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INDEPENDENT AUDITORS’ REPORT

The Honorable Mayor and Members
of City Council
City of Palacios, Texas

Report on the Financial Statements

We have audited the accompanying financial statements of the governmental activities, each major fund,
the discreetly presented component unit, and the aggregate remaining fund information of the City of
Palacios, Texas (the City), as of and for the year ended September 30, 3013, and the related notes to the
financial statements, which collectively comprise the City’s basic financial statements as listed in the table
of contents.

Management’s Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of these financial statements in
accordance with accounting principles generally accepted in the United States of America; this includes
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.

Auditor's Responsibility

Our responsibility is to express opinion on these financial statements based on our audit. We conducted
our audit in accerdance 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 are free from material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in
the financial statements. The procedures selected depend on the auditor's judgment, including the
assessment of the risks of material misstatement of the financial statements, whether due to fraud or
error. In making those risk assessments, the auditor considers intemal control relevant to the entity’s
preparation and fair presentation of the financial statements in order to design audit procedures that are
appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of
the entity’s internal control. Accordingly, we express no such opinion. An audit also includes evaluating
the appropriateness of accounting policies used and the reasonableness of significant accounting
estimates made by management, as well as evaluating the overall presentation of the financial
statements.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for
our audit opinions.

Opinions

In our opinion, the financial staterments referred to above present fairly, in all material respects, the
respective financial position of the governmental activities, each major fund, the discreetly presented
component unit and the aggregate remaining fund information of the City of Palacics, Texas, as of
September 30, 2013, and the respective changes in financial position and, where applicable, cash flows
thereof for the year then ended in accordance with accounting principles generally accepted in the United
States of America.

Other Matters




Required Supplementary Information

Accounting principles generally accepted in the United States of America require that the management’s
discussion and analysis, budgetary comparison information, and the schedules of funding progress be
presented to supplement the basic financial statements. Such information, although not a part if the basic
financial statements, is required by the Governmental Accounting Standards Board, who considers it to be
an essential part of financial reporting for placing the basic financial statements in an appropriate
operational, economic, or historical context. We have applied certain limited procedures to the required
supplementary information in accordance with auditing standards generally accepted in the United States
of America, which consisted of inquiries of management about the methods of preparing the information
and comparing the information for consistency with management’s responses to our inquiries, the basic
financial statements, and other knowledge we obtained during our audit of the basic financial statements.
We do not express an opinion or provide any assurance on the information because the limited
procedures do not provide us with sufficient evidence to express and opinion or provide any assurance.

Other Information

QOur audit was conducted for the purpose of forming opinions on the financial statements that collectively
comprise Palacios, Texas' basic financial statements. The introductory section, combining and individual
nonmajor fund financial statements and schedules, and statistical section are presented for purposes of
additional analysis and are not a required part of the basic financial statements.

The combining and individuali major and nonmajor fund financial statements and schedules are the
responsibility of management and were derived from and relate directly to the underlying accounting and
other records used to prepare the basic financial statements. Such information has been subjected to the
auditing procedures applied in the audit of the basic financial statements and ceriain additional
procedures, including comparing and reconciling such information directly to the underlying accounting
and other records used to prepare the basic financial statements or to the basic financial statements
themselves, and other additional procedures in accordance with audit standards generally accepted in the
United States of America. In our opinion, the combining and individual major and nonmajor fund financial
statements and schedules are fairly stated, in all material respects, in relation to the basic financial
statements as a whole.

The accompanying schedule of expenditures of federal and state awards are presented for purposes of
additional analysis as required by the U.S. Office of Management and Budget Circular A-133, Audits of
States, Local Governments and Non-Profit Organizations, and the State of Texas Single Audit Circular,
and are also not a required part of the financial statements. The schedule of expenditures of federal
awards and the schedule of expenditures of state awards are the respensibility of management and were
derived from and relate directly to underlying accounting and other recerds used to prepare the financial
statements. The information has been subjected to the accounting procedures applied in the audit of the
financial statements and certain additional procedures, including comparing and reconciling such
information directly to the underlying accounting and other records used to prepare the financial
statements or to the financial statements themselves, And other additional procedures in accordance with
auditing standards generally accepted in the United States of America. In our opinion, the information is
fairly stated in all material respects in relation to the financial statements as a whole.

