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Please find attached our report on the City of Ferndale’s financial statements.

We are issuing this report in order to provide information on the City’s financial condition.

In addition to this work, we look at other areas of our audit client’'s operations for compliance with state
laws and regulations. The results of that audit will be included in a separately issued accountability

report.

Sincerely,
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Independent Auditor’'s Report on Internal
Control over Financial Reporting and on
Compliance and Other Matters in Accordance
with Government Auditing Standards

City of Ferndale
Whatcom County
January 1, 2005 through December 31, 2005

Mayor and City Council
City of Ferndale
Ferndale, Washington

We have audited the financial statements of the City of Ferndale, Whatcom County, Washington, as of
and for the year ended December 31, 2005, and have issued our report thereon dated October 18, 2006.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America and the standards applicable to the 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 in
order to determine our auditing procedures for the purpose of expressing our opinion on the financial
statements and not to provide an opinion on the internal control over financial reporting.

Our consideration of the internal control over financial reporting would not necessarily disclose all matters
in the internal control that might be material weaknesses. A material weakness is a reportable condition
in which the design or operation of one or more of the internal control components does not reduce to a
relatively low level the risk that misstatements caused by error or fraud in amounts that would be material
in relation to the financial statements being audited may occur and not be detected within a timely period
by employees in the normal course of performing their assigned functions. We noted no matters involving
internal control over financial reporting and its operation that we consider to be material weaknesses.

COMPLIANCE AND OTHER MATTERS

As part of obtaining reasonable assurance about whether the City’s financial statements are free of
material misstatement, we performed tests of the City’'s 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, the objective of our audit of the
financial statements was not to provide an opinion on overall compliance with these provisions.
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 herein under Government Auditing Standards.

Washington State Auditor's Office
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This report is intended for the information and use of management and the Mayor and City Council.
However, this report is a matter of public record and its distribution is not limited. It also serves to
disseminate information to the public as a reporting tool to help citizens assess government operations.

BRIAN SONNTAG, CGFM
STATE AUDITOR

October 18, 2006

Washington State Auditor's Office
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Independent Auditor’'s Report on Financial
Statements

City of Ferndale
Whatcom County
January 1, 2005 through December 31, 2005

Mayor and City Council
City of Ferndale
Ferndale, Washington

We have audited the accompanying financial statements of the City of Ferndale, Whatcom County,
Washington, for the year ended December 31, 2005. These financial statements are the responsibility of
the City’s management. Our responsibility is to express an opinion on these financial statements based
on our audit.

We conducted our audit in accordance with 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 opinion.

As described in Note 1 to the financial statements, the City prepares its financial statements on the basis
of accounting that demonstrates compliance with Washington State statutes and the Budgeting,
Accounting and Reporting System (BARS) manual prescribed by the State Auditor, which is a
comprehensive basis of accounting other than generally accepted accounting principles.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position and results of operations of the City of Ferndale, for the year ended December 31, 2005,
on the basis of accounting described in Note 1.

In accordance with Government Auditing Standards, we have also issued our report on our consideration
of the City’s internal control over financial reporting and on our tests of its compliance with certain
provisions of laws, regulations, contracts and grant agreements and other matters. The purpose of that
report is to describe the scope of our testing of internal control over financial reporting and compliance
and the results of that testing, and not to provide an opinion on the internal control over financial reporting
or on compliance. That report is an integral part of an audit performed in accordance with Government
Auditing Standards and should be considered in assessing the results of our audit.

Our audit was performed for the purpose of forming an opinion on the financial statements taken as a
whole. The accompanying Schedule of Long-Term Debt is presented for purposes of additional analysis
as required by the prescribed BARS manual. This schedule is not a required part of the financial
statements. Such information has been subjected to the auditing procedures applied in the audit of the
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financial statements and, in our opinion, is fairly stated, in all material respects, in relation to the financial
statements taken as a whole.

