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To the School Board of
Independent School District No. 831
Forest Lake, Minnesota

We have prepared this management report in conjunction with our audit of Independent School District
No. 831, Forest Lake, Minnesota’s (the District) financial statements for the year ended June 30, 2011.
The purpose of this report is to communicate information relevant to the financing of public education in
Minnesota and to provide comments resulting from our audit process. We have organized this report into
the following sections:

Audit Summary

Funding Public Education in Minnesota
Financial Trends of Your District
Accounting and Auditing Updates
Legislative Summary

We would be pleased to further discuss any of the information contained in this report or any other
concerns that you would like us to address. We would also like to express our thanks for the courtesy and
assistance extended to us during the course of our audit.

This report is intended solely for the information and use of those charged with governance of the
District, the School Board, management, and those who have responsibility for oversight of the financial

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

Nlly, Hodyat, ol Kodowril 4 o, PA

November 21, 2011

Malloy, Montague, Karnowski, Radosevich & Co., P.A.

5353 Wayzata Boulevard ¢ Suite 410 * Minneapolis, MN 55416 ¢ Telephone: 952-545-0424 + Telefax: 952-545-0569 ¢+ www.mmkr.com



AUDIT SUMMARY

We hereby provide you with the following summary of our audit work, key conclusions, and other
information that we consider important or that is required to be communicated to the School Board,
administration, or those charged with governance of the District.

OUR RESPONSIBILITY UNDER AUDITING STANDARDS GENERALLY ACCEPTED IN THE UNITED
STATES OF AMERICA, GOVERNMENT AUDITING STANDARDS, AND THE U.S. OFFICE OF
MANAGEMENT AND BUDGET (OMB) CIRCULAR A-133

We have audited the financial statements of the governmental activities, each major fund, and the
aggregate remaining fund information of the District as of and for the year ended June 30, 2011.
Professional standards require that we provide you with information about our responsibilities under
auditing standards generally accepted in the United States of America, Government Auditing Standards,
and OMB Circular A-133, as well as certain information related to the planned scope and timing of our
audit. We have communicated such information to you verbally and in our audit engagement letter.
Professional standards also require that we communicate to you the following information related to our
audit.

PLANNED SCOPE AND TIMING OF THE AUDIT

We performed the audit according to the planned scope and timing previously discussed and coordinated
in order to obtain sufficient audit evidence and complete an effective audit.

AUDIT OPINION AND FINDINGS
Based on our audit of the District’s financial statements for the year ended June 30, 2011:
e We have issued an unqualified opinion on the District’s annual financial statements.

e We noted no matters involving the District’s internal control over financial reporting that we
consider to be material weaknesses.

It should be understood that internal controls are never perfected, and those controls which
protect the District’s funds from such things as fraud and accounting errors need to be
continually reviewed by your management and modified as necessary.

e The results of our testing disclosed no instances of noncompliance that are required to be reported
under Government Auditing Standards.

o We noted that the Schedule of Expenditures of Federal Awards is fairly stated, in all material
respects, in relation to the basic financial statements.

e The results of our tests indicate that the District has complied, in all material respects, with the
compliance requirements that could have a direct and material effect on major federal programs.

¢ We noted no matters involving the internal control over compliance and its operation that we
consider to be material weaknesses in our testing of major federal programs.

e We have reported no findings based on our testing of the District’s compliance with Minnesota
laws and regulations.



EXTRACURRICULAR STUDENT ACTIVITY ACCOUNTS

In accordance with Minnesota Statutes, the District’s School Board has elected not to exercise control
over the transactions of the extracurricular student activity accounts maintained at various district sites.
Consequently, the cash receipts and disbursements of the District’s extracurricular student activity
accounts are reported in a separate set of financial statements, rather than being reported within the
District’s General Fund. We have issued an opinion on these separate financial statements, stating that
they fairly present the recorded cash transactions of these accounts for the year ended June 30, 2011.

We also issued a report on compliance with the Minnesota Department of Education’s (MDE) Manual for
Activity Fund Accounting, in which we reported the results of that testing as detailed in the Schedule of
Findings and Corrective Action.

FoLLow-UP ON PRIOR YEAR FINDINGS AND RECOMMENDATIONS

As a part of our audit of the District’s financial statements for the year ended June 30, 2011, we
performed procedures to follow-up on the findings and recommendations that resulted from our prior year
audit. The following is a summary of these findings and recommendations along with the results of our
follow-up:

Federal American Recovery and Reinvestment Act (ARRA) Reporting

As a part of our audit of the District’s financial statements for the year ended June 30, 2010, we noted that
the District did not properly submit all of the four quarterly surveys for ARRA funds received. We are
pleased to report that this was not a finding in the fiscal 2011 audit.

MN LCM - Claims and Disbursements

As a part of our audit of the District’s financial statements for the year ended June 30, 2010, we noted that
the District did not pay two disbursements selected for testing within the 35-day requirement. We are
pleased to report that this was not a finding in the fiscal 2011 audit.

SIGNIFICANT ACCOUNTING POLICIES

Management is responsible for the selection and use of appropriate accounting policies. The significant
accounting policies used by the District are described in Note 1 of the notes to basic financial statements.
For the year ended June 30, 2011, the District has implemented Governmental Accounting Standards
Board (GASB) Statement No. 54, “Fund Balance Reporting and Governmental Fund Type Definitions.”
This statement established new fund balance classifications that comprise a hierarchy based primarily on
the extent to which a government is bound to observe constraints imposed upon the use of the resources
reported in governmental funds.

We noted no transactions entered into by the District during the year for which there is a lack of
authoritative guidance or consensus. All significant transactions have been recognized in the financial
statements in the proper period.

CORRECTED AND UNCORRECTED MISSTATEMENTS

Professional standards require us to accumulate all known and likely misstatements identified during the
audit, other than those that are trivial, and communicate them to the appropriate level of management.
Where applicable, management has corrected all such misstatements. In addition, none of the
misstatements detected as a result of audit procedures and corrected by management, when applicable,
were material, either individually or in the aggregate, to each opinion unit’s financial statements taken as
a whole.



ACCOUNTING ESTIMATES AND MANAGEMENT JUDGMENTS

Accounting estimates are an integral part of the financial statements prepared by management and are
based on management’s knowledge and experience about past and current events and assumptions about
future events. Certain accounting estimates are particularly sensitive because of their significance to the
financial statements and because of the possibility that future events affecting them may differ
significantly from those expected. The most sensitive estimates affecting the financial statements were:

General education revenue and certain other revenues are computed by applying an allowance per
student to the number of students served by the District. Student attendance is accumulated in a
state-wide database—MARSS. Because of the complexity of student accounting and because of
certain enrollment options, student information is input by other school districts and the MARSS data
for fiscal year 2011 is not finalized until well into fiscal year 2012. General education revenue and
certain other revenues are computed using preliminary information on the number of students served
in the resident district and also utilizing some estimates, particularly in the area of enrollment options.

Special education state aid includes an adjustment related to tuition billings to and from other school
districts for special education services which are computed using formulas derived by the MDE.
Because of the timing of the calculations, this adjustment for fiscal 2011 is not finalized until after the
District has closed its financial records for the fiscal period. The impact of this adjustment on the
receivable and revenue recorded for state special education aid is calculated using preliminary
information available to the District.

The District has recorded a liability in the Statement of Net Assets for severance benefits payable for
which it is probable employees will be compensated. The “vesting method” used by the District to
calculate this liability is based on assumptions involving the probability of employees becoming
eligible to receive the benefits (vesting), the potential use of accumulated sick leave prior to
termination, and the age at which such employees are likely to retire.

The District has recorded activity for other post-employment benefits (OPEB). These obligations are
calculated using actuarial methodologies described in GASB Statement No. 45. These actuarial
calculations include significant assumptions, including projected changes, healthcare insurance costs,
investment returns, retirement ages, and employee turnover.

The depreciation of capital assets involves estimates pertaining to useful lives.

The District’s self-insured activities require recording a liability for claims incurred but not yet
reported, which are based on estimates.

Management expects any differences between estimates and actual amounts of these estimates to be
insignificant. We evaluated the key factors and assumptions used by management in the areas discussed
above in determining that they are reasonable in relation to the financial statements taken as a whole.

DIFFICULTIES ENCOUNTERED IN PERFORMING THE AUDIT

We encountered no significant difficulties in dealing with management in performing and completing our
audit.

DISAGREEMENTS WITH MANAGEMENT
For purposes of this letter, professional standards define a disagreement with management as a financial
accounting, reporting, or auditing matter, whether or not resolved to our satisfaction, that could be

significant to the financial statements or the auditor’s report. We are pleased to report that no such
disagreements arose during the course of our audit.
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MANAGEMENT CONSULTATIONS WITH OTHER INDEPENDENT ACCOUNTANTS

In some cases, management may decide to consult with other accountants about auditing and accounting
matters, similar to obtaining a “second opinion” on certain situations. If a consultation involves
application of an accounting principle to the District’s financial statements or a determination of the type
of auditor’s opinion that may be expressed on those statements, our professional standards require the
consulting accountant to check with us to determine that the consultant has all the relevant facts. To our
knowledge, there were no such consultations with other accountants.

OTHER AUDIT FINDINGS OR ISSUES

We generally discuss a variety of matters, including the application of accounting principles and auditing
standards, with management each year prior to retention as the District’s auditors. However, these
discussions occurred in the normal course of our professional relationship and our responses were not a
condition to our retention.

MANAGEMENT REPRESENTATIONS

We have requested certain representations from management that are included in the management
representation letter dated November 21, 2011.



FUNDING PUBLIC EDUCATION IN MINNESOTA

Due to its complexity, it would be impossible to fully explain the funding of public education in
Minnesota within this report. The last section of this report, which contains a summary of legislative
changes affecting school districts, gives an indication of how complicated the funding system is. The
following section provides some state-wide funding and financial trend information.

BAsIC GENERAL EDUCATION REVENUE

The largest single funding source for Minnesota school districts is basic general education aid. Each year,
the Legislature sets a basic formula allowance. Total basic general education revenue is calculated by
multiplying the formula allowance by the number of pupil units for which a district is entitled to aid.
Pupil units are calculated using a legislatively determined weighting system applied to average daily
membership (ADM). Over the years, various modifications have been made to this calculation, including
changes in weighting and special consideration for declining enrollment districts.

The table below presents a summary of the formula allowance for the past decade and as approved for the
next two fiscal years. We have adjusted the percentage change from year to year for non-comparable
changes such as referendum reduction and aids that were previously separately funded and subsequently
“rolled-in” or “rolled-out” to general education revenue.

