COUNCIL AGENDA: 01-25-11

CITY OF M ITEM: 2.16
SAN JOSE Memorandum

CAPITAL OF SILICON VALLEY

TO: HONORABLE MAYOR AND FROM: Dennis Hawkins, CMC
CITY COUNCIL City Clerk
SUBJECT: SEE BELOW DATE: 01-10-10

SUBJECT: FY 2009-2010 INDEPENDENT AUDITOR’S REPORT AND THE
INDEPENDENT ACCOUNTANT’S REPORT OF THE HAYES MANSION
CONFERENCE CENTER

RECOMMENDATION

As recommended by the Public Safety, Finance and Strategic Support Committee on December
16, 2010 and outlined in the attached memo previously submitted to the Public Safety, Finance

and Strategic Support Committee, accept the reports on the activities of the Hayes Mansion for

the fiscal year ended June 30, 2010. The reports include:
(a) The Independent Auditor’s Report and Financial Statements;
(b) The Independent Accountant’s Report on applying Agreed-Upon Procedures; and

(c) The Public Safety, Finance and Strategic Support Committee Report (Management
Letter).



PSESS Committee 12-16-10, Item (d) 5
City Council: 01-11-11

CITY OF &

SAN JOSE Mewmorandum

CAPITAL OF SILICON VALLEY

TO: PUBLIC SAFETY, FINANCE FROM: Scott P, Johnson
& STRATEGIC SUPPORT
COMMITTEE
SUBJECT: SEE BELOW DATE: November 23, 2010
Approved I ﬁ/v} mr&h A Date /. ;2/ ;f‘f/é 0

COUNCIL DISTRICT: City-Wide
SNI AREA: NA

SUBJECT: INDEPENDENT AUDITOR’S REPORTS — HAYES MANSION FOR THE
FISCAL YEAR ENDED JUNE 30, 2010

We are pleased to present the independent auditot’s reports on the activities of the Hayes
Mansion for the fiscal year ended June 30, 2010. The reports include:

o Independent Auditor’s Report and Financial Statements
o Independent Auditor’s Report on Applying Agreed-Upon Procedures
e PSFSS Committee Report (Management Letter)

Staff from the Finance Department and the independent auditor, Macias, Gini & O’Connell,
LLP, will make a presentation to the Public Safety, Finance & Strategic Support Committee
during the December 16, 2010 meeting,

/ﬁmw/»wﬁmxm
SCOTT B/JOHNSON
Director{ Finance Pepartment

/
i

For questions please contact Scott P. Johnson, Director of Finance, at (408) 535-7000.
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City Council
City of San José, California

INDEPENDENT ACCOUNTANT’S REPORT
ON APPLYING AGREED-UPON PROCEDURES

We have perforimed the procedures enumerated below, which were agreed to by the manageiment of the
City of San José (the City), solely to assist you in evatuating whether Dolce International/San José Inc,
(Dolce) complied with certain  requirements stated in the Management Agreement dated
December 2, 2003 between the City and Dolce (the Management Agreement) for the year ended
June 30, 2010. The activities covered by the Management Agreement are accounted for in the Hayes
Mansion Conference Center (Hayes Mansion), a special revenue fund of the City. Dolce is responsible
for compliance with the Management Agreement. This agreed-upon procedures engagement was
conducted in accordance with attestation standards established by the American Institute of Certified
Public Accountants, The sufficiency of these procedures is solely the responsibility of the City.
Consequently, we make no reptesentation regarding the sufficiency of the procedures described below
either for the purpose for which this report has been requested or for any other purpose.

Our procedures and findings are as follows:

1. We inquired of the Controller and Assistant Controller on July 28, 2010 as to the procedures
performed by Dolce for recording cash receipts and reporting revenues to the City, We then selected
cash 1eceipt, check and credit’ card transactions, and performed walkthroughs of transactions
processed September 30, 2009 and May 5, 2010 to determine whether these receipts and reporting
procedures are operating as described.

Finding: No exceptions were noted as a result of our procedures,

2. We obtained the Dolce Hayes Mansion Trial Balance for the year ended June 30, 2010 and
recalculated the operating loss reported by Dolce for the year ended June 30, 2010 to be $1,493,554
for purposes of complying with the gross profit definitions in the Management Agreement,

Finding: No exceptions were noted as a result of owr procedures.

