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The screech and mechanical uproar of the big city turns the
citified head, fills citified ears—as the song of birds, wind in the
trees, animal cries, or as the voices and songs of his loved
ones once filled his heart. He is sidewalk-happy.

Frank Lloyd Wright

A city is a place where there is no need to wait for next week to get
the answer to a question, to taste the food of any country, to find new
voices to listen to and familiar ones to listen to again. The city as a
center where, any day in any year, there may be a fresh encounter
with a new talent, a keen mind or a gifted specialist—this is essential
to the life of a country. To play this role in our lives a city must have
a soul—a university, a great art or music school, a cathedral or a
great mosque or temple, a great laboratory or scientific center, as
well as the libraries and museums and galleries that bring past and
present together. A city must be a place where groups of women and
men are seeking and developing the highest things they know.

Margaret Mead

Brief descriptions of the photographs on the tab pages of the 2015 CAFR
can be found on the inside back cover.
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2015 CITY OF HOUSTON

Comprehensive Annual Financial Report

Office of the City Controller

Houston City Controller Ronald C. Green is the second highest elected official in Houston City Government
(the “City™) and its Chief Financial Officer. The Office of the Houston City Controller superintends the fiscal
affairs of the City. This includes conducting audits, managing investments and debt, preparing financial
statements and providing leadership on policy issues pertaining to the City’s financial health. Controller Green
thus serves as an independently elected “financial watchdog” over City government’s fiscal affairs.

The Treasury Division is responsible for managing the City’s $3.5 billion investment portfolio in accordance
with state law and the City’s investment policy. Fitch has awarded the City’s general investment its highest
portfolio rating, AAA. The Treasury Division is also responsible for overseeing a debt program of
approximately $13 billion. The City has multiple general obligation commercial paper programs with total
authorization of $875 million. The current issuance capacity of the commercial paper programs is $725 million
which is supported by credit facilities or lines of credit. Additionally, the City has an appropriation facility
supported by a forward bond purchase agreement in the amount of $150 million. The City has seven auction-
rate security issues, six series of variable rate demand obligation bonds, three SIFMA indexed notes, and two
interest rate swaps with a total notional amount of $902 million and credit agreements totaling $ 2.65 billion.
The City’s general obligation debt is rated Aa2 by Moody’s; AA+ by Standard and Poor’s; and AA by Fitch
Ratings.  In its most recent general obligation ratings report, Moody’s cited the City’s large tax base,
demographic trends and above average economic outlook as strengths. Standard and Poor’s affirmed the City’s
AA rating on its general obligation debt based on the City’s “sizable, deep, and diverse economic base.”

The Audit Division adheres to recognized professional auditing standards (Government Auditing Standards and
International Standards as issued by the Institute of Internal Auditors). During Fiscal Year 2015, the Audit
Division engaged in twenty-three (23) Audits and Special Projects that produced eight (8) Audit Reports as
posted on the Controller’s website. The audits and projects performed focused on risk assessment, contract
compliance, performance and efficiency, process reviews, ongoing monitoring, consideration of fraud, waste or
abuse, and quality assurance. These efforts resulted in city-wide policy and procedure changes, improved
processes, and approximately $500,000 in hard dollar recoveries. The Audit Division also provided updates to
the City Controller regarding compliance efforts, fraud, waste or abuse reports and quality assurance results. In
the most recent peer review, the Association of Local Government Auditors (ALGA) concluded “the internal
quality control system of the Office of the City Controller’s Audit Division within the City of Houston was
suitably designed and operating effectively to provide reasonable assurance of conformance with the
Standards”.

The Operations and Technical Services Division is responsible for funding certification for contracts; accounts
payable (AP), vendor payments and cash disbursement; bank accounts and travel advances, monthly
reconciliation, review and approval of City-wide personnel action requests (PAR); payroll payments
processing; City-wide contract, financial and accounting records retention and imaging retrieval; vendor liaison
function; the Controller’s Office information technology (IT) operations and related administrations. In the
coming year, the division’s goals are to develop AP streamline processing via an on-line vendor invoice
interfacing feature in SAP-AP module with the related City-wide teams to reduce manual effort; continue to
coordinate the City’s move to a paperless approval system for invoices and encouraging direct deposit payment
by City vendors and employees; replace current out of date document retrieval system with an efficient and
sufficient system and a high speed engine for server operation.

The Financial Reporting Division is ultimately responsible for the preparation of both the Monthly Financial
and Operations Report (MFOR) and the Comprehensive Annual Financial Report (CAFR), although every
division of the City Controller's Office contributes to the CAFR effort. The CAFR is available on the City
Controller’s website: www.houstoncontroller.org and on a USB drive upon request. The division also produces
the annual Trends Report.




Ronald C. Green
Houston City Controller

Ronald C. Green was elected Houston’s City Controller on December 12, 2009,
after serving three terms on Houston City Council, At-Large, Position Four. On
City Council he chaired the Budget and Fiscal Affairs Committee, overseeing the
City’s annual budget of nearly $4 billion. He was unopposed for his second term as
City Controller which began January 2012 and was re-elected for his third and final
term in November 2013. As Controller, Mr. Green has the following
responsibilities:

e Accurately and timely reporting on the City’s financial condition;

» Assessing the City’s future financial condition with accurate forecasts of projected revenues and
expenses;

 Certifying to City Council that funds are available for all appropriations and commitments of funds and
keeping accurate books of account to reflect these commitments;

 Certifying that vendors with City contracts are not delinquent on City taxes;

» Auditing the financial activities of City departments;

» Ensuring that every City dollar is fully and wisely invested at all times; and

» Serving as the financial voice for City government and informing the citizens.

As City Controller, Mr. Green oversees a $13 billion debt portfolio and over $3 billion of investments. With
rates at historic lows during the past three years, the Controller’s Office has sought out several refinancing
opportunities that have generated over $500 million in savings without extending the life of the debt. In
addition to management of the City’s treasury functions, every payment issued by the City of Houston is
processed by the Controller’s Office. The Office also prepares several reports to provide financial data and
operational statistics regarding the City, including the Monthly Financial and Operations Report, The
Comprehensive Annual Financial Report, and an annual Trends Report.

The Controller’s Office also includes the Audit Division, which has primarily concentrated on identifying
inefficiencies and evaluating the City’s outside contracts. Through Audit’s efforts during Mr. Green’s tenure as
Controller, the City has realized $7 million in savings.

Mr. Green is a native Houstonian. He earned both a Bachelor of Science and a Master of Business
Administration from the University of Houston, as well as a law degree from Texas Southern University's
Thurgood Marshall School of Law. He is also a licensed real estate broker.

Mr. Green is a founding partner of his own law firm and is a member of the Government Finance Officers
Association, National Association of Bond Lawyers, the Houston Lawyers Association, Alpha Phi Alpha
Fraternity, Inc., and 100 Black Men of America, Inc. He was elected to the National League of Cities Board of
Directors in November 2013 and was appointed to the Governmental Accounting Standards Advisory Council
(GASAQC) in January 2014.



2015 CITY OF HOUSTON

Comprehensive Annual Financial Report

City of Houston
The Office of the City Controller

Ronald C. Green
City Controller

Chris Brown
Chief Deputy City
Controller

Executive/Administration

Division
| { ] |
Charisse Mosely Harry Singh Courtney Smith Carl Medley
Deputy City Controller Deputy City Controller City Auditor Deputy City Controller
Treasury Division Operations and Technical Audit Division Financial Reporting
Services Division Division




2015 CITY OF HOUSTON

Comprehensive Annual Financial Report

Elected Officials
City of Houston, Texas

2015 Houston City Council, Front row, left to right: Mike Laster, District J; David
Robinson, At-Large Position 2; Ellen Cohen, District C; Richard Nguyen, District F; Ed
Gonzalez, District H; Annise Parker, Mayor; Ronald Green, City Controller; Oliver
Pennington, District G; Brenda Stardig, District A; Dave Martin, District E; Michael
Kubosh, At-Large Position 3; back row, left to right: Larry Green, District K; Stephen
Costello, At-Large, Position 1; Dwight Boykins, District D; Jerry Davis, District B; C.O.
Bradford, At-Large, Position 4; Robert Gallegos, District I; Jack Christie, At-Large,
Position 5.
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Office of the City Controller
City of Houston, Texas

Ronald C. Green
December 2, 2015
Citizens of Houston, Honorable Mayor and City Council Members:

I am pleased to provide you with the Comprehensive Annual Financial Report (CAFR) of the City of
Houston (Texas) (the City) for the year ended June 30, 2015, including the independent auditor’s report
prepared by McConnell & Jones/Banks, Finley, White & Co. The CAFR was prepared by the City
Controller’s Office and satisfies my responsibilities under the City Charter and State law. Responsibility
for both the accuracy of the presented data and the completeness and fairness of the presentation,
including all disclosures, rests with the City. We believe the data, as presented, is accurate in all material
respects and is organized in a manner which fairly sets forth the financial position and results of
operations of the City as measured by the financial activity of its various funds.

The City’s management is responsible for establishing and maintaining a system of internal controls
designed to provide reasonable, but not absolute, assurance that the assets of the City are protected from
loss, theft or misuse, and for the reliability of financial records for preparing financial statements and
maintaining accountability of assets. The concept of reasonable assurance recognizes that the cost of a
control should not exceed the benefits likely to be derived and that the evaluation of costs and benefits
requires estimates and judgments by management.

The CAFR is presented in three sections. The Introductory Section includes this transmittal letter, a list of
elected City officials, and organizational charts for the Office of City Controller and for City government.
The Financial Section includes Management’s Discussion and Analysis (MD&A), basic financial
statements, combining and individual fund statements and schedules, as well as the independent auditor’s
report on the basic financial statements. The Statistical Section includes selected financial and
demographic information generally presented in a multi-year basis.

The Basic Financial Statements of the City include all government activities, organizations and functions,
including those legally separate organizations for which the City is financially accountable as defined by
the Governmental Accounting Standards Board (GASB).

These financial statements have been prepared in accordance with generally accepted accounting
principles for local governments as prescribed by the GASB.

The Reporting Entity and Its Services

The Mayor serves as the Chief Executive Officer of the City. The City Controller is the second-highest
elected official within City Government and serves as the City’s Chief Financial Officer. The legislative
body of the City is the City Council, which consists of the mayor, eleven district members and five at-
large members. In November 2015, voters approved a proposition changing the terms of Mayor,
Controller and Council members to four years, with a limit of two terms, effective January 2016.
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The City provides a full range of municipal government services including police and fire protection,
emergency medical services, pretrial detention services, traffic and municipal courts, water production
and distribution, solid waste collection, sanitary code enforcement, wastewater treatment, health and
human services, building and maintenance, parks and recreation, library, convention and cultural
activities, and operation of three municipal airports, George Bush Intercontinental Airport, William P.
Hobby Airport and Ellington Airport.

The City does not operate hospitals, schools, transportation systems or higher education systems. Special
districts and governmental entities with independent taxing authority are responsible for administering
these services.

History and Population

Houston was founded on August 30, 1836, by New York real estate brokers John Kirby Allen and
Augustus Chapman Allen. The Allen brothers paid $9,428 for 6,642 acres of land at the headwaters of
Buffalo Bayou. About a year later, General Sam Houston, the first president of the Republic of Texas,
authorized Houston to incorporate. For the next four years Houston was the capital of the Republic. In the
early years, cotton and the railroad were the key drivers of Houston’s economy. That changed in 1901
with the discovery of oil at Spindletop in Beaumont, Texas. Energy is still king but the area’s economy is
now also supported by other major drivers, including the Port of Houston, the Texas Medical Center and
NASA'’s Johnson Space Center. Houston also has a number of fine colleges and universities.

At the time of the first census in Texas in 1850, Houston had a population of 2,397 and Galveston, a
bustling port 45 miles south of Houston, was the state’s largest city. Today, Houston is the largest city in
Texas and the fourth largest city in the U.S. In this first decade of the new century, a quarter million
people from other U.S. cities and towns have relocated to Houston. Houston, with more than 2.1 million
people, is a melting pot of ethnicities where no single group comprises a majority. The City is the seat of
a burgeoning metropolitan area encompassing six counties with a total population approaching 6 million.

Budgetary Information

In accordance with State law and the City Charter, Houston City Council shall, in collaboration with the
mayor and City departments, adopt balanced budgets each year for the General Fund, Debt Service Fund,
Special Revenue Funds, Internal Service Funds and Proprietary Funds. Exceptions are the Grant Revenue,
Disaster Recovery, Health Special and Housing Special Revenue Funds, for which City Council adopts
separate operating or program budgets throughout the year. The City also does not budget capital projects
and other capital expenditures related to the General Fund. Instead, City Council authorizes these
expenditures through individual appropriation ordinances.

Proprietary Fund budgets, also called Enterprise Funds, exclude depreciation and amortization expenses.
These Proprietary Fund budgets include debt service and capital equipment costs, but exclude buildings
and improvements, with the exception of Aviation, which budgets its current year expenses for these
projects. As with the General Fund capital projects, approval of each Proprietary Fund capital project is
accomplished through individual appropriation ordinances. No City expenditures may be made without an
appropriation. City Council can legally appropriate only those amounts of money that the City Controller
has previously certified are, or will be, in the City treasury.

Although the legal level of budgetary control is at the departmental level within a fund, the City maintains
internal budgetary control at the expenditure category (i.e., Personnel Services, Supplies, Other Services
and Capital Outlay). Budget control is primarily managed using an automated encumbrance and accounts
payable system.
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The City is required to undergo an annual Single Audit in conformity with the provisions of the Single
Audit Act, the U.S. Office of Management and Budget Circular A-133, “Audits of State and Local
Governments and Non-profit Organizations,” and the State of Texas Uniform Grant Management
Standards. These audits are conducted simultaneously with the City’s annual financial statement audit.
Information related to these Single Audits, including the schedules of federal and state financial
assistance, findings and recommendations, and auditors’ reports on the internal control structure and
compliance with applicable laws and regulations is included in separate Single Audit reports.

The Area’s Economy

The Houston metropolitan area’s economy—measured by employment, population growth, purchasing
and new construction—has a very real impact on the City of Houston’s service delivery. It was just four
years ago that the City laid off 745 employees and curtailed services at the libraries, parks and several
other areas because the nationwide recession finally affected us. The City’s two major revenue sources,
property and sales taxes, were significantly down in 2010 and 2011. Houston emerged from that recession
before any other U.S. city in 2012 (citing employment gains). As we emerged from our recession, home
prices began climbing, vehicle sales increased and in July 2014, the first month of our 2015 Fiscal Year,
WTI oil prices had climbed to $103 a barrel. Importantly for the City, our property and sales tax revenues
rebounded 25 and 42 percent respectively, the best of any U.S. city. We began Fiscal Year 2015 with a
pretty positive outlook.

Houston’s economy has dramatically diversified over the past 30 years; nevertheless, the current
downturn in oil prices has had a real slowing effect on our economic growth. The production of energy
sources continues to be—and probably always will be—the dominant industry here. We are currently
experiencing the fifth oil-related downturn in the past three decades. As we end FY 2015, both the price
of oil and the number of active rigs are half of what they were at the beginning of FY 2015. Moody’s
Investor Services predicts oil prices will remain low and climb to perhaps $52 a barrel in 2016, $60 in
2017, so the outlook is not particularly positive.

However, Houston is also the global leader in petrochemical production, and unlike the energy sector
Houston’s petrochemical industry is booming. Houston has the cheap natural gas, the knowledge and
expertise base, the infrastructure and the Houston Ship Channel—a near-perfect combination for
production and distribution of petrochemical products. The American Chemistry Council counts over 240
current petrochemical construction projects in the U.S. with an investment of over $147 billion over the
next eight years—99 of those projects in our area with a value of $48 billion. Dow Chemical, Chevron
Phillips Chemical and BASF are investing billions in Houston, and shipping ethylene and polyethyline
plastics to virtually every country in the world.

Employment: It should not be surprising that this past year Houston had the distinction of hiring more
white-collar professionals than any other city—and the distinction of firing more of them. Again, the
volatility of our energy industry. But, overall, employment during the City’s fiscal year was fairly
positive, with 57,200 new jobs in the metro area, a 2.1 percent gain over the previous year. However,
most of those jobs came before the end of the calendar year 2014. Houston’s population growth
contributed to job growth in a number of sectors—hospitality, business services, health care and
information services; the downturn in energy in 2015 saw losses in manufacturing, government, mining
and logging, retail, construction, warehousing, transportation and finance. If the losses continue, as |
expect them to, the total new jobs for Houston will probably be about 30,000 for the calendar year 2015,
compared to 104,000 in 2014 and 89,000 in 2013. Job growth may well be flat in 2016.

On the positive side, for those who rode out the ups and downs of the energy industry these past 30 years
or so, the ride was probably worth it: net personal income in Houston rose nearly 8.5 percent annually
over those years, far ahead of any other U.S. metro area.

-iX -



Housing: Home sales declined slightly during the year, off 4 percent from 2014, which was a record year
in both number of sales and price of housing; the average price of a single family home is at an all-time
high here, $292,000. The rising price of single-family homes here reminds us that most large U.S. cities
are seeing disparity in affordable housing; certainly Houston is nowhere near a few large cities in the U.S.
where it is virtually impossible to find a SFH under $300,000.

Property and Sales Taxes: Property tax is the City’s single largest source of revenue. FY 2015 was the
first year the City was affected by the Proposition One revenue cap, which mandated lowering the tax rate
and causing a loss of $57 million in tax revenue. The loss will be significantly higher in FY 2016.

As we ended FY 2015, we had our first month (May 2015) of declining sales tax. Comparing the sales tax
in the final five months of the FY (average rate, 2.07 percent growth) to the five months preceding (8.1
percent growth) does cause some concern. Certainly the downturn in the energy sector will continue to
affect the business-to-business sales tax, about half of all the sales tax revenue.

Even in the best of times, a city in “growth mode,” —which is an appropriate way to view Houston in
terms of employment, population growth and housing demand—finds it difficult to keep up with the
growing demand on services such as street repairs, drainage, police patrols, library materials, clinic hours,
heavy trash removal, inviting parks and recreation sites, cultural events... The list of services is long, and
those services are frequently taken for granted. But people live in cities precisely because of these
services, many of which are really amenities.

Financial Policies and Planning

The City has had formal financial and budgetary procedures in place since 1987. They require, among
other things, a balanced budget, annual review of all fees and charges, funding of employee pensions and
other benefits in a manner that systematically funds liabilities and maintenance of an Unassigned Fund
Balance in its General Fund of a minimum of 7.5 percent of total expenses less debt service. Any funds in
excess of 7.5 percent of total expenses less debt service are available for non-recurring expenses.

A 1983 resolution adopted by City Council requires the Mayor to develop and submit annually to the City
Council for approval a continuous five-year Capital Improvement Plan (CIP). Each year, the Mayor must
review the CIP, revise it as necessary, and obtain approval and adoption by City Council. The 2016-2020
CIP calls for the appropriation of $8.72 billion over the five-year period for both enterprise and property tax
supported projects. About $7.1 billion of this total will be paid for with income generated by the self-
supporting enterprise funds. The rest will be funded with tax-supported public improvement bonds
approved by Houston voters.

The City’s financial policies further require that capital projects or equipment purchases funded through the
issuance of bonds or other obligations will be financed for a period not to exceed the expected life of the
project or equipment. Annual contributions for debt service from the General Fund are limited to 20
percent of total General Fund revenues, excluding state and federal grants. In addition, Texas law mandates
that the City’s total tax supported indebtedness shall not exceed 10 percent of the total assessed valuation of
property in the City. As of September 30, 2014, the City’s outstanding debt payable from taxes and other
revenue sources totaled $13.1 billion. This is in compliance with all applicable financial policies and
considered manageable.

The City has investments totaling approximately $3.5 billion. The City adheres to an investment policy that
emphasizes, in order of priority, safety, liquidity and return on investment. The success of this deