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March 14, 2011

To the Honorable Mayor and
Members of the City Council
City of Deephaven
Deephaven, Minnesota

The comprehensive annual financial report of the City of Deephaven, Minnesota, for the year ended
December 31, 2010, is hereby submitted for your review. The report was prepared in accordance with
generally accepted accounting principles (GAAP) as established by the Governmental Accounting
Standards Board and meets the requirements of the Minnesota State Auditor’s Office.

The report consists of management’s representations concerning the finances of the City. Consequently,
management assumes full responsibility for the completeness and reliability of all information presented
in this report. To provide a reasonable basis for making these representations, management of the City
has established internal controls designed to protect the City’s assets from loss, theft, or misuse and to
provide sufficient reliable information for the preparation of these financial statements in conformity
with GAAP. Because the cost of internal controls should not outweigh their benefits, the City’s internal
controls have been designed to provide reasonable, rather than absolute assurance that the financial
statements will be free from material misstatements, As management, we assert that to the best of our
knowledge and belief, this financial report is complete and reliable in all material respects. Furthermore,
all disclosures necessary to enable the reader to have the maximum understanding of the City’s financial
activity have been included.

Kern DeWenter Viere, a firm of licensed certified public accountants, has audited the City’s financial
statements. The goal of the independent audit was to provide reasonable assurance that the financial
statements of the City for the fiscal year ended December 31, 2010, are free of material misstatement.
The independent audit involved examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements, assessing the accounting principles used and significant estimates
made by management, and evaluating the overall financial statement presentation, The independent
auditor concluded that there was a reasonable basis for rendering an unqualified opinion that the City’s
financial statements for the fiscal year ended December 31, 2010, are fairly presented in conformity with
GAAP. The independent auditor’s report is presented on pages 9 & 10 of the financial section of this
report.

GAAP requires that management provide a narrative introduction, overview and analysis to accompany
the basic financial statements in the form of Management’s Discussion and Analysis (MD&A). This
letter of transmittal is designed to complement the MD&A and should be read in conjunction with it.
The City’s MD&A can be found starting on page 11.



Government Profile

The City of Deephaven was incorporated in 1900. It is a western suburb of the Minneapolis/St. Paul
area, located in Western Hennepin County. Deephaven covers an area of 2.3 square miles (or 1,440
acres) with an estimated population of 3,814. It is primarily a residential city, with a small commercial
area that primarily serves the local community.

One of Deephaven’s chief attractions is Lake Minnetonka with its three deep-cut bays bordering the city.
The points and peninsulas overlooking the lake provide some of the City’s most beautiful home sites,
and the lake furnishes endless opportunities for year-round activities. Summer fun is provided at six
public beaches and two city marinas, which service approximately 308 boats ranging in size from
slender canoes to luxurious powerboats and sailboats. Deephaven’s recreational areas include public
parks, which contain tennis courts, baseball fields, playground equipment, basketball courts and walking
trails. Hiking trails and bike paths connect many recreational areas. During the winter, the trails are
utilized for cross-county skiing. Deephaven is truly a haven when it comes to peaceful living and active
recreation.

Management of the City is responsible for establishing and maintaining budgetary control designed to
ensure that the assets of the government are protected from loss, theft or misuse, and to ensure that
adequate accounting data is compiled to allow for the preparation of financial statements in conformity
with GAAP. The objective of these budgetary controls is to ensure compliance with legal provisions
embodied in the annual appropriated budget approved by the City Council. Activities of the General
Fund are included in the annual appropriated budget. Project length financial plans are adopted for the
Capital Projects Funds. The level of budgetary control (that is, the level at which expenditures cannot
legally exceed the appropriate amount) is established by function and activity within an individual fund.

Factors Affecting Financial Condition

The information presented in the financial statements is perhaps best understood when it is considered
from the broader perspective of the specific environment within which the City of Deephaven operates.

Local Economic Condition and Qutlook
Despite the significant national economic decline beginning in 2008, which spurred a general slowdown

in construction activity, total permits and residential housing construction value for the City of
Deephaven stayed surprisingly consistent in recent years as shown in the following table:

Total Permits

Number Value
2010 541 $ 13,268,023
2009 399 11,737,115
2008 524 16,664,812
2007 590 13,532,474
2006 622 14,338,000
2005 534 9,384,000
2004 560 10,975,766

2003 605 13,353,874



However, more reflective of the declining economy, the overall market value of the City of Deephaven
has continued its overall decline after many years of consecutive growth. The City’s overall market
value decreased 0.2% in 2009 and another 2.4% in 2010 signaling the continued softening of the value
of residential and commercial properties throughout Deephaven. In addition, this decline in market
value is expected to continue at least through 2011 until the overall residential housing market begins to
stabilize both regionally and locally.