3. We obtained the performance measure caleulations for Gross Operating Profit and Revenue per
Available Room (RevPAR) and verified calculations to the Hayes Mansion’s Trial Balance and the
Smith Travel Research report for purposes of determining whether Dolce is in compliance with the
performance measures definition in the Mdnagement Agreement, Per the Management Agreement, if
Dolce fails to achieve either (i) at least 90% of Budgsted Gross Operating Profit or (i) at least 90%
of the RevPAR Penetration Index for the Center’s Competitive Set, then Dolce’s management fee
shall be reduced from 3% of Gross Revenues to 2% of Gross Revenues.
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Finding: No exceptions were noted as a result of our procedures, It should be noted that Dolce did
not meet either of the two Management Agreement performance benchmarks and, accordingly, the
management fee was reduced by 1% of Gross Revenues, or an amount of $105,289, This amount is
due from Dolce and has been properly recorded on the Center’s books as a receivable due from
Dolee.

4. We obtained the Dolce Hayes Mansion Trial Balance Statements aud compared amounts reported
therein to the financial statements recorded in the Operations Book, which are submitted to the City’s
Finance Departiment, We recalculated the following for the purposes of complying with the
Management Agreement definitions:

() Net revenues are computed as the amount equal to the Hayes Mansion Revenue accounts minus
the Hayes Mansion Expense accounts during the period.

(b) Hayes Mansion Revenues are all revenue accounts received in connection with the operation, use
or lease of Hayes Mansion,

(c) Hayes Mansion Expenses are expense accounts paid by or on behalf of the City in connection
with the operation of Hayes Mansion, payments to the FF&E Reserve account, addilions of
FP&E, Hayes Mansion bond expenses, and Hayes Mansion debt service,

Finding: No exceptions were noted as a result of our procedures.

5. We read the insurance contracts in place during the year ended JTune 30, 2010 and determined whether
the insurance provisions in the Management Agreernent have been met, including types of insurance
and coverage,

Finding: No exceptions were noted as a result of our procedures,

6. We read the 12 monthly and the annual reporting packages to determine whether Dolce complied
with the reporting requirements and deadlines for the Annual Budget, the Annual Proposed List of
Capital Improvements for the Eusuing Five-Year Period, and the Monthly Financial Reports.

Finding: No exceptions were noted as a result of our procedures,

We were not engaged to, and did not, conduct an examination, the objective of which would be the
expression of an opinion on Dolce’s compliance with the Management Agreement. Accordingly, we do
not express such an opinion, Had we performed additional procedures, other matters might have come to
our attention that would have been reported to you,

This report is intended solely for the information and use of the City Couneil and management of the City
and is not intended to be and should not be used by anyone other than these specified parties.

Macira Homs & C W L@
Certified Public Accountants
Walnut Creek, California

QOctober 29, 2010
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City of San José, California

In planning and performing our audit of the financial statements of the Hayes Mansion Conference Center
(the Center), an activity of the City of San José (the City), as of and for the year ended June 30, 2010, in
accordance with auditing standards generally accepted in the United States of America, we considered the
Center’s internal control over financial reporting (internal control) as a basis for designing our auditing
procedures for the purpose of expressing our opinion on the financial statements, but not for the purpose
of expressing an opinion on the effectiveness of the Center’s internal control. Accordingly, we do not
express an opinion on the effectiveness of the Center’s internal control.

A deficiency in internal control exists when the design or operation of a control does not allow
management or employees, in the normal course of performing their assigned functions, to prevent, or
detect and cotrect misstatements on a timely basis. A material weakness is a deficiency, or combination
of deficiencies in internal control, such that there is a reasonable possibility that a material misstatement
of the entity’s financial statements will not be prevented, or detected and corrected on a timely basis.

Our consideration of internal control was for the limited purpose described in the first paragraph and was
not designed to identify all deficiencies in internal control that might be significant deficiencies or
material weaknesses and, therefore, there can be no assurance that all such deficiencies have been
identified, We did not identify any deficiencies in internal control that we consider to be material

weaknesses.

Additionally, we have included in this letter a report on communications with the Public Safety, Finance
& Strategic Support Committee (Committee) as required by auditing standards generally accepted in the |
United States of America.