BRIAN SONNTAG, CGFM
STATE AUDITOR

October 18, 2006

Washington State Auditor's Office
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Financial Section

City of Ferndale
Whatcom County
January 1, 2005 through December 31, 2005

FINANCIAL STATEMENTS

Fund Resources and Uses Arising from Cash Transactions — 2005
Notes to Financial Statements — 2005

SUPPLEMENTAL INFORMATION

Schedule of Long-Term Debt — 2005
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CITY OF FERNDALE, WASHINGTON
NOTES TO FINANCIAL STATEMENTS
FOR THE TWELVE MONTHS ENDED DECEMBER 31, 2005
THE FOLLOWING NOTES ARE AN INTEGRAL PART OF THE ACCOMPANYING FINANCIAL STATEMENTS.

NOTE-1-SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The City of Ferndale uses the revenue and expenditure classifications contained in the Budgeting, Accounting and
Reporting System (BARS) manual. The manual is prescribed by the State Auditor’s Office under the authority of
Washington State law, Chapter 43.09 RCW.

The City of Ferndale was incorporated on March 19, 1907 and operates under the laws of the state of Washington
applicable to a Category 2 (Cities with population under 25,000) type of government. The City of Ferndale is a
general purpose government and provides public safety, street improvements, parks, and general administrative
services. The City of Ferndale contracts with Whatcom County Fire Protection District #7 for fire protection and with
the Whatcom County Library System (to which it is also annexed) for library services. In addition, the City owns and
operates a potable water supply system and sanitary sewer system. The City contracts with Sanitary Service of
Bellingham for garbage collection and disposal.

The City of Ferndale uses single-entry, cash basis of accounting which is a departure from generally accepted
accounting principles (GAAP).

A. Fund Accounting

The accounts of the City of Ferndale are organized on the basis of funds, each of which is considered a separate
accounting entity. Each fund is accounted for with a separate set of single-entry accounts that comprise its cash,
investments, revenues and expenditures, as appropriate. The City of Ferndale’s resources are allocated to and
accounted for in individual funds depending on their intended purpose. The following are the fund types used by the
City of Ferndale:

GOVERNMENTAL FUND TYPES:

General (Current Expense) Fund (Fund number 001)

This fund is used to account for all financial resources and transactions of the City of Ferndale not required to be
accounted for in another fund.
Special Revenue Funds (Funds in the 100 series)

These funds are used to account for the process of specific revenue sources or to finance specified activities as
required by law or administrative regulation.

Debt Service Funds (Funds in the 200 series)

These funds are used to account for accumulation of resources to pay interest and principal on general long-term
debt.

Capital Projects Funds (Funds in the 300 series)

These funds are used to account for financial resources to be used for the acquisition of capital facilities other than
those financed by special assessment funds.

PROPRIETARY FUND TYPES:

Enterprise Funds (Fund number 401 Water and Fund number 402 Sewer)

These funds account for operations that provide goods or services to the general public and are supported primarily
through user charges.
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Internal Service Funds (Funds in the 500 series)

The funds account for operations that provide goods or services to other departments or funds of the City or to other
governmental units on a costs-reimbursement basis.

FIDUCIARY FUND TYPES:

Agency Funds

These funds are used to account for cash and other assets received and held by the City of Ferndale acting in the
capacity of trustee or custodian.

General Long-Term Debt

The City of Ferndale accounts for its long-term debt in a bond register and the results are reported in a long-term debt
schedule.

B. Basis of Accounting

Basis of accounting refers to when revenues and expenditures are recognized in the accounts and reported in the
financial statements. Revenues are recognized only when cash is received and expenditures are recognized when
paid, including those properly chargeable against the report year(s) budget appropriations as required by state law.

Purchases of capital assets are expensed during the year of acquisition. There is no capitalization of capital assets,
nor allocation of depreciation expense. Inventory is expensed when purchased.

C. Budgets and Budgetary Accounting

1. Scope of Budget

Annual appropriated budgets are adopted for all funds. Budgetary accounts are integrated in fund ledgers for all
budgeted funds and the financial statements include budgetary comparisons for all funds.