The City has adopted land use plans, zoning ordinances and developed shoreland management plans to
ensure orderly growth and quality redevelopment. In 2008, the City completed an update to the
Comprehensive Plan, which extends to the year 2020.

All of Deephaven is part of Independent School District No. 276. Deephaven has one elementary school
and one private school located within the city limits.

Commercial areas in Deephaven provide a limited range of commercial goods and services. The largest
commercial area in the community is Chowen’s Corner, which consists mainly of retail shops and
offices. A smaller commercial area is located along Trunk Highway 7 and Vine Hill Road.

Long-Term Financial Planning

Each year, as part of its review of the long-term financial plan of the City, the City Council establishes
five primary long-term financial objectives. They include:

1. Maintain property tax levy increases at the annual rate of inflation. This goal has been
established partly to adhere to required levy limit requirements imposed by the State of
Minnesota through 2011, but primarily to control the growth of government expenditures to a
reasonable rate thereby providing its residents with some assurance that the property tax levy will
not increase at a greater rate than wage increases. For the most part, this objective has been met
with a 0% levy increase in 2008, a 5.7% increase in 2009, a 0% increase in 2010, and a 2%
increase in 2011.

2. Limit payments for bonded debt and/or facility lease payments to the Excelsior Fire District to
approximately $170,000 per year until the final payment of the fire facility lease is made in 2023.
This objective has been met with a facility lease payment averaging approximately $151,000 per
year through 2023 and with no immediate plans to issue future debt.

3. Establish an unreserved General Fund Balance that equals or exceeds 90% of current year
expenditures. This objective has been met with an unreserved General Fund Balance of 100.7%
in 2008, 105.1% in 2009 and 99.6% in 2010. Longer range projections through to 2015 show
that the unreserved General Fund Balance will decline to around 90% of current year
expenditures as General Fund expenditures increase at a greater rate than revenues.

4. Establish a Capital Improvement Fund reserve of $350,000 to provide available funding for
street, police, park and administrative equipment and to adequately fund future street
improvement projects. This objective has been achieved in the short term with a Capital
Improvement Fund reserve of $401,117 in 2008, $365,131 in 2009, and $392,824 in 2010.
Longer range projections show the Capital Improvement Fund reserve will decrease to a low of
$140,130 in 2015 unless the need for upcoming street reconstruction projects is less than
anticipated.



5. Establish utility rates that ensure the ability to finance annual operating costs, the schedule of
current and future capital utility projects, and establish utility fund reserves in the amount of
$150,000 in the Water Utility Fund, $650,000 in the Sewer Utility Fund and $150,000 in the
Storm Water Utility Fund. Despite periodic fluctuations owing to capital projects, this objective
will eventually be met in both the Water Utility Fund and the Storm Water Utility Fund as the
current rate structure is adequate to fund all current and future operating costs and projected
capital costs. However, the Sewer Utility Fund will present more of a challenge as projected
increases in waste disposal fees and future capital improvements will cause reductions in the
Sewer Utility Fund reserve. The City Council has already begun to take the necessary steps to
ensure that adequate Sewer Utility Fund reserves are maintained well into the future by
approving sewer rate increases in both 2009 and 2010.

Major Initiatives

The City of Deephaven prepares a comprehensive Budget annually and also updates its long range plans
and forecasts of key financial indicators. The City reviews the following long-range plans prior to
preparing its annual budget:

Capital Improvement Plan
Five Year Budget Forecast
Five Year Park Plan

Five Year Ultility Forecast
City Fiscal Policy

Deephaven, along with four other area municipalities, have established the Excelsior Fire District
through a joint powers agreement that provides fire services and emergency medical response to all five
communities. The joint powers agreement provides Deephaven with partial ownership of the Excelsior
Fire District and the City anticipates an overall leveling of annual costs to support the District in future
years.

The City has developed a web site, which can be assessed at www.cityofdeephaven,org,
Awards

The Government Finance Officers Association of the United States and Canada (GFOA) awarded a
Certificate of Achievement for Excellence in Financial Reporting to the City of Deephaven for its
comprehensive annual financial report for the fiscal year ended December 31, 2009. This is the 15™
consecutive year that the City has achieved this prestigious award. In order to be awarded a Certificate
of Achievement, a government must publish an easily readable and efficiently organized comprehensive
annual financial report. This report must satisfy both accounting principles generally accepted in the
United States of America and applicable legal requirements.