Center, the Committee, City Council, and others within the organization, and is not intended to be and

This communication is intended solely for the information and use of management of the City and the |
should not be used by anyone other than these specified parties.

Certified Public Accountants
Walnut Creek, California
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October 29, 2010
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HAYES MANSION CONFERENCE CENTER
Required Communieations
For the Year Ended June 30, 2010

REQUIRED COMMUNICATIONS

We have audited the financial statements of the Hayes Mansion Conference Center (the Center), an
activity of the City of San José (the City) as of and for the year ended June 30, 2010 and have issued
our report thereon dated October 29, 2010. Professional standards require that we provide you with
information about our responsibilities under generally accepted auditing standards as well as certain
information related to the planned scope and timing of our audit. We have communicated such
information to you in our Engagement Communication section of our General Audit Plan dated
June 30, 2010. Professional standards also require that we communicate to you the following
information related to our audit.

Significant Audit Findings
Qualitative Aspects of Accounting Practices

Management is responsible for the selection and use of appropriate accounting policies. The
significant accounting policies used by the Center are described in Note 2 to the Center’s financial
statements. No new accounting policies were adopted and the application of existing policies was not
changed during the year ended June 30, 2010. We noted no other transactions entered into by the
Center 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.

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 estimate affecting the financial
statements was depreciation estimates for capital assets, including depreciation methods and useful
lives assigned to depreciable property. Management’s judgments and estimates were based on useful
lives for depreciable property that were determined by management based on the nature of the capital
assets. We evaluated the key factors and assumptions used to develop the accounting estimate
described above in determining that it is reasonable in relation to the Center’s financial statements
taken as a whole.

Certain financial statement disclosures are particularly sensitive because of their significance to
financial statement users. The most sensitive disclosure affecting the financial statements was use af
the enterprise fund presentation on the Center’s operations, The Center’s operating transactions are
reported within the City’s special revenue funds; however, management reports its operating
transactions as an enterprise fund to comply with contractual requirements,

Difficulties Encountered in Performing the Audit

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



HAYES MANSION CONFERENCE CENTER
Required Communications
For the Year Ended June 30, 2010

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. Management has corrected all such misstatements. In addition, none of the
misstatements detected as a result of audit procedures and corrected by management were material,
either individually or in the aggregate, to the financial statements taken as a whole.

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.

Munagement Representations

We have requested certain representations from management that are included in the management
representation letter dated October 29, 2010.

Consultations with Other Independent Accountanis

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 Center’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 aceountant 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 Center’s auditors. However,
these discussions occurred in the normal course of our professional relationship and our responses
were not a condition to our retention,
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City Council
City of San Josg, California

Independent Auditor’s Report

We have audited the accompanying financial statements of the Hayes Mansion Conference Center (the
Center), an activity of the City of San José (the City), as of and for the year ended June 30, 2010, as
listed in the table of contents. These financial statements are the responsibility of the management of the
Center, Our responsibility is to express an opinion on these financial statements based on our audit,

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. 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 consideration
of internal control over financial reporting as a basis for designing audit procedures that are appropriate
in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Center’s 1’
internal control over financial reporting. Accordingly, we express no such opinion. An audit also
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements, assessing the acconnting principles used and significant estimates made by management, as
well as evaluating the overall financial statement presentation, We believe that our audit provides a
reasonable basis for our opinion,

As discussed in Note 1, the financial statements of the Center are intended to present the financial
position and the changes in financial position and cash flows of only that portion of the City’s financial
statements that is attributable to the transactions of the Center, The Center is reported within the City’s
special revenue funds; however, for putposes of this presentation, management reports it as an enterprise
fund to comply with contractual requirements. The financial statements of the Center do not purport to,
and do not, present fairly the financial position of the City as of June 30, 2010 and the changes in its
financial position and its cash flows, where applicable, for fhe year ended June 30, 2010 in conformity
with accounting principles generally accepted in the United States of America,

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of the Center as of June 30, 2010, and the changes in its financial position and its cash
flows for the year then ended in conformity with accounting principles generally accepted in the United
States of America,
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This report is intended solely for the information and use of the City Council and management of the City
and the Center and is not intended to be and should not be used by anyone other than these specified
parties,