Formula Allowance
Fiscal Year Percent
Ended June 30, Amount Increase
2002 $ 4,068 26 %
2003 $ 4,601 26 % (1)
2004 $ 4,601 - %
2005 $ 4,601 - %
2006 $ 4,783 40 %
2007 $ 4,974 40 %
2008 $ 5,074 20 %
2009 $ 5,124 1.0 %
2010 $ 5,124 - %
2011 $ 5,124 - %
2012 $ 5,174 1.0 %
2013 $ 5,224 1.0 %
(1) Percentage adjusted to eliminate changes caused by
referendum reduction and rolled-in (out) aids which
does not affect total district revenue.

As noted in the table above, after having been frozen at the same level for the last three years, the
Legislature has added $50 to the basic formula allowance for both fiscal 2012 and 2013. In recent years,
the modest increases in the formula allowance have forced many districts to continually cut expenditure
budgets or seek increased referendum revenue in order to maintain programs.

The table above does not reflect temporary funding changes such as the $51 per pupil unit one-time
additional general education aid school districts and charter schools received in 2008-2009, or the
technology and operating capital aid received by school districts and charter schools in 2007-2008
(%40 per pupil unit) and 2008-2009 ($55 per pupil unit). It also does not reflect the one-time replacement
of a portion of a district’s general education aid with federal fiscal stabilization funds in fiscal 2010.
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STATE OUTLOOK AND EFFECT ON INTERNAL CONTROLS

The 2011 legislative session began with the Governor and Legislature facing a projected budget deficit of
$6.2 billion (later revised down to $5.0 billion in the February 2011 Economic Forecast) for the
2012-2013 biennium. In addition, the 2010 election had dramatically changed the state’s political
landscape. A Democratic Governor was in power for the first time since 1991, while the Republicans had
majority control of both the House and the Senate for the first time since 1971. Predictably, as the session
progressed it became clear that the Governor and Legislature were having difficulty agreeing on a state
budget for the next biennium. Shortly after the 2011 regular session ended, the Governor vetoed eight
major state appropriation bills and the omnibus tax bill passed by the Legislature, which left the majority
of state agencies without a budget for the next fiscal year. This resulted in a shutdown of “nonessential”
state agencies that began July 1, 2011 and effectively ended with the passing of appropriation bills in a
special session on July 19th and 20th.

The large projected budget deficit facing the 2011 Legislature was typical of the financial challenges the
state has experienced in recent years. Unfavorable economic conditions have caused a steady
deterioration of the state’s financial condition, which has resulted in series of cuts and holdbacks in state
aids to local governments and other entities. As was the case in the last biennium, the adopted state
budget for 2012-2013 utilized several large “accounting shifts” in an attempt to minimize the need for tax
increases or state aid cuts to balance the budget. The accounting shifts, further explained in the
Legislative Summary section of this report, included delaying an even higher percentage of estimated
state aid payments to school districts and charter schools, and a small expansion of the “tax shift,” which
accelerates the recognition of district tax levy revenue with an off-setting reduction in state aid. Both of
these types of shifts significantly reduce the amount of operating cash available to Minnesota school
districts and charter schools, but are intended to be revenue neutral. While these shifts have spared
districts from deeper aid cuts in the short-term, some argue that their use does not address the state’s
budget woes, but only delays them. If the economy remains sluggish, further state budget shortfalls are
likely.

EFFECT ON INTERNAL CONTROLS

These circumstances have resulted in a sustained cycle of budget reductions for many Minnesota school
districts and charter schools, forcing many to make significant staffing cuts or reassignments. In some
cases, such measures have weakened internal controls by reducing the segregation of accounting duties or
delaying the performance of key control procedures. Unfortunately, the economic downturn has also
placed additional financial strain on many individuals, elevating the risk of fraud and theft. Recent
communications from the Minnesota Office of the State Auditor have reported a substantial increase in
incidents of fraud and theft involving local governments. A comprehensive and functioning system of
internal controls is critical to safeguarding public assets and producing the accurate and timely financial
information necessary to effectively manage a school district. When faced with difficult budgetary
decisions, we encourage our clients to be mindful of these factors and to continue to make sound financial
controls a priority.



STATE-WIDE SCHOOL DISTRICT FINANCIAL HEALTH

One of the most common and comparable statistics used to evaluate school district financial health is the
unrestricted (formerly unreserved) operating fund balance as a percentage of operating expenditures.

State-Wide Unrestricted/Unreserved Operating Fund Balance
as a Percentage of Operating Expenditures
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Note: State-wide information is not available for fiscal 2011.

The calculation above reflects only the unrestricted/unreserved fund balance of the General Fund and the
corresponding expenditures, which is the same method the state uses for the calculation of statutory
operating debt (SOD). We have also included the comparable percentages for your district.

Even with limited funding increases, school district unrestricted/unreserved fund balance has been
increasing as a percentage of operating expenditures on a state-wide basis in recent years. This trend is
the result of many factors, including districts reducing operating expenditures, adapting to funding
restrictions, efforts to maintain fund balance for cash flow purposes, and in some cases community
support in the form of operating referendums.

As of June 30, 2010, this ratio was 11.1 percent for the District, as compared to a state-wide average of
17.7 percent. The District’s percentage of operating expenditures was 10.7 percent at the end of the
current year.