Annual appropriated budgets are adopted at the fund level and budgets constitute the legal authority for expenditures
at that level. Subsidiary revenue and expenditure ledgers are used to compare the budgeted amounts with actual
revenues and expenditures. As a management control device, the subsidiary ledgers monitor expenditures for
individual functions and activities by object class. Annual appropriations lapse for all funds on the last day of the
calendar year.

2. Procedures for Adopting the Original Budget

The City of Ferndale's budget procedures are mandated by Chapter 35A.33.RCW. The steps in the budget process
are as follows:

a. Prior to November 1, the Clerk/treasurer submits a proposed budget to the City Council. This budgetis based
on priorities established by the council and estimates provided by city departments during the preceding months, and
balanced with revenue estimates made by the Clerk-treasurer.

b. The Council conducts public hearings on the proposed budget in November and December.

c. The Council makes its adjustments to the proposed budget and adopts by ordinance a final balanced budget
no later than December 31.

d. Within 30 days of adoption, the final budget is available to the public.

3. Amending the Budget

The Chief Administrative Officer is authorized to direct the Clerk/treasurer to transfer budgeted amounts between
object classes and/or departments within any fund; however, any revisions that alter the total expenditures of a fund,
or that affect the number of authorized employee positions, salary ranges, hours of work beyond those established
for the position, exclusive of normal overtime, or other conditions of employment must be approved by the City
Council.
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When the City Council determines that it is in the best interest of the city to increase or decrease the appropriations
for a particular fund, it may do so by ordinance approved by a simple majority following a public hearing.

The budget amounts shown in the financial statements are the final authorized amounts revised during the year.

D. Cash and Equivalents

Itis the City of Ferndale's policy to invest all temporary cash surpluses in excess of anticipated needs. At December
31, 2005, the Treasurer was holding total investments of $5,235,702. This amountis included in the total for net cash
and investments shown on the statements of fund resources and uses arising from cash transactions. The interest
on investments is allocated to the funds contributing the excess cash.

For purposes of cash flows, the City of Ferndale considers all highly liquid investments with a maturity of three
months or less when purchased to be cash equivalents.

The City of Ferndale's deposits at year end were entirely covered by federal depositary insurance and the State
Public Deposit Protection Commission.

E. Investments

The City of Ferndale’s investments are either insured, registered or held by the City of Ferndale or its agent in the
City’s name.

Investments by type at December 31, 2005 are as follows:
Local Government Investment Pool (WA State): $3,237,606
Federal Home Loan Bank Bonds: $1,000,921
Federal National Mortgage Agency Bonds: $997,174

F. Interfund Loans

There were no Interfund loans outstanding as of 12/31/05.

G. Fixed Assets

General Fixed Assets

General Fixed assets are long-lived assets of the City of Ferndale as a whole and are recorded as expenditures
when purchased. No general fixed assets account group is established, which is a departure from generally
accepted accounting principles.

H. Compensated Absences

No more than 80 hours of Vacation leave for FLSA non-exempt and union represented employees may be carried
forward into the year following its being granted. Unused vacation leave is paid out in full upon termination.

Sick leave may be accumulated up to a maximum of 135 days. No payment is made for unused sick leave upon
termination. Employees retiring into the state retirement system will receive 25% of the value of unused sick leave
upon retirement.

NOTE-2-STEWARDSHIP, COMPLIANCE, AND ACCOUNTABILITY

There have been no material violations of finance related legal or contractual provisions. There have been no
expenditures exceeding legal appropriations in any of the funds of the City.

NOTE-3-PROPERTY TAXES

The County Treasurer acts as an agent to collect property taxes levied in the county for all taxing authorities.
Collections are distributed after the end of each month.
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PROPERTY TAX CALENDAR

JANUARY 1 TAXES ARE LEVIED AND BECOME A LIEN AGAINST PROPERTIES.
FEBRUARY 14 TAX BILLS ARE MAILED.

APRIL 30 FIRST OF TWO EQUAL INSTALLMENT PAYMENTS IS DUE
OCTOBER 31 SECOND INSTALLMENT IS DUE.