A Certificate of Achievement is valid for a period of one year only, We believe that our current
comprehensive annual financial report continues to meet the Certificate of Achievement Program’s
requirements and we are submitting it to the GROA to determine eligibility for another certificate.
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KDV

Expert advice. When you need it.™

INDEPENDENT AUDITOR’S REPORT

Honorable Mayor and Members
of the City Council

City of Deephaven

Deephaven, Minnesota

We have audited the accompanying financial statements of the governmental activities, the business-type
activities and each major fund of the City of Deephaven, Minnesota, as of and for the year ended
December 31, 2010, which collectively comprise the City’s basic financial statements as listed in the
Table of Contents. These financial statements are the responsibility of the City’s management. Qur
responsibility is to express opinions on these financial statements based on our audit,

We conducted our audit in accordance with U.S. generally accepted auditing standards 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 opinions.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
respective financial position of the governmental activities, the business-type activities and each major
fund of the City of Deephaven, Minnesota, as of December 31, 2010, and the respective changes in
financial position and where applicable, cash flows, thereof, and the respective budgetary comparison for
the General Fund for the year then ended in conformity with U.S. generally accepted accounting
principles.

In accordance with Government Auditing Standards, we have also issued our report dated March 14,
2011, 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.



KDV

.

U.S. generally accepted accounting principles require that the Management’s Discussion and Analysis,
which follows this report letter, and the Schedule of Funding Progress for the Retiree Health Plan, be
presented to supplement the basic financial statements. Such information, although not a part of the
basic financial statements, is required by the Governmental Accounting Standards Board (GASB), 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 U.S. generally accepted auditing standards,
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 an opinion or provide any assurance.

Our audit was conducted for the purpose of forming opinions on the financial statements that
collectively comprise the City’s financial statements as a whole. The accompanying supplementary
information identified in the Table of Contents as well as the individual fund schedules are presented for
purposes of additional analysis and are not a required part of the financial statements. The
supplementary information is the responsibility of management and was derived from and relate directly
to, the underlying accounting and other records used to prepare the financial statements. The
information has been subjected to the auditing 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 U.S. generally accepted
auditing standards. In our opinion, the information is fairly stated, in all material respects in relation to
the financial statements as a whole.

The information identified in the Table of Contents as the Introductory and Statistical Sections is
presented for purposes of additional analysis and is not a required part of the basic financial statements,
The Introductory and Statistical Sections have not been subjected to the auditing procedures applied in
the audit of the basic financial statements and, accordingly, we express no opinion on them.

Kot Delllaneler. Viatne, L.

KERN, DEWENTER, VIERE, LTD.
St. Cloud, Minnesota
March 14, 2011
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CITY OF DEEPHAVEN

MANAGEMENT’S DISCUSSION AND ANALYSIS
December 31, 2010

As management of the City of Deephaven (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 December 31, 2010.

FINANCIAL HIGHLIGHTS

¢ The assets of the City exceeded liabilities at the close of the most recent fiscal year by $ 11,332,332
(total net assets). Of this amount, $ 3,364,236 (unrestricted total net assets) may be used to meet the
City’s ongoing obligations to citizens and creditors in accordance with the City’s fund designations
and fiscal policies.

¢ The City’s total net assets in 2010 decreased by $ 252,584 in comparison with the prior year.

o As ofthe close of the current fiscal year, the City’s governmental funds reported combined ending
fund balances of $ 2,939,571, an increase of $ 32,304 in comparison with the prior year. This total
amount is designated or reserved through legal restrictions and City Council authorization.

¢ At the end of the current fiscal year, the unreserved General Fund balance was $ 2,451,621, which
included $ 145,908 that has been designated for severance and other post employment benefits
(OPEB) liability and $ 2,305,713 for working capital. The total General Fund balance was 99.6% of
total 2010 General Fund expenditures.

¢ The City’s general government total long-term debt is $ 145,908. This amount has been designated
for accrued compensated absences and OPEB liability. In other words, $ 120,645 has been
designated to pay for one-third accrued sick leave that is paid to City employees upon their
retirement with the City and § 25,263 has been designated towards the City’s outstanding OPEB
liability.

* The propriety funds have an ending cash balance of $ 975,926, This represents an increase of
$ 34,084 over the prior year, primarily owing to a sewer rate increase implemented in 2010 and a
more moderate schedule of capital improvement projects undertaken in 2010.

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 comprise three components: 1) government-wide
financial statements, 2) fund financial statements and 3) Notes to The Financial Statements. This report
also contains other supplementary information in addition to the basic financial statements themselves,

GOVERNMENT-WIDE FINANCIAL STATEMENTS

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

The Statement of Net Assets presents information on all the City’s assets and liabilities, with the

difference between the two reported as net assets. Over time, increases or decreases in net assets may
serve as a useful indicator of whether the financial position of the City is improving or deteriorating.