The table below shows a comparison of governmental fund revenue per ADM received by Minnesota
school districts and your district. Revenues for all governmental funds are included, except for the
Capital Projects — Building Construction Fund and the OPEB Debt Service Fund. Other financing
sources such as proceeds from sales of capital assets, insurance recoveries, bond sales, loans, and
interfund transfers are also excluded.

Governmental Funds Revenue per Student (ADM) Served
Seven-County
State-Wide Metro Area ISD No. 831 — Forest Lake
2009 2010 2009 2010 2009 2010 2011
General Fund
Property taxes $ 1371 $ 1,473 $ 1833 $ 1,968 $ 1529 $ 1506 $ 2,223
Other local sources 458 435 381 372 208 241 251
State 7,859 7,119 7,920 7,143 7,160 6,287 6,388
Federal 452 1,233 489 1,274 329 1,065 478
Total General Fund 10,140 10,260 10,623 10,757 9,226 9,099 9,340
Special revenue funds
Food Service 454 469 453 465 526 537 534
Community Service 507 503 613 604 587 570 603
Debt Service Fund 1,034 1,040 1,131 1,137 607 556 577
Total revenue $12,135 $12,272 $12,820 $12,963 $10,946 $10,762 $11,054
ADM served per MDE School District Profiles Report (current year estimated) 7,140 6,925 6,899
Note: Excludes the Capital Projects — Building Construction and OPEB Debt Service Funds.
Source of state-wide and seven-county metro area data: School District Profiles Report published by the MDE

ADM used in the table above and on the next page is based on enrollments consistent with those used in
the MDE School District Profiles Report, which include extended time ADM, and may differ from ADM
reported in other tables.

The mix of local and state revenues vary from year to year primarily based on funding formulas and the
state’s financial condition. The mix of revenue components from district to district varies due to factors
such as the strength of property values, mix of property types, operating and bond referendums,
enrollment trends, density of population, types of programs offered, and countless other criteria.

Total revenue per ADM served increased by $292, or 2.7 percent, to $11,054, as presented in the table
above. Additional funding recognized in state special education sources contributed to the increase
presented in the table above. Changes in enrollment also impact comparisons in the table above and on
the next page when revenue and expenditures are fixed costs, such as debt levies and principal and
interest on outstanding indebtedness.

General Fund tax revenue increased $717 per student, mainly due to a $4.5 million increase in the tax
shift. General Fund revenue from federal grants declined by $587 per student, primarily due to a
one-time $4.3 million replacement of general education aid with federal fiscal stabilization funds in fiscal
2010. The change for the tax shift and federal stabilization funds were revenue neutral adjustments in
school funding offset through state sources.



The table below reflects similar comparative data available from the MDE for all governmental fund
expenditures, excluding the Capital Projects — Building Construction Fund and the OPEB Debt Service
Fund. Other financing uses, such as bond refunding and transfers, are also excluded.

Governmental Funds Expenditures per Student (ADM) Served
Seven-County
State-Wide Metro Area ISD No. 831 — Forest Lake
2009 2010 2009 2010 2009 2010 2011
General Fund
Administration and
district support $ 84 $ 87 (% 86 $ 781 (($ 779 $ 683 $ 753
Elementary and secondary
regular instruction 5,112 4,885 5,411 5,069 4,448 4,193 4,315
Vocational education instruction 153 149 152 150 150 137 133
Special education instruction 1,817 1,832 2,002 1,992 1,354 1,370 1,491
Instructional support services 502 461 598 550 823 332 229
Pupil support services 874 861 968 937 1,184 1,067 1,255
Sites and buildings and other 850 794 824 755 1,121 1,042 978
Total General Fund
expenditures (excluding capital) 10,162 9,789 10,831 10,234 9,859 8,824 9,154
General Fund capital expenditures 466 440 443 414 189 217 237
Special revenue funds
Food Service 454 458 453 456 536 562 548
Community Service 522 513 634 618 583 571 589
Debt Service Fund 1,244 1,129 1,334 1,184 563 578 596
Total expenditures $ 12,848 $ 12329 | $ 13,695 $ 12,906 | $ 11,730 $ 10,752 $ 11,124
ADM served per MDE School District Profiles Report (current year estimated) 7,140 6,925 6,899
Note: Excludes the Capital Projects — Building Construction and OPEB Debt Service Funds.
Source of state-wide and seven-county metro area data: School District Profiles Report published by the MDE

Expenditure patterns also vary from district to district for various reasons. Factors affecting the
comparison include the growth cycle or maturity of the district, average employee experience, availability
of funding, population density, and even methods of allocating costs. The differences from program to
program reflect the District’s particular character, such as its community service programs, as well as the
fluctuations from year to year for such things as capital expenditures.

Total expenditures per ADM served increased by $372, or 3.5 percent, to $11,124, as presented in the
table above. The largest increases occurred in the elementary and secondary regular instruction, special
education instruction, and pupil support services, increasing by $122, $121, and $188, respectively.

SUMMARY

The funding for and financial position of Minnesota school districts has fluctuated significantly over the
past several years due to a number of factors, including those discussed above. This situation continues to
present a challenge for school boards, administrators, and management of these districts in providing the
best education with the limited resources available in a climate of unknown future funding levels.