Property tax revenues are recognized when cash is received by the City of Ferndale. Delinquent taxes are
considered fully collectible because a lien affixes to the property when taxes are levied. 2005 and prior property taxes
receivable at December 31, 2005 was $64,172.

The City of Ferndale may levy up to $3.10 per $1000 of assessed valuation for general governmental services,
subject to two limitations:

a. Washington law in RCW 84.55.010 limits the growth of regular property taxes to 1 percent per year, after
adjustments for new construction. If the assessed valuation increases by more than 1 percent due to revaluation, the
levy rate will be decreased.

b. The Washington Constitution limits the total regular property taxes to 1 percent of assessed valuation or $10 per
$1000 of value. If the taxes of all districts exceed this amount, each is proportionately reduced until the total is at or
below the 1 percent limit.

The City of Ferndale's regular levy for 2005 was $2.38540 per $1000 on an assessed valuation of $553,873,720 for a
total regular levy of $1,321,210.

The City of Ferndale also in 2005 levied $.22679 per $1000 on an assessed valuation of $549,048,145 to produce
the sum of $124,519 for the purpose of paying debt service on the 1998 U.T.G.O. Library Refunding Bonds.

NOTE-4-PENSION PLANS

Substantially all City full-time and qualifying part-time employees participate in one of the following statewide local
government retirement systems administered by the Department of Retirement Systems, under cost-sharing multiple-
employer public employee retirement systems.

A. Public Employee's Retirement System (PERS)

The state legislature established PERS in 1947 under Chapter 41.40 RCW. PERS is a cost-sharing multiple-
employer system. Membership in the system includes: elected officials; state employees; employees of the
Supreme, Appeals, and Superior courts (other than judges); employees of legislative committees; college and
university employees not in national higher education retirement programs; judges of district and municipal courts;
noncertificated employees of school districts; and employees of local government. Approximately 50 percent of
PERS members are state employees.

PERS contains 3 plans. Participants who joined the system by September 30, 1977, are Plan 1 members. Those
joining thereafter are enrolled in Plan 2 or 3. Participants in Plan 3 had from September of 2002 until May of 2003 to
opt for Plan 3. Retirement benefits are financed from employee and employer contributions and investment earnings.
Plans 1 and 2 are defined benefit plans. Plan 3 is a combined defined benefit and defined contribution plan.

Plan 1 members are eligible for retirement after 30 years of service, or at the age of 60 with 5 years of service, or at
the age of 55 with 25 years of service. The annual pension is 2 percent of the final average salary per year of
service, capped at 60 percent.

Plan 2 and 3 members may retire at the age of 65 with a minimum of 5 years of service, or at 55 with a minimum of
20 years of service, with an allowance of 2 percent per year of service of the final average salary. Plan 2 and 3
retirements prior to 65 are actuarially reduced. There is no cap on years of service credit and a cost-of-living
allowance is granted, capped at 3 percent annually.

There were no significant benefit changes in 2005.

Each biennium the legislature establishes Plan 1 employer contribution rates and Plan 2 and 3 employer and
employee contribution rates. Employee contribution rates for Plan 1 are established by legislative statute and do not
vary from year to year. The employer and employee contribution rates for Plan 2 and 3 are developed by the Office
of State Actuary to fully fund the system. All employers are required to contribute at the level established by the
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legislature. The methods used to determine the contribution requirements were established under state statute.
The City of Ferndale's contribution for all PERS Plans of covered payroll, for the year ending December 31, 2005 of
$34,880 represents its full liability under the system, except that future rates may be adjusted to meet the system
needs.