Other Reporting Required by Government Auditing Standards

In Accordance with Government Auditing Standards, we have also issued our report dated January 31,
2013, on our consideration of the City's internal control cver 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 and opinion on internal control
over financial reporting or on compliance. That report is an integral part of an audit performed in
accordance with Government Auditing Standards in considering the City’s internal control over financial
report:ng and compliance.

TS “%'

Baker, Stogner and Associates
January 31, 2013




CITY OF PALACIOS, TEXAS
MANAGEMENT'S DISCUSSION AND ANALYSIS

September 30, 2013

As management of the City of Palacios, Texas (the “City"), we offer readers of the City's financial statements this
narrative overview and analysis of the financial activities of the City for the fiscal year ended September 30, 2013,

FINANCIAL HIGHLIGHTS

OVERVIEW OF THE FINANCIAL STATEMENTS

This discussion and analysis is intended to serve as an introduction to the City’s basic financial statements. The
City’s basic financial statements are comprised of three components: 1) government-wide financial statements,
2) fund financial statements, and 3} notes to financial statements. This report also contains other supplemental

The assets of the City exceeded its liabilities at the close of the most recent fiscal year by $17,541,734
(net position). Of this amount, $1,675,521 (unrestricted net position) may be used to meet the City’s
ongoing obligations to citizens and creditors.

As of the close of the current fiscal year, the City’s governmental funds reported combined ending fund
balances of $786,163, an increase of $61,074 from the prior year. At the end of the current fiscal year,
unassigned fund balance for the General Fund was $678,984, or 28% of total General Fund
expenditures,

The City's total debt of business-type activities increased by $457,965 or 8% during the fiscal year,
ending with a balance of $5,566,254 of which $453,258 is due within one year.

information in addition to the basic financial statements themselves.

Organization and Flow of Financial Section Information

Independent Auditors’ Report
Provides the opinion of the Independent Auditors on the fair
presentation of the basic financial statements.

Management's Discussion and Analysis :
This supplementary information is required for state and local government
financial statements and is intended to provide a narrafive infroduction
and analysis.
Pages 410 10

Government-wide Financial
Statements
Provides information on
govemmental and business-fype
activifies of the primary
govemiment.

Pages 11 to 14

Fund Financial Statements
Provides information on the

financial position of specific funds
of the primary govermments.

Pages 15 to 23

Notes to Financial Statements
Provides a summary of significant accounting policies and refated disclosures.
Pages 24 to 48




OVERVIEW OF THE FINANCIAL STATEMENTS - (Continued)

Government-wide Financial Statements

The government-wide financial statements are designed to provide readers with a broad overview of the City's
finances, in & manner similar to a private-sector business.

Statement of Net Position

The statement of net position presents information on all of the City's assets and liabilities, deferred
inflows/outflows of resources, with the difference between the two reported as net position. Over time, increases
or decreases in net position may serve as a useful indicator of whether the financial position of the City is
improving or deteriorating.

Statement of Activities

The statement of activities presents information showing how the City's net position changed during the most
recent fiscal year. All changes in net position are reported as soon as the underlying event giving rise to the
change occurs, regardless of the timing of related cash flows. Thus, revenues and expenses are reported in this
statement for some items that will only result in cash flows in future fiscal periods (i.e., uncollected taxes and
earned but unused vacation leave).

Both of the government-wide financial statements distinguish functions of the City that are principally supported
by taxes and intergovernmental revenues (govermnmental activities) from other functions that are intended fo
recover all or a significant portion of their costs through user fees and charges (business-fype activities). The
governmental activities of the City include general government, public safety, public works, health and welfare,
and special services. The business-type activities of the City include water/wastewater and airport services.

Fund Financial Statemenis

A fund is a grouping of related accounts that is used to maintain control over resources that have been
segregated for specific activities or objectives. The City, like other state and local governments, uses fund
accounting to ensure and demonstrate compliance with finance-related legal requirements. All of the funds of the
City can be divided into two categories: governmental funds or proprietary funds.