FINANCIAL TRENDS OF YOUR DISTRICT
GENERAL FUND FINANCIAL POSITION

The following graph displays the District’s General Fund trends of financial position and changes in the
volume of financial activity. Unrestricted/unreserved fund balance and cash balance are typically used as
indicators of financial health or equity, while annual expenditures are often used to measure the size of
the operation.

General Fund Financial Position
Year Ended June 30,
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The District ended fiscal year 2011 with a General Fund cash balance (net of borrowing) deficit of
(%$4,725,420) and an unrestricted fund balance of $5,402,418. The decrease in cash and investments in the
current year reflects the change in metering of state aid payments to school districts, as legislatively
approved, and an increase in the tax shift in fiscal 2011.

The following table presents the components of the General Fund balance for the past five years:

June 30,
2007 2008 2009 2010 2011

Nonspendable fund balances $ - $ - 3 - $ - $ 206,330

Restricted (formerly reserved fund balances (1) 2,645,478 2,123,001 981,890 150,927 1,701
Unrestricted (formerly unreserved) fund balances

Assigned (formerly designated) - - 1,226,524 1,258,590 823,777

Unassigned (formerly undesignated) 3,674,518 3,234,676 3,369,778 4,559,494 4,578,641

Total fund balance $ 6,319,996 $ 5,357,677 $ 5578,192 $ 5969,011 $ 5,610,449
Unrestricted (formerly unreserved) fund balances

as a percentage of expenditures 5.9% 4.8% 6.4% 9.3% 8.3%

Unassigned (formerly undesignated) fund balances
as a percentage of expenditures 5.9% 4.8% 4.7% 7.3% 7.1%
(1) Includes deficits in restricted fund balance accounts allowed to accumulate deficits under UFARS, which are part of unassigned fund balance on
accounting standards generally accepted in the United States of America-based financial statements.

In the table above, General Fund unrestricted/unreserved fund balances and the related percentages of
total General Fund expenditures differ from those used in the previous discussion of state-wide fund
balances, which are based on the state SOD formula. The resources represented by this fund balance are
critical to a district’s ability to maintain adequate cash flow throughout the year, to retain its programs,
and cushion against the impact of unexpected costs or funding shortfalls.
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The significant change in equity components on the previous page is a result of the implementation of
GASB Statement No. 54, “Fund Balance Reporting and Governmental Fund Type Definitions.”

GENERAL FUND CASH FLOW

The level of cash and investments varies considerably during the year due to the timing of various

revenues and expenditures. The following graph summarizes the level of cash and investments over the
past three years:

General Fund Cash Flow
Month-End Balances
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The graph above shows the peaks and valleys of the General Fund cash and investments balance (net of

borrowing and interfund balances) on a monthly basis. The swing between its high and low month-end
cash balances was about $12.5 million for fiscal 2011.

Changes in funding structure and state aid payment schedules significantly affect the cash flow of
Minnesota school districts. As further described in the Legislative Summary section of this report, state
aids normally paid on a 90-10 schedule were changed to a 73-27 schedule for fiscal 2010 and 70-30 for

fiscal 2011. Beginning in fiscal 2011, a further delay in aid payments occurred with a change in the
recognition of property tax revenue.
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ADM AND PUPIL UNITS

The following graph shows the rate of ADM change from year to year, and the relationship of the
resulting pupil units:

Change in ADM and Pupil Units
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ADM is a measure of students attending class, which is then converted to pupil units (the base for
determining revenue) using a statutory formula. Not only is the original budget based on ADM estimates,
the final audited financial statements are based on updated, but still estimated, ADM since the counts are
not finalized until around January of the following year. When viewing revenue budget variances, one
needs to consider these ADM changes, the impact of the prior year final adjustments which affect this
year’s revenue, and also the final adjustments caused by open enrollment gains and losses.

The ADM served by the District for 2011 is estimated to be 6,751, a decrease of 23 ADM, or about
0.3 percent, from the prior year. The ADM served and resulting pupil units for the past 10 years,

corresponding to the graph above, are presented as supplemental information within the District’s
financial report.
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GENERAL FUND REVENUE AND EXPENDITURES

The following graphs summarize the District’s General Fund revenues and expenditures for 2011:

General Fund Revenue
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For 2011, revenues of $64,441,441 were over budget by $670,537, or 1.1 percent, and were $1,427,904
greater than the prior year. Favorable variances in property taxes, other local sources, and state aids were
partially offset by variances in investment earnings and federals sources that were below anticipated
levels. Additional funding recognized in state special education contributed to the current year increase.

General Fund Expenditures
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In 2011, expenditures of $64,800,003 were $622,838, or 1.0 percent, over budget and were $2,177,285
greater than the prior year. The increase in the current year was spread across most areas presented in the
table above with the largest increase in purchased services.
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OTHER FUNDS OF THE DISTRICT

The following graph shows what is referred to as the other operating funds. The remaining non-operating
funds are only included in narrative form below, since their level of fund balance can fluctuate
significantly due to such things as issuing and spending the proceeds of refunding or building bonds and,
therefore, the trend of fund balance levels are not necessarily a key indicator of financial health. It does
not mean that these funds cannot experience financial trouble or that their fund balances are unimportant.