11



CITY OF DEEPHAVEN

MANAGEMENT’S DISCUSSION AND ANALYSIS
December 31, 2010

GOVERNMENT-WIDE FINANCIAL STATEMENTS

The Statement of Activities presents information showing how the City’s net assets changed during the
most recent fiscal year. All changes in net assets are reported as soon as the underlying event giving rise
to the change occurs, regardless of the timing of the related cash flows. Thus, revenues and expenses
arc reported in this Statement for some items that will only result in cash flows in future fiscal periods
(¢.g. uncollected taxes and earned but unused sick leave).

Both of the government-wide financial statements distinguish functions of the City that are principally
supported by taxes and intergovernmental revenues (governmental activities) from other functions that
are intended to recover all or a significant portion of their costs through user fees and charges (business-
type activities). The governmental activities of the City include General Government, Public Safety,
Public Works and Park and Recreation. The business-type activities of the City include Sewer, Water,
Storm Water, Marina and Recycling Funds.

The government-wide financial statements can be found on pages 23 through 24 of this report.
FUND FINANCIAL STATEMENTS

A fund is a grouping of related accounts 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: government funds and 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 city’s near-term financial 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 statement. By doing
so, readers may better understand the long-term impact of the City’s near-term financial decisions. Both
the governmental fund Balance Sheet and 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 maintains three individual major governmental funds. Information is presented separately in
the governmental fund Balance Sheet and in the governmental fund Statement of Revenues,
Expenditures and Changes in Fund Balances for the General, Capital Improvement and the Park
Improvement Funds.

12



CITY OF DEEPHAVEN

MANAGEMENT’S DISCUSSION AND ANALYSIS
December 31, 2010

FUND FINANCIAL STATEMENTS
Governmental Funds (Continued)

The City adopts an annual appropriated budget for its General Fund. A budgetary comparison statement
has been provided on pages 55 through 59 for this Fund to demonstrate compliance with the budget,

The basic governmental fund financial statements can be found on pages 25 through 29 of this report.
Proprietary Funds

The City maintains five major enterprise funds. Enterprise funds are used to report the same functions
presented as business-type activities in the governmental-wide financial statements. The City uses
enterprise funds to account for water, sewer, storm sewer, marina and recycling operations.

Proprietary funds provide the same type of information as the government-wide financial statements,
only in more detail.

The basic proprietary fund financial statements can be found on pages 31 through 33 of this report.
Notes to the Financial Statements

The Notes to the Financial Statements provide additional information that is essential to a full
understanding of the data provided in the government-wide and fund financial statements. The Notes to
the Financial Statements can be found on pages 35 through 51 of this report.

GOVERNMENT-WIDE FINANCIAL ANALYSIS

As noted earlier, net assets may serve over time as a useful indicator of a city’s financial position. In the
case of the City, assets exceeded liabilities by $ 11,332,332 at the close of 2010.

The largest portion of the City’s net assets ($ 7,502,550, or 66%) reflects its investment in capital assets
(e.g. land, buildings, machinery and equipment). The City uses these capital assets to provide services
to 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 the City has no
outstanding long-term debt that has been used to acquire these assets.

13



CITY OF DEEPHAVEN
MANAGEMENT’S DISCUSSION AND ANALYSIS

December 31, 2010
NET ASSETS
{In Thousands)
Government Business-Type
Activities Activities Total
2010 2009 2010 2009 2010 2009
ASSETS:
Current and Other Assets $ 3,056 $ 3,027 § 1,162 § 1,107 $ 4,218 $ 4,134
Capital Assets 4,748 4914 2,754 2,878 7,502 7,792
Total Assets § 7,804 $ 7941 $ 3916 $ 3,985 $ 11,720 $ 11,926
LIABILITIES:
Other Liabilities $ 109 $ 89 $ 138 $ 146 $ 247 $ 235
Noncurrent Liabilities 134 101 7 5 141 106
Total Liabilities $ 243 3 190 3 145 $ 151 $ 388 3 341
NET ASSETS:

Invested in Capital Assets $ 4,748 $ 4914 $ 2,754 $ 2,878 $ 7,502 8 7,792

Restricted 465 434 - - 465 434
Unrestricted 2,348 2,403 1,017 956 3,365 3,359
Total Net Assets § 7,561 $ 7751 $ 3,771 $ 3,834 $ 11,332 $ 11,585

A portion of the City’s net assets represents resources that are subject to external restrictions on how
they may be used. The remaining balance of unrestricted net assets ($ 3,364,236) may be used to meet
the City’s ongoing obligations to citizens and creditors. Restricted net assets of $ 465,546 can only be
used for the City’s various capital projects.

At the end of the current fiscal year, the City was able to report positive balances in all three categories
of net assets, both for the City as a whole, as well as for its separate governmental and business-type
activities.

The City’s net assets decreased by $ 252,584 during the current fiscal year, resulting from a § 189,077
decrease in governmental activities and a $ 63,507 decrease in business-type activities. This is due, in
large measure, to an overall decline in t