Governmental Funds

Governmental funds are used to account for essentially the same functions reported as governmental activities in
the government-wide financial statements. However, unlike the government-wide financial statements,
governmental fund financial statements focus on near-term inflows and outflows of spendable resources, as well
as on balances of spendable resources available at the end of the fiscal year. Such information may be useful in
evaluating a government’s near-term financing requirements.

Because the focus of governmental funds is narrower than that of the government-wide financial statements, it is
useful to compare the information presented for governmental funds with similar information presented for
governmental activities in the government-wide financial statements. By doing so, readers may better understand
the long-term impact of the government's near-term financing decisions. Both the governmental fund balance
sheet and the governmental fund statement of revenues, expenditures, and changes in fund balances provide a
reconciliation to facilitate this comparison between governmental funds and governmental activities.

The City maintained fifteen individual governmental funds during the 2012-2013 fiscal year. [nformation is
presented separately in the governmental funds balance sheet and in the governmental funds statement of
revenues, expenditures, and changes in fund balances for the General Fund which is considered a major fund.
Data from the other twelve governmental funds are combined into a single, aggregated presentation.

5




OVERVIEW OF THE FINANCIAL STATEMENTS - (Continued)

Govermnmental Funds - (Continued)

The City adopts an annual appropriated budget for its General Fund. A Schedule of Revenues, Expenditures,
and Changes in Fund Balances - Budget and Actual has been provided to demonstrate compliance with the
appropriated budget.

Proprietary Funds

The City maintains two different types of proprietary funds. Enterprise funds are used to report the same
functions presented as business-type activities in the government-wide financial statements. The City uses
enterprise funds to account for its water/wastewater utility service and for its airport operations. Internal service
funds are an accounting device used to accumulate and allocate costs internally among a government's various
functions. The City's internal service fund is the Equipment Fund, which is used to account for the costs to
maintain the City's fleet.

Proprietary funds provide the same type of information as the government-wide financial statements, only in a
more detailed format. The proprietary fund financial statements provide information for the water/wastewater
utility service and the airport operation; which are considered to be major funds of the City.

Fiduciary Funds

Fiduciary funds are used to account for resources held for the benefit of parties outside the government.
Fiduciary funds are not reflected in the government-wide financial statements because the resources of those
funds are not available to support the City's own programs/operations. The accounting used for fiduciary funds is
similar to proprietary funds.

Notes to Financial Statements

The notes provide additional information that is essential to a full understanding of the data provided in the
government-wide and fund financial statements.

Other Information

In addition tc the basic financial statements and accompanying notes, required supplementary information is
included which presents a budgetary comparison schedule for the City’'s General Fund.

The combining statements referred to earlier in connection with nonmajor governmental funds are presented
immediately following the required supplementary information.

GOVERNMENT-WIDE FINANCIAL ANALYSIS

As noted earlier, net position may serve over time as a useful indicator of a government's financial position. In the
case of the City, assets exceeded liabilities by $17,541,734 at the close of the fiscal year 2013.

By far, the largest portion of the City's net position (90%) reflects its investment in capital assets (i.e., land,
buildings, machinery and equipment), less a related debt used to acquire those assets that is still outstanding.
The City uses these capital assets to provide services fo its citizens; consequently, these assets are not available
for future spending. Although the City’s investment in its capital assets is reported net of related debt, it should be
noted that the resources needed to repay this debt must be provided from other sources, since the capital assets
thermselves cannot be used to liquidate these liabilities.




GOVERNMENT-WIDE FINANCIAL ANALYSIS - (Continued)

City of Palacios, Texas

Net Position

Current and other assets
Capital assets (net)
Other noncurrent assets

Total assets

Deferred Outflow of Resource

Current liabilities
MNoncurrent liabilities

Total liabilities

Deferred Inflow of Resources

Net Position

Invested in capital assets,

net of related debt
Unrestricted

Total net position

Governmental Business-type
Activities Activities Total

2,013 2,012 2,013 2,012 2,013 2,012
$ 1468385 $ 1308602 $ 814410 §$ 3,573,228 $ 2,282,795 § 4,881,830
2,013,105 2,044,699 19,347,708 15,764,496 21,360,813 17,809,195
3,425 5,140 62,052 142,255 65,477 147,385
3,484,915 3,358,441 20,224 170 19479979 23,709,085  22.838.420
329,602 187,087 739,419 396,603 1,069,021 583,690
110,768 176,264 5,038,480 .4,932, 680 5.149,248 5,108,944
440,370 363,351 5,777,899 5,329,283 6,218,269 5,682 634
1,836,051 1,803,716 13,979,244 14,062,230 15,815,205 15,865,946
1,208,484 1,191,374 467,027 88,466 1,675,521 1,278,840
$ 3,044,545 $ 2995000 $14446271 $14150,606 517,490,816 §17,145,786

The balance of unrestricted net position, $1,675,521, may be used to meet the government's ongoing obligations

to its citizens and creditors.

At the end of the current fiscal year, the City is able to report positive balances in all categories of net position for
the primary government as a whole.




GOVERNMENT-WIDE FINANCIAL ANALYSIS - (Continued)

Governmental activities increased the City's net position by $42,836. Business-type activities increased the City's

net position by $8,919.

City of Palacios, Texas

Changes in Net Position

REVENUES
Program revenues:
Charges for services
Operating grants and
contributions
Capital grants and
contributions
General revenues:
Property taxes
Sales taxes
Franchise taxes
Other taxes
Unrestricted investment
earmnings
Miscellaneous

Total revenues

EXPENSES
General government
Public safety
Public works
Special services
Health and welfare
Interest on long-term debt
Water and sewer
Airport

Total expenses

Change in net position before

transfers
Transfers

Change in net position

Net position - beginning

Net position - ending

Governmental Business-type
Activities Activities Total

2,013 2,012 2,013 2,012 2013 2,012
$ 115346 $ 103,189 2504013 § 2,320,191 $§ 2619359 $§ 2,423,380
62,803 54,890 - - 62,803 54,890
795,585 426,450 24,087 555,490 819,672 981,940
1,337,289 1,351,929 - - 1,337,289 1,351,929
664,490 486,902 - - 664,490 486,902
141,619 135,269 - - 141,619 135,269
29,108 24,286 - - 29,108 24,286
1,191 556 2,788 4713 3,979 5,260
218,335 96,364 64,662 50,483 282,997 146,847
3,365,766 2,679,835 2,595,550 2,930,877 5,961,316 5,610,712
765,135 715,820 - - 765,135 715,520
1,250,108 1,307,589 - - 1,250,108 1,307,589
1,339,369 734,517 - - 1,339,369 734,517
107,688 117,785 - - 107,688 117,785
93,350 87,198 - - 93,350 87,198
5,905 9,064 - - 5,905 9,064
- - 2,225,800 2,257,815 2,225,800 2,257,815
- - 121,206 102,427 121,206 102,427
3,561,555 2,971,673 2,347,006 2,360,242 5,908,561 5,331,915
(195,789) (291,838) 248,544 570,635 52,755 278,797
238,625 625,309 (238,625) (625,309) - -
42,836 333,471 9,919 (54,674) 52,755 278,797
3,001,709 2,661,618 14,436,352 14,205,370 17,438,081 16,866,989

$ 3044545 § 2,995,000 $ 14,446 271

$§ 14150696 § 17,490,818 § 17,145,786




FINANCIAL ANALYSIS OF THE CITY'S FUNDS

As noted earlier, the City uses fund accounting fo ensure and demonstrate compliance with finance-related legal
requirements,

Governmental Funds

The focus of the City's governmental funds is to provide information on near-term inflows, outflows, and balances
of spendable resources. Such information is useful in assessing the City’s financing requirements. In particular,
unassigned fund balance may serve as a usefui measure of a government's net resources available for spending
at the end of the fiscal year.

As of the end of the current fiscal year, the City’s governmental funds reported combined ending fund balances of
$786,163, an increase of $61,074 from the prior year.

Approximately 86% of this total amount, $678,984 constitutes unassigned fund balance, which is available for
spending at the City's discretion. The remainder of fund balance of $107,179 or 14% is non-spendable or
restricted.

The General Fund is the chief operating fund of the City. At the end of the current fiscal year, unassigned fund
balance was $678,984. Unreserved fund balance represents 28% of total General Fund expenditures.

The fund balance of the City's General Fund increased by $87,343 during the current fiscal year. The increase
was primarily due to the increase in tax revenue.

Proprietary Funds

The City's proprietary funds provide the same type of information found in the government-wide financial
statements, but in more detail.

Unrestricted net position of the Water and Sewer Fund at the end of the current fiscal year amounted to $442,926.
Unrestricted net position of the Airport Fund amounted to $24,101 at the end of the current fiscal year, which is a
increase of $378,561 from the prior year.

CAPITAL ASSETS AND DEBT ADMINISTRATION

Capital Assets

The City’s investment in capital assets for its governmental and business-type activities amounts to $21,360,815
(net of accumulated depreciation) at the end of the current fiscal year. This investment in capital assets includes
land, buildings and improvements, vehicles, machinery and equipment, water and sewer system, and land
structured facilities. The total increase in the City’s investment in capital assets was 16% (a 16% increase in
business-type activities).

City of Palacios, Texas
Capital Assets (Net of Depreciation)

Governmental Business-type
Activities Activities Total

2,013 2,012 2,013 2,012 2,013 2,012
Land $ 357286 % 357286 % 8,129 $ 8,129 $ 385415 $ 365415
Construction in progress - 256,341 3,627,998 489,966 3,627,998 746,307
Buildings and improvements 581,206 598,559 406,872 497,315 988,078 1,095,874
Machinery and equipment 366,858 438,238 566,491 10,527 933,349 448,765
Land structured facilities 707,755 394,274 1,242,834 1,294,255 1,950,589 1,688,529
Water and sewer system - ~ 13,495,386 13,464 305 13,495,386 13,464,305
Total $2013,1056 $2,044698 $19,347,710 $15764,497 $21,360,815 $17,809,195

Additional information on the City's capital assets can be found in Note 5 of this report.
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CAPITAL ASSETS AND DEET ADMINISTRATION - (Continued)

Long-Term Debt

During the 2011 fiscal year, the City issued $3,580,000 in Certificate of Obligation Bonds in order to fund water
and sewer improvements. The City retired $140,000 of the prior outstanding debt issue, the 2004 General
Obligation Refunding Bonds. The amount that is outstanding at year-end totals $3,725,000. The City also retired
$39,200 of the tax notes issued in 2008 for the purchase of the new City Hall. The amount outstanding on the tax
notes total $84,200. The 2011 and 2004 bonds mature in 2031 and 2014, respectively, and the tax notes mature
in 2015. In the 2010 fiscal year, the City was deeded certain water and sewer improvements that were
constructed by a developer. The City has agreed to reimburse the developer certain costs that were incurred in
the construction of the improvements. The net amount owed to the developer at year end was $1,144,076. The
City incurred $617,638 debt in the form of an eight year capital lease. Additional information on the City's long-
term debt can be found in Note 10.

ECONOMIC FACTORS AND NEXT YEAR’S BUDGETS AND RATES

The following factors were considered in preparing the City's budget for the 2013-2014 fiscal year.

The total sales tax payments received by the City from the State Comptroller in fiscal year 2013 totaled $664,490.
This amount is an increase of $177,588 or 36% over the previous year, indicating a fairly stable pattern (growing
pattern) in the retail economy.

The certified assessed taxable property valuations for the 2013 tax roll total $162,060,584 with a tax rate of
$0.85787 per $100 valuation. The tax rate remained the same as last year. $0.82357 was allocated for
maintenance and operations, and $0.0343 was allccated for interest and sinking (debt service). The projected
total property tax due is $1,206,916 for the 2013 tax year. The certified assessed taxable property valuations
were less than the 2012 values due fo a decline in values in the Beachside Subdivision.

Of the $1,296,916 of projected 2012 property tax due, and using a 95% collection rate, $77,162 is projected to be
collected from the newly annexed Beachside subdivision. Of the $77,162 projected collection, $57,872 would be
payable to the developer of the Beachside subdivision as per the City’s development agreement.

The development agreement provides that in exchange for the developer's financing and extending of the off site
water and sewer lines to the development, the City agreed to reimburse 75% of collected tax revenue and tap
faes generated from the development site until the total reimbursement amount equals the extension costs. The
amount of $1,405,101 was agreed upon by the developer and the City for the extension of the water and sewer
lines. As of the end of the fiscal year, $261,677 had been reimbursed leaving a balance of $1,144,076.

it is important to note that only taxes and fees actually collected will be subject to reimbursement and that funds
reimbursed will only be generated from the development site.

At the time of adoption of the 2012-2013 fiscal year budget, completion of the issuance of approximately
$3.5 million of certificates of obligation and the associated debt service was included in the budget. The proceeds
of these certificates are to be used to finance the construction of a new water well, ground storage tank, water
main replacements, water tower rehabilitation, and necessary improvements to the wastewater treatment plant.

The revenue needed to fund this debt is to be derived solely through increases in the water and sewer rates
under a revised rate structure that encourages water conservation.

Reaquests for Information

This financial report is designed to provide a general overview of the City’s finances for all those with an interest
in the City’s finances. Questions conceming any of the information provided in this report or requests for
additional financia! information shouid be addressed to the Finance Office, 311 Henderson Avenue, Palacios,
Texas 77465,
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CITY OF PALACIOS, TEXAS
STATEMENT OF NET POSITION
September 30, 2013

ASSETS

Current assets
Cash and cash eguivalents
Receivables (net)
Internal balances
Due from other governments
lnventory

Total current assets

Noncurrent assets
Capital assets

Land and other assets not being

depreciated
Buildings, improvements, and
equipment (net)
Prepaid expenses {(net)
Total noncurrent assets

Total assets

DEFERRED OUTFLOWS OF RESOURCES

None

Total Deferred Qutflow of Resources

Component
Primary Government Unit
Palacios
Economic
Governmental Business-type Development
Activities Activities Total Corporation
$ 671,486 % 445,180 1,117,666 $ 335249
569,020 295,589 864,609 2,850
62,691 (62,691) - -
142,025 - 142,025 44,420
23,163 135,332 158,495 -
1,468,385 814,410 2,282,795 382,519
357,286 3,636,127 3,993,413 . -
1,655,819 15,711,581 17,367,400 -
- 62,052 62,052 -
2,013,105 19,409,760 21,422 865 -
3,481,480 20,224 170 23,705,660 382,519
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LIABILITIES
Current liabilities
Accounts payable
Accrued expenses
Accrued interest payable
Cue to other governments
Customer meter deposits
Accrued compensated absences
Payable to developer
Current portion of long-term obligations
Total current liabilities
Noncurrent liabilities
Noncurrent portion of long-term
obligations
Total noncurrent liabilities

Total liabilities

DEFERRED INFIL.OWS OF RESOURCES
None

Total Deferred inflows of Resources

NET POSITION
Invested in capital assets, net of
related debt
Unrestricted

Total net position

The accompanying notes are an integral part of this statement.

Component

Primary Government Unit
Palacios
Economic
Governmental Business-type Development
Activities Activities Total Corporation
$ 196,970 $ 147,242 $ 344,212 $ 12,018
29,001 7.914 36,915 819
- 17,176 17,176 -
14,348 - 14,348 -
- 113,829 113,829 -
22,996 5,024 28,020 13
- 35,000 35,000 -
66,287 413,234 479,521 -
329,602 739,419 1,069,021 12,850
110,768 5,038,480 5,149,248 -
110,768 5,038,480 5,149,248 -
440,370 5,777,899 6,218,269 12,850
1,838,051 13,879,244 15,815,295 -
1,205,088 467,027 1,672,096 369,669
$ 3,041,120 $ 14,446,271 $ 17,487,391 $ 389,669
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