Other Operating Funds
Total Fund Balances
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Food Service Special Revenue Fund

The District’s Food Service Special Revenue Fund experienced a decrease in fund balance of $94,651 in
2011, compared to a budgeted increase of $2,904. Revenues were $103,818 under budget. Regular meal
sales were down from the prior year offset with an increase in federal sources. Expenditures were under
budget $6,263. The Food Service Special Revenue Fund had a year-end fund balance of $887,336,
representing 23.5 percent of annual expenditures totaling $3,779,637.

This operation has maintained a healthy fund balance for several years and has also been able to assist in
funding a portion of several capital improvements to food service facilities in recent years. The District
should review upcoming capital needs of the child nutrition operation and incorporate that information in
establishing an optimal level of fund balance that is also within state and federal fund balance limits.

Community Service Special Revenue Fund

The District’s Community Service Special Revenue Fund experienced a fund balance increase of $93,363
in 2011, compared to a budgeted increase of $59,797. Revenues were $69,402 under budget, spread
across all sources. Expenditures were under projected levels, ending $102,968 under budget. The
Community Service Special Revenue Fund had a year-end fund balance of $653,249, representing
16.1 percent of annual expenditures totaling $4,064,758.

The Community Service Special Revenue Fund, like the Food Service Special Revenue Fund, needs to be
self-sustaining. In addition to cost controls, financial analysis of the costs of providing programs,
including overhead, is important. Fees and tuition charges should be sufficient to cover these costs as
well as potential funding shortfalls from state, federal, or property tax sources.
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Debt Service Fund

The funding of debt service is controlled in accordance with each outstanding debt issue’s financing plan.
It is important to remember that resources of the Debt Service Fund are dedicated to payment of
outstanding debt obligations of the District.

Post-Employment Benefits Trust Fund

The Post-Employment Benefits Trust Fund is considered a fiduciary fund, where assets are held in trust to
finance OPEB payable to former employees of the District.

GOVERNMENT-WIDE FINANCIAL STATEMENTS

The District’s financial statements include fund-based information that focuses on budgetary compliance,
and the sufficiency of the District’s current assets to finance its current liabilities. The GASB Statement
No. 34 reporting model also requires the inclusion of two government-wide financial statements designed
to present a clear picture of the District as a single, unified entity. These government-wide statements
provide information on the total cost of delivering educational services, including capital assets and
long-term liabilities.

Theoretically, net assets represent the resources the District has leftover to use for providing services after
its debts are settled. However, those resources are not always in expendable form, or there may be
restrictions on how some of those resources can be used. Therefore, the statement divides the net assets
into three components: net assets invested in capital assets, net of related debt; restricted net assets; and
unrestricted net assets. The following table presents a summarized conversion of the District’s
governmental fund balances (as discussed earlier) to net assets and the separate components for the last
three years:

June 30,
2009 2010 2011
Net assets — governmental activities
Total fund balances — governmental funds $ 9,052,433 $ 8,806,673 $ 8,327,007
Negative net OPEB obligation 5,443,682 5,040,521 4,575,041
Total capital assets, net of depreciation 52,663,362 50,860,841 49,183,495
Total long-term debt (46,215,875) (42,842,514) (40,434,206)
Other adjustments (408,652) (278,221) (190,251)
Total net assets — governmental activities $ 20,534,950 $ 21,587,300 $ 21,461,086
Net assets
Invested in capital assets, net of related debt $ 18,575,722 $ 19,466,942 $ 20,670,293
Restricted 3,800,266 2,382,628 2,292,972
Unrestricted (1,841,038) (262,270) (1,502,179)
Total net assets $ 20,534,950 $ 21,587,300 $ 21,461,086

Some of the District’s fund balances translate into restricted net assets by virtue of external restrictions
(statutory restrictions) or by the nature of the fund they are in (e.g. Food Service Special Revenue Fund
balance can only be spent for food service program costs). The unrestricted net assets category consists
mainly of the General Fund unrestricted fund balances, offset against non-capital long-term obligations
such as vacation or severance payable. Consequently, many Minnesota school districts have accumulated
deficits in this component of net assets.

Total net assets decreased by $126,214 during fiscal 2011. This is partially due to the relationship
between the rate of depreciation on capital assets and the repayment rate of related debt, as well as the
general operating results of the District as a whole.
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ACCOUNTING AND AUDITING UPDATES

GASB STATEMENT NO. 60 — ACCOUNTING AND FINANCIAL REPORTING FOR SERVICE CONCESSION
ARRANGEMENTS

This statement provides accounting and financial reporting guidance for governments that participate as
either a transferor or an operator in a service concession arrangement (SCA). SCAs are arrangements
whereby a government transfers the rights to operate one of its capital assets to a third party operator
(either a private party or another government) for consideration, with the operator then being
compensated from the fees or charges collected in connection with the operation of the asset. To qualify
as an SCA, an arrangement must meet all of the following criteria: 1) the transferor must convey to the
operator both the right and the obligation to use one of its capital assets to provide services to the public;
2) the operator must provide significant consideration to the transferor; 3) the operator must be
compensated from the fees or charges it collects from third parties; 4) the transferor must have the ability
to either determine, modify, or approve what services are to be provided to whom at what price; and
5) the transferor must retain a significant residual interest in the service utility of the asset. This statement
provides guidance to governments that are party to an SCA for reporting the assets, obligations, and flow
of revenues that result from the arrangement; along with the required financial statement disclosures. The
requirements of this statement must be implemented for periods beginning after December 15, 2011, with
earlier implementation encouraged.