WM asiad Ao O @QMJLQ Lo

Certified Public Accountants
Walnut Creek, California

October 29, 2010




HAYES MANSION CONFERENCE CENTER
Statement of Net Assets
For the Year Baded June 30, 2010

Assets:
Current assets: .
Cash and investments $ 2,018,424
Accounts receivable 505,328
Accounts receivable - Dolce International/San José, Inc, 105,289
Inventory . 94,392
Prepaid expenses ' 46,179
Total cutrent assets 2,769,612
Noncurrent assets:
Other assets 109,000
Capital assats:
Nondepreciable 1,744
Depreciable, net 1,450,256
Capital assets, net 1,452,000
Total assets 4,330,612
Liabilities:
Current liabilities:
Accounts payable 205,993
Advance deposits 759,707
Accrued liabilities 500,307
Total current liabilities 1,466,007
Noncurrent liabilities: |
Deveon loan 1,200,000
Total liabilities ‘ 2,666,007
Net assets:
Invested in capital assets 1,452,000
Unrestricted: 212,605
Total net assets 3 1,664,605

See accompanying notes to financial staterents.
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HAYES MANSION CONFERENCE CENTER
Statement of Revenues, Expenses and Changes in Net Assets
For the Year Ended JTune 30, 2010

Opevating revenues:
Room

Conference services
Food

Beverage

Spa and gift shop
Other

Total operating revenues

Operating expenses:
Administrative
Beverage
City of San Jos¢ management and administrative charges
Conference
Depreciation
Food
Tnsurance
Lease and rental expense
Maintenance
Management fee
Other
. Room
Sales and marketing
Utilities
Total operating expenses
Operating loss

Nonoperating revenues (expenses):

City of San José General Fund advances reclassifed as contributions

Debt service contributions from the City of San José
Other contributions from the City of San José
Payments to the City of San José

Total nonoperating revenues
Increase in net assets

Net assets:
Beginning of year

End of year

See accompanying notes fo financial statements,
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$ 4,373,250
1,599,892
3,689,689

552,042
81,209
232,704

10,528,876

1,964,423
213,597
200,970

1,140,595
478,647

3,440,338

91,972
43,966
916,866
210,572
219,549

1,909,389

1,424,866
559,144

12,814,894

(2,286,018)

1,000,000
1,855,033
2,700,000

(2,769,283)

2,785,750

499,732

1,164,873

$ 1,664,605




HAYES MANSION CONFERENCE CENTER
Statement of Cash Flows
For the Year Ended June 30, 2010

Cash flows from operating activities:
Cash receipts from cus{omers
Cash payments to suppliers for goods and services
Cash payments to employees for services

Net cash used in operating activities

Cash flows from noncapital financing activities:
Debt service contributions from the City of San José
Other contributions from the City of San José
Payments to the City of San José

Net cash provided by noncapital financing activities

Cash flows from capital and related financing activities:
Additions to capital assets

Net cash used in capital and related financing activities

Net change in cash and cash equivalents
Cash and cash equivalents, beginning of year

Cash and cash equlvalents, end of year

Reconciliation of operating loss to net cash used in operating activities:
Operating loss :
Adjustments to reconcile operating loss to net cash nsed in operating activities:
Depreciation
Changes in assels and liabilities:
Accounts receivable
Tnventory
Prepaid expenses
Accounts payable
Advance deposits
Accrued liabilities

Net cash used in operating activities

Supplemental disclosures of cash flow information:
Noncash noncapital financing activities:
City of San José General Fund advances reclassifed as contributions

See accompanying notes to financial statements.
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$ 10,905,416

(4,817,688)
(7,593,558)
(1,505,830)
1,855,033
2,700,000
(2,769,283)
1,785,750
(86,317)
(86,317)
193,603
1,824,821

$ (2,286,018}
478,647

266,702
(12,185)
91,082
(250,472)
109,838
96,576

$  (1,505,830)

$ 1,000,000




HAYES MANSION CONFERENCE CENTER
Notes to Financial Statements
For the Year Bnded June 30, 2010

NOTE 1 - DESCRIPTION OF OPERATIONS

On November 1, 2003, the City of San José (the City) assuimed operations, management and reporting of
the Hayes Mansion Conference Center (the Center), which includes guest rooms, meeting and conference
facilities, food and beverage facilities, smface and underground parking areas and health and fitness
facilities located at 200 Edenvale Avenue, San José, California. The City has contracted with Dolcé
International/San José, Inc. (Dolcé) to act as operator of the Center, see Note 8.

The financial statements of the Center are intended to present the financial position and the changes in
financial position and cash flows of only that portion of the City’s financial statements that is atributable
to the operating transactions of the Center. The Center’s operating transactions are reported within the
City’s special revenue funds; however, for purposes of this presentation, management reports its
operating transactions as an enterprise fund to comply with contractual requirements. The contractual
requirements focus on the operations of the Center and as such the City has not included the Center’s
building and improvements and related debt in the Center’s financial statements, These assets and
related debt are reported as part of the City’s government-wide financial statements, The financial
statements of the Center do not purpott to, and do not, present fairly the financial position of the City as
of June 30, 2010 and the changes in its financial position aund its cash flows, where applicable, for the
year then ended in conformity with accounting principles generally accepted in the United States of
America,

" NOTE 2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

(a) Basis of Presentation and Accounting

Basis of accounting refers to when revenues and expenses are recognized in the accounts
reported in the financial statements, and relates to the timing of measurements made, regardless
of the measurement focus appled, The Center is accounted for using the accrual basis of
accounting, Revenues are recognized when earned and expenses are recognized when incurred.

Private-sector standards of accounting and financial reporting issued prior to December 1, 1989
generally are followed to the extent that those standards do not conflict with or contradict
guidance of the Governmental Accounting Standards Board (GASB). Governments also have the
option of following subsequent private-sector guidance for their enterprise activities, subject to
the same limitation, The Center has elected not to apply subsequent private-sector guidance.

(b) - Cash and Cash Equivalents

All highly liquid investments with original maturities of three months or less are considered to be
cash equivalents and are carried at fair value,

{c) Accownts Recelvable
The accounts receivable balance at June 30, 2010 is repotted net of an allowance for estimated

uncollectible amounts. At June 30, 2010, management reported an allowance for uncollectible
amounts in the amount of $0, :
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HAYES MANSION CONFERENCE CENTER
Notes to Financial Statements (Continued)
For the Year Ended June 30, 2010

NOTE 2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIKS (Continued)

(d)

(e)

(8)

(h)

Inyentory

Inventory consists of food, beverages and spa supplies that are stated at the lower of cost (first in,
first-out method) or market,

Capital Assets

Capital asscts are stated at cost, if purchased, or at fair value on the date received, if douated,
Management has established a capitalization threshold of $5,000 per item with a useful life
greater than one year., Depreciation is provided on a straight-line basis over the estimated nseful
life of each class of depreciable asset, Bstimated useful lives are generally three to ten years for
furniture, equipment and smallwares,

Operating Revenues and Expenses

The Center defines its operating tevenves as charges for services, which are revenmes detived
from charges for rooms, conference services, sale of food aud beverages, spa, gifls and other
services, All other revenues not derived from these sources, such as City operating subsidies, are
classified as nonoperating revenues in the accompanying statement of revemues, expenses and
changes in net assefs,

Consistent with the treatment in the accompanying statement of cash flows, all expenses, with
the exception of payments made to other funds of the City for reimbursement of bond expenses
paid by the City and interest expense are freated as operating expenses in the accompanying
statement of reveres, expenses and changes in net assets.

Net Assels

Net assets are classified in the following two components:

Invested in capital assets, consists of the Center’s capital assets net of related accumulated
depreciation,

Unrestricted net assefs consist of any remaining balance of net assets not subject to the
aforementioned categorization,

When both restricted and unrestricted resources are available for use, it is the Center’s policy o
use restricted resources first and then unrestricted resources, as they ave needed.

Use of Estimartes

The financial statements are prepared in conformity with accounting principles generally
accepted in the United States, which requires management to make estimates and assumptions
that affect the amounts teported in the financial statements and accompanying notes. Actual
results could differ from those estimates,




HAYES MANSION CONFERENCE CENTER
Notes to Financial Statements (Continued)
For the Year Ended June 30, 2010

NOTE 3 ~ CASH AND INVESTMENTS

The Center's cash and investments consist of the following at June 30, 2010:

(a)

Petly cash $ 14,000
Deposits with financial institutions:
Non-interest bearing 787,245
Interest bearing 812,508
Funds deposited in the City’s cash and investment pool 404,671
Total cash and investments $ 2,018,424
Inyestments

The Center has adopted the investment policy of the City, which is governed by provisions of the
California Government Code and the City’s Municipal Code. According to the investment
policy, the City's cash and investment pool may invest in the State of California Local Agency
Tnvestment Fund, obligations of the U.S. Treasury or U.S. Government agencies, time deposits,
money market mutual funds invested in U.S. Government securities, and with various other
permitted investments,

Under the terms of the Comerica loan agreement between the City and Comerica bank, which is
no longer in effect due to the pay-off of all Comerica loans on October 29, 2008, the Center was
required to set aside certain revenues into a furniture, fixture and equipment (FF&E) reserve.
Although no longer a requitement for the year ended June 30, 2010, management has decided to
continue this practice until September 2009, During the year, the Center transferred $182,588
into the City’s cash and investment pool to fund future capital acquisitions related to furniture,
fixtures and equipment, The FF&E reserve monthly contribution is an amount equal to four
percent of gross revenues for the previous calendar month to be utilized to pay for (i) costs of any
single repair to or at the Center that exceeds $5,000 and (if) capital expenditures on or at the
Center. A reconciliation of the FF&E Reserve Account for the year ended June 30, 2010 is as
follows:

FR&E Reserve Account Amount
Beginning balance, July 1, 2009 $ 364,239
Contributions during the year 182,588
Withdrawals during the year (142,156)

Ending balance, June 30, 2010 $ 404,671

The Center maintains its investments in the City’s cash and investment pool, It is not possible to
disclose relevant information about the Center's separate portion of the cash and investment pool,
as there are no specific investments belongiug to the Center itself, Information regarding the
characteristics of the entire investment pool can be found in the City’s June 30, 2010 basic
financial statements, A copy of that report may be obtained by contacting the City’s Finance
Department, 200 East Santa Clara Strest, 13" Floor, San José, CA, 95113 or can be found at the
City’s Pinauce Department Web Site at http://www,csjfinance.org,




HAYES MANSION CONFERENCE CENTER
Notes to Financial Statements (Continued)
For the Year Ended June 30, 2010

NOTE 3 -~ CASH AND INVESTMENTS (Continued)

)

{c)

(@

Custodial Credit Risk

The Center’s uninsured deposits are collateralized in the manner prescribed by State law, The
amounts placed on deposit with financial institutions were covered by federal depository
insurance or were collateralized by the pledging financial institutions as required by Section
53652 of the California Government Code. Such collateral is held by the pledging financial
institutions’ trust depactment or agent in the City’s name. Accordingly, the exposure to custodial
credit risk is Tow as of and for the year ended June 30, 2010,

Credit Risk

Credit risk is the risk that an issuer of an investment will not fulfill its obligation to the holder of
the investment. This risk is measured by the assignment of a rating by nationally recognized
statistical rating organization, The Center has mitigated this risk by placing its investments in the
City's cash and investment pool, The City’s pool is not rated by a credit rating agency.

Interest Rate Risk

Interest rate risk is the risk that changes in market rates will adversely affect the fair value of an
investment, Generally, the longer the maturity of an investment the greater the sensitivity of its
fair value to changes in market rates. The Center’s investment in the City's cash and investment
pool has a weighted average maturity of 122 days as of June 30, 2010,

NOTE 4 ~ CAPITAL ASSETS

The following is a sumnary of the changes in capital assets for the year ended June 30, 2010

Balance Balance
June 30, 2009 Additions Reductions June 30, 2010
Nondepreciable capital assets:
Construction in progress $ 165102 $ - $  (163,358) & 1,744
Depreciable capital assets, gross:
Furniture and equipment 5,087,274 249,675 - 5,336,949
Less accumulated depreciation:
Furniture and equipiment (3,408,046) (478,647) - (3,886,693)
Total depreciable capital assets, nel 1,679,228 (228,972 - 1,450,256
Total capital assels, net $ 1,844,330 & (298972) &  (163,358) § 1,452,000




HAYES MANSION CONFERENCE CENTER
Notes to Financial Statements (Continued)
For the Year Ended Jnne 30, 2010

NOTE 5 - LOANS PAYABLE
(@)  Advance from the General Fund of the City

During the year ended June 30, 2005, the City decided to assist the operations of the Center by
advancing three separate payments totaling $1,000,000 from the General Fund. The monies were
lent to assist the Center in meeting its monthly debt service requirements, as part of the
management agreement with the City, The advance was made with no interest rate or maturity
date. During the year, the City evaluated its advances with the Center and reclassified the
remaining balance to a contribution, which is now disclosed as a commitment (See Note 8),

(b) Deveon Constfruction Incorporated

Prior to November 1, 2003, Hayes Renaissance, L.P, (HRLP) provided the operations,
management and reporting for the Center, The lease agreement between the City and HRLP was
terminated due to HRLP's inability to meet the terms and conditions of the agreement., Upon
termination, the City agreed to assume HRLP’s Hability to Deveon Construction Incorporated
(Deveon) in the amount of $1.2 million with no payment of interest and no maturity date, on a
subordinated basis from the Center’s net revenues, as defined in a transition agreement made
between the City and HRLP,

NOTE 6 ~ OPERATING LEASE

Effective JTanuary 1, 2008, the Center hired an outside contractor and negotiated a new Spa Lease
Agreement (the 2008 Agreement) on December 12, 2007, The 2008 Agreement is for a two-year lease
term with the outside contractor, with amendments for calendar year 2009. Effective January 1, 2010,
the agreement was extended for one-year (the 2010 agreement).

The 2008 Agreement and 2010 Agreement have a fixed renf component and a percentage rent
component. The fixed rent component requires the outside contractor to pay the Center a monthly fixed
fee of $4,500 for both calendar years 2009 and 2010, The percentage rent component tequires the
outside contractor to pay the Center a percentage of the amount of gross sales generated by the outside
contractor, Percentage rent for calendar 2009 is 10% of vevenue up to $240,000 plus 5% of gross sales in
excess of $240,000, Percentage rent for calendar year 2010 is $24,000 plus 5% of gross sales exceeding
$240,000. Percentage rent earned in fiscal year 2010 totaled $27,298,
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HAYES MANSION CONFERENCE CENTER
Notes to Financial Statements (Continued)
For the Year Bnded June 30, 2010

NOTE 7 - RELATED PARTY TRANSACTIONS

(a)

(h)

Receipts from the City’s General Fund

During the year ended June 30, 2010, the Center reported a $4,555,033 City contribution.
$2,700,000 of this contribution is from the Hayes Line of Credit from the City appropriations
(see Note 8) used primarily for operations; and $1,855,033 of this contribution is fromn the City's
Debt Service funds to make debt service payments on the City’s Lease Revenue Bonds,

Charges to other funds of the City

During the year ended June 30, 2010, the Center transferred to other funds of the City the
following amounts to reimburse the City for expenses incurred on behalf of the Center:

Hayes Mansion bond expenses § 2,769,283
General and adminisiration expenses 200,970
Instrance premiums 41,364
Total $ 3,011,617

Hayes Mansion Bond Expenses - During year ended June 30, 2010, the Center made operating
lease payments of $2,769,283 to other funds of the City for reimbursement of bond expenses paid
by the City,

The City of San José Financing Authority (STFA), a component unit of the City, issued lease
revenue bonds in 1993 for the construction of improvements to the Center known as Phase I
improvements in the original aggregate amount of approximately $11 million, A portion of these
bonds was refunded on June 12, 2007 when SIFA issued Lease Revenue Bonds Series 2007A
related to the Center in the aggregate amount of approximately $5.1 million, SIFA also issued
lease revenue bonds in 2001 for the construction of additional improvements to the Center
known as Phase III improvements, improvements to the adjacent Edenvale Garden Park and the
refunding of the 1995 lease revenue bonds previously issued by the SJFA for improvements to
the Center in the aggregate amount of approximately $53.3 million. These bonds were refunded
on June 26, 2008, when SIFA issued Lease Revenue Bonds Series 2008C and 2008D related to
the Center in the aggregate amount of approximately $38 million. The City is.obligated to make
the debt service paymets and the Center reimburses the City for such costs,
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HAYES MANSION CONFERENCE CENTER
Notes to Financial Staternents (Continued)
For the Year Ended June 30, 2010

NOTE 7 -~ RELATED PARTY TRANSACTIONS (Continued)

Refer to the long-term debt disclosures in the City’s financial statements for further information
on the debt related to the Center, Future minimum lease payments on the outstanding bonds
related to the improvements at the Center are as follows:

Year Ending June 30 Principal Interest

2011 $ 2,346,083 3 371372
2012 2,730913 364,650
2013 3,020,735 355,663
2014 3,030,005 333,738
2015 3,363,206 296,013
2016-2020 18,875,389 840 847
20212025 20,430,000 265,325
20262027 8,945,000 21,624
Future minimum lease commitments 3 62,741 g_i_L__ § 2849237

For purposes of calculating the future minimum lease payments (equal to the annual debt service
requirements for variable rate debt) as of Tune 30, 2010, the following June 30, 2010 cffective
interest rates were used:

Effective
Bond Issue Interest Rate
SEJA Lease Revenue Bonds, Series 2008C 0.16%
SEJA Lease Revenue Bonds, Series 2008D 0.33%

General and Administration Expenses — During the year ended June 30, 2010, the Center was
allocated total charges of $200,970 comprised of: (1) $78,060 to pay for up to 50% of the salary
of a full-time equivalent of a principal accountant employed by the City with respect to the
Center; (2) $9,996 to pay the cost of a City employee to administer and monitor long-term debt
as it relates to the Center (not to exceed $10,000 per contract year); (3) $85,394 to pay the cost of
a City asset imanagement consultant to oversee the management of the Center; (4) $21,835 to pay
the cost of City's free use of the Center; and (5) $5,685 for other incidental charges.

Insurance Premiums — The Center paid $41,364 for the cost of insurance premiuns for policies
maintained by the City with respect to the Center, which are reported as insnrance expense. The
Center is covered under the City's annual all-risk property insurance policy. The policy is a
$1 billion blanket property policy covering all City owned locations, including the Center.
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HAYES MANSION CONFERENCE CENTER
Notes to Financial Statements (Continued)
For the Year BEnded June 30, 2010

NOTE 8 ~ COMMITMENTS

(a)

(b)

Management Agreement

The City entered into a Management Agreement (the Agreement) with Dolce to operate and
manage the Center, The original term of the Agreement is for the period from January 1, 2004
through June 30, 2014, unless it is extended or sooner terminated, as provided for in the
Agreement, Dolce has the right and option to extend the original term for two successive periods
of five calendar years each, provided it meets certain requirements as defined in the Agreerent,

As compensation for the services to be rendered by Dolce pursuant to the Agreement, the City
pays Dolce a monthly base management fee of 3% of monthly gross revenues, In accordance
with the Agreement, the management fee is reduced to 2% if one of two required performance
measutes is not met, For the year ended June 30, 2010, Dolce did not meet either of the two
required performance measures, and, accordingly, the management fee was reduced to $210,572,
which represents 2% of gross revenues. At June 30, 2010, the Center reported a receivable of
$105,289, which represents the outstanding reimbursement of management fees to be returned by
Dolce. This amount will be divided by 12 months and applied as a credit to the monthly
management fee received by Dolce for the 2010-2011 fiscal year,

Dolce is also entitled to an incentive management fee during each contract year, as defined in the
Agreement, which is vatiable based on the Center’s profitability, For the year ended
Tune 30, 2010, Dolce did not meet the performance objectives entitling them to an incentive
management fee,

Operating Contributions from the City

Beginning in the year ended June 30, 2005, the City has advanced General Funds to the Center to
subsidize its operations under the City's Hayes Line of Credit appropriation. The City expects
repayinent of these contributions when the Center generates an operating surplus, Amounts
committed to the City as of June 30, 2010 are sununatized as follows:

Year Ended June 30, Amount

2005 $ 1,000,000
2006 2,400,000
2007 4,200,000
2008 ‘, 4,300,000
2009 9,100,000
2010 2,700,000

Total advances from the City 3 23,700,000

Due to the Center's operating deficits over the past several years, it is not certain whether or
when the Center will be able to repay these General Fund contributions; accordingly, they have
been reported as contributions and are not reported as a liability in the financial statements.
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