EMPLOYER EMPLOYEE
PLAN EFFECTIVE DATE PERCENT PERCENT
PERS 1 1/1/05 1.38% 6.00%
7/1/05 2.44% 6.00%
PERS 2 1/1/05 1.38% 1.18%
PERS 2/3 7/1/05 2.44% 2.25%

B. Law Enforcement Officers' and Fire Fighters' Retirement System (LEOFF)

LEOFF was established in 1970 by the legislature under Chapter 41.26 RCW. LEOFF is a cost-sharing multiple-
employer retirement system. Membership includes all full-time, fully compensated, local law enforcement officers
and fire fighters. Retirement benefits are financed by employee and employer contributions, investment earnings and
legislative appropriation. LEOFF is comprised solely of non-state employees.

The LEOFF system contains 2 plans. Participants who joined the system by September 30, 1977, are Plan |
members. Those who joined thereafter are enrolled in Plan Il. Retirement benefits are vested after completion of 5
years of eligible service.

Plan | participants are eligible to retire with a minimum of 5 years of service at age 50. The benefit per year of
service is as follows:

Percent
Term of Of Final
Service Average
20+ 2.0%
10-20 1.5
5-10 1.0

The final average salary is based on salary received during the last 2 years of service. Substantial disability and
death benefits are provided by the plan. Retirement benefits are indexed to the Seattle area consumer price index.
Plan Il participants are eligible to retire at the age of 50 with a minimum of 20 years of service or at 58 with a
minimum of 5 years of service. Retirement benefits prior to age 58 are actuarially reduced. The benefitis 2 percent
of average salary per year of service. The average salary is based on the highest 5 year period. Death and disability
benefits are also provided. These benefit provisions are established under the authority of legislative statute. LEOFF
had no material changes in benefit provisions for 1998 and 1999.

Employer and employee contribution rates for Plan Il are developed by the Office of State Actuary to fully fund the
system. Plan Il employers and employees are required to pay at the level established by the legislature. The
methods used to determine the contribution requirements were established under the authority of legislative statute.

The City of Ferndale's contribution for all LEOFF Plans of covered payroll, for the year ending December 31, 2005 of
$29,172 represents its full liability under the system, except that future rates may be adjusted to meet the system
needs.

EMPLOYER EMPLOYEE
PLAN EFFECTIVE DATE PERCENT PERCENT

LEOFF 1 (The City has no active LEOFF 1 Employees at 12/31/05)

LEOFF 2 1/1/05 3.25% 5.09%
7/1/05 4.24% 6.75%
9/1/05 4.39% 6.99%
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Historical trend information showing each system's progress in accumulating sufficient assets to pay benefits when
due is presented in the State of Washington's comprehensive annual financial report. Please refer to said report for
detailed trend information.

NOTE-5-CONTINGENCIES AND LITIGATION

The City of Ferndale participates in a number of federal and state assisted programs. These grants are subject to
audit by the grantors or their representatives. Such audits could result in requests for reimbursement to grantor
agencies for expenditures as disallowed under the terms of the grants. Management believes such disallowances, if
any, will be immaterial.

NOTE-6-ACCUMULATED UNPAID EMPLOYEE LEAVE BENEFITS

The City does not record accumulated unused vacation leave in its governmental funds. For all governmental funds,
unused vacation leave as of December 31, 2005 was 3,553 hours with a dollar value of $82,699. Total vacation
expenditures during 2005 for all governmental funds was $160,303.

NOTE-7-LONG TERM DEBT

In July 2003, the City established a $1,000,000 line of credit with a local bank for the Main Street/Bridge Project
(grant anticipation loan). The interest rate is 65% of the prime rate (the prime rate was 5.25% at 12/31/04). The note
matures and is payable no later than 18 months from the date of delivery of the note to the city. $1,000,000 was
owed as of December 31, 2004. $1,001,030 was paid on January 11, 2005, including interest.

The accompanying Schedules of Long-Term Debt (09) provide a listing of the outstanding debt of the City of Ferndale
and summarize the City’s debt transactions for 2005. Future debt service requirements, including interest are as
follows:

Year G.0. Debt Revenue Debt Total Debt
2006 $476,687 $967,972 $1,444,659
2007 $269,823 $1,143,612 $1,413,435
2008 $152,272 $1,039,741 $1,192,013
2009 $146,351 $1,041,113 $1,187,464
Thereafter $652,917 $8,477,358 $9,130,275
Total Debt Service $1,698,050 $12,669,796 $14,367,846

NOTE-8-REFUNDED DEBT

The following bond issues have been refunded as of June 16, 2005:
1995 Revenue Sewer Bonds $ 905,000, Interest Rates - 6.20-6.30%
1996 Revenue Sewer Bonds $5,710,000, Interest Rates - 5.00-6.00%
Total is $6,820,000.

This advance refunding was undertaken to reduce total debt service payments over the next eleven and one-half
years (June 16, 2005-2016) by $686,138, and resulted in an economic net present value gain of $515,374. The
average coupon interest rate of the old refunded bonds was 5.70%, as compared to the new bonds interest rate of
3.75%.

Debt service on these 1995-1996 Refunded Revenue bonds is met by cash and investments held by the refunding
trustee. As of December 31, 2005, the trustee was holding cash and investments of $5,688,146 which are expected
to fund debt service fully. These refunded bonds constitute a contingent liability of the City of Ferndale but are
excluded from the financial statements.

The 2005 Refunded Revenue Sewer Bonds outstanding as of December 31, 2005 was $6,540,000. The
accompanying Schedules of Long-Term Debt (09) provide a listing of the outstanding debt of the City of Ferndale and
summarize the City’s debt transactions for 2005.
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NOTE-9-RISK MANAGEMENT

The City of Ferndale is a member of the Association of Washington Cities Risk Management Service
Agency (AWC RMSA). Chapter 48.62 RCW authorizes the governing body of any one or more
governmental entities to form together into or join a pool or organization for the joint purchasing of
insurance, and/or joint self-insuring, and/or joint hiring or contracting for risk management services
to the same extent that they may individually purchase insurance, self-insure, or hire or contract for
risk management services. An agreement to form a pooling arrangement was made pursuant to the
provisions of Chapter 39.34 RCW, the Interlocal Cooperation Act. The AWC RMSA was formed on
January 1, 1989 when 32 municipalities in the State of Washington joined together by signing an
Interlocal Governmental Agreement to pool their self-insured losses and jointly purchase insurance
and administrative services. Currently, 73 municipalities/entities participate in the pool (as of
12/31/05).

The AWC RMSA allows members to establish a program of joint insurance and provides risk
management services to all members. All coverages are on an occurrence basis. The AWC RMSA
provides all risk property, comprehensive crime, general liability, automobile liability, police liability,
public officials liability, employee fidelity and faithful performance, and boiler and machinery
insurance coverage. Boiler and machinery is included with the property reinsurance carrier, as of
June 1, 2005, and employee fidelity coverage is a stand-alone policy that the AWC RMSA arranges
for its members. The AWC RMSA also allows members to group purchase airport liability coverage.

Members pay an annual assessment to the AWC RMSA. The AWC RMSA is responsible for
payment of all covered causes of loss against the jurisdiction above the stated retention. AWC
RMSA, itself, pays out of its own funds all claims up to $300,000 for liability and $25,000 for
property, and thereafter purchases excess liability insurance through NLC Mutual Insurance
Company up to $1 million, and CV Starr, from $1 million to $5 million. The excess property
coverage is purchased through Affiliated FM, using the Pool’s broker, Willis of Seattle, Inc. Since
the AWC RMSA is a cooperative program, the members of the AWC RMSA are jointly liable.

Members contract to remain in the pool a minimum of one year and must give one-year notice
before terminating participation. The Interlocal Governmental Agreement is renewed automatically
each year. Even after termination, a member is still responsible for contributions to the Pool for any
unresolved, unreported, and in-process claims for the period they were signatory to the Interlocal
Governmental Agreement. The Pool is governed by a board of directors serving ex-officio as the
AWC Board of Directors.

The AWC RMSA establishes a loss fund for both reported and unreported insured events, which
includes estimates of both future payments of losses and related claim adjustment expenses.

The specific financials of the AWC RMSA can be seen in the Annual Report on file with the City of
Ferndale.
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