GASB STATEMENT NO. 61 — THE FINANCIAL REPORTING ENTITY: OMNIBUS

This statement amends the current guidance in GASB Statement No. 14, “The Financial Reporting
Entity,” for identifying and presenting component units. This statement changes the fiscal dependency
criterion for determining component units. Potential component units that meet the fiscal dependency
criterion for inclusion in the financial reporting entity under existing guidance will only be included if
there is also “financial interdependency” (an ongoing relationship of potential financial benefit or burden)
with the primary government. This statement also clarifies the types of relationships that are considered
to meet the “misleading to exclude” criterion for inclusion as a component unit; changes the criteria for
blending component units; gives direction for the determination and disclosure of major component units;
and adds a requirement to report an explicit, measurable equity interest in a discretely presented
component unit in a statement of position prepared using the economic resources measurement focus.
The requirements of this statement must be implemented for periods beginning after June 15, 2012, with
earlier implementation encouraged.

GASB STATEMENT NO. 63 — FINANCIAL REPORTING OF DEFERRED OUTFLOWS OF RESOURCES,
DEFERRED INFLOWS OF RESOURCES, AND NET POSITION

This statement provides financial reporting guidance for deferred outflows of resources and deferred
inflows of resources; which are defined as the consumption or acquisition of net assets, respectively,
applicable to a future reporting period. The statement amends certain reporting requirements in GASB
Statement No. 34 and related pronouncements, providing a format for a new Statement of Net Position,
which reports deferred outflows of resources and deferred inflows of resources separately from assets and
liabilities. It also renames the residual of assets, deferred outflows of resources, liabilities, and deferred
inflows of resources as net position, rather than net assets. The requirements of this statement must be
implemented for periods beginning after December 15, 2011, with earlier implementation encouraged.
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GASB PENSION EXPOSURE DRAFTS

In June, 2011 GASB issued two exposure drafts on accounting and reporting for pensions, one for the
reporting of pension benefits within the financial statements of participating employers and the other for
pension plan financial reporting. These two exposure drafts are intended to update or replace the current
guidance for pension reporting in GASB Statement Nos. 25 and 27.

The exposure drafts propose a variety of changes in financial statement presentation, measurement, and
required disclosures relating to pension benefits. Included are proposed major changes in how employers
that participate in cost-sharing defined benefit pension plans, such as TRA and PERA, account for
pension benefit expenses and liabilities. Currently, employers participating in such plans recognize
pension expenses and liabilities only to the extent of their contractually required annual contributions to
the plan. The exposure draft proposes that those employers recognize their proportionate share of the
collective net pension liability and collective pension expense for all participating employers. If adopted,
this guidance could have a significant impact on the financial statements of the participating employers,
as participants in plans with a substantial unfunded liability would be required to report their
proportionate share of the unfunded liability in their government-wide financial statements.

The proposed effective dates for both exposure drafts are for periods beginning after June 15, 2012, if
certain conditions are met, otherwise for periods beginning after June 30, 2013.

FEDERAL FUNDING ACCOUNTABILITY AND TRANSPARENCY ACT (TRANSPARENCY ACT)

Effective October 1, 2010, the Transparency Act requires federal award recipients to report specific data,
including compensation data in certain circumstances, related to subawards. One of the key requirements
of the Transparency Act was the creation of a single, searchable website that provides the public with
greater access to information on federal spending. The Transparency Act requires recipients to report
first-tier subaward and executive compensation data for new federal grants as of October 1, 2010, if the
initial award is equal to or over $25,000. Pass-through entities (primary recipients) must report subaward
data through the Federal Funding Accountability and Transparency Subaward Reporting System (FSRS)
by the end of the month following the month in which the subaward obligation is made. For a more
detailed discussion of the Transparency Act see Part 3, Section L of the 2011 Office of Management and
Budget (OMB) A-133 Compliance Supplement available at www.whitehouse.gov/omb. The OMB has
issued several documents that provide guidance on the Transparency Act, including Open Government
Directive — Federal Spending Transparency and Subaward and Compensation Data Reporting available
at www.whitehouse.gov/omb/open.
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LEGISLATIVE SUMMARY

The following is a brief summary of recent legislative changes and issues affecting the funding of
Minnesota school districts. More detailed and extensive summaries are available from the MDE.

Basic General Education Revenue — The per pupil basic general education formula allowance for
fiscal year (FY) 2011 was $5,124. The allowance will increase $50 each of the next two years, to
$5,174 for FY 2012, and $5,224 for FY 2013.

Small Schools Revenue — Small schools revenue will be added as a new component of general
education revenue beginning in FY 2013. School districts with less than 1,000 adjusted marginal cost
pupil units (AMCPU) will qualify for an additional revenue allowance per AMCPU of: $522.40
times (1,000 — AMCPU)/1,000. Charter schools are not eligible for this aid.

Compensatory Pilot Project Formula Aid — The 20 largest school districts in the state in terms of
adjusted pupil units may be eligible to this one-time aid for FY 2013. To be eligible, the District’s
compensatory revenue per compensatory pupil unit (free + 1/2 of reduced price lunch count) must be
less than $1,400. The aid, which can only be used for basic skills purposes, will equal the amount
needed to bring the District’s compensatory aid up to $1,400 per compensatory pupil unit.

Training and Experience Revenue — Training and experience revenue will be eliminated as a
component of general education revenue effective FY 2012,

State Aid Payment Deferral — State aids normally paid on a 90-10 schedule were changed to a
73-27 schedule for FY 2010 and 70-30 for FY 2011. Beginning in FY 2012, these aids will be paid
on a 60-40 payment schedule, which will also apply to charter schools. An exception was allowed
for charter schools in which at least 90 percent of the enrollment receives special education services,
accelerating regular special education aid payments only to a 90-10 payment schedule.

Early Graduation Programs — Two programs were created that provide students that graduate early
with awards between $2,500 and $7,500, depending on how many semesters early they graduate.
Students qualifying for the Early Graduation Achievement Scholarship Program receive a scholarship
award that may be used at any accredited higher education institution, and students qualifying for the
Early Graduation Military Service Award Program receive a cash award equivalent to the scholarship
program awards. Beginning in FY 2012, school districts and charter schools will no longer generate
pupil units and the associated funding for early graduates participating in these programs.

Temporary Suspension of Reserved Revenue for Staff Development — The temporary suspension
of the requirement for school districts and charter schools to reserve 2 percent of their basic general
education revenue for staff development, initially suspended for FY 2010 and FY 2011, was extended
to include FY 2012 and FY 2013.

Licensed School Support Staff — The requirement for school districts to reserve $3 per pupil of the
safe schools levy proceeds for licensed school support staff, as well the maintenance of effort
requirement relating to school counselors and other licensed support staff, have been eliminated.

Uses of Operating Capital Revenue — The use of operating capital revenue has been expanded to
include costs associated with leasing vehicles, and costs directly associated with closing a school
facility, including moving and storage costs.

Endowment/Permanent School Fund Payments — Effective March 1, 2012, the distribution of
endowment/permanent school fund revenue will be based on the adjusted average daily membership
(ADM) pupils served by each school district rather than resident ADM pupils. Also, charter schools
will qualify to receive endowment/permanent school fund payments beginning that same date.
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Teacher Contract Deadline — The January 15 deadline for settling teacher contracts and the related
penalty have been eliminated.

Literacy Incentive Aid — For FY 2013 and later, a new literacy incentive aid is available to school
districts and charter schools. Only school sites that enroll students in Grades 3 and 4, with reading
MCA test results from the prior year, generate revenue. There is no requirement for the funds to be
spent at the school generating the revenue. The aid may be used for any General Fund purpose.

Literacy incentive aid is the sum of two components, proficiency aid and growth aid. Proficiency aid
equals $85 times the school’s enrollment from October 1 of the previous year times the school’s
proficiency index (the percent of third graders meeting or exceeding proficiency on the reading
Minnesota Comprehensive Assessments (MCA) test, averaged across the previous three test
administrations). Growth aid equals $85 times the school’s enrollment on the previous October 1
times the percentage of fourth graders making medium or high growth on the reading MCA, averaged
across the previous three test administrations.

Integration Aid — The current integration rule remains in effect with no sunset. However, the
current integration aid funding formula remains in place only for FY 2012 and FY 2013. The
integration revenue statute is repealed in FY 2014, and the base appropriation for a new program is
established for FY 2014 and FY 2015. The Commissioner of Education will convene a 12-member
Integration Revenue Replacement Advisory Task Force to develop recommendations for repurposing
integration revenue funds to create and sustain opportunities for students to achieve improved
educational outcomes.

Property Tax Revenue Recognition Change (Tax Shift) — Beginning in FY 2011, 48.6 percent of
property taxes levied for the next school year will be recognized as revenue in the current year, and
state aids will be reduced by that same amount. The shift calculation was changed to use gross levies
before state tax credits are deducted. Shifted amounts will be repaid (decreased) when the state
attains certain specific financial goals, and the aid payment schedule is restored to 90-10.

Homestead Market Value Credit — The homestead market value credit, which reduces the property
taxes spread to homestead property based on net tax capacity and replaces it with state aid, is repealed
effective for taxes payable in 2012. To help neutralized the impact of the credit repeal on
homeowners, a portion of each homestead taxpayer’s market value will be excluded in determining
the property’s net tax capacity for determining net tax capacity-based taxes. The exclusion starts at
40 percent of the value for homes valued up to $76,000, and is gradually reduced as the home value
increases, phasing out completely for homes valued over $413,800.

Career and Technical Levy — Beginning with taxes payable in 2012, this levy is increased to the
greater of $80 times the District’s ADM in Grades 9 through 12, or 35 percent of approved
expenditures (instead of the lesser of $80 times the District’s ADM in Grades 10 through 12, or
25 percent of approved expenditures).

Fund Transfers — For FY 2012 and FY 2013 only, school districts are authorized to transfer any
money from one fund or account to another, excluding transfers from the food service or community
service funds, as long as the transfer does not increase state aid obligations or increase local property
taxes. School boards may only approve such transfers after they have adopted a resolution stating
that the transfer will not diminish instructional opportunities for students.

PERA and TRA Rates — Contribution rates for employers and employees of the PERA Coordinated
Plan increase by 0.25 percent effective January 1, 2011. Contribution rates for employers and
employees for both the TRA Basic and Coordinated Plans increase by 0.5 percent each year through
FY 2015. There is no additional aid to help fund these increases.

Minnesota Department of Education Budget — The MDE budget has been reduced by 5.0 percent
annually for FY 2012 and FY 2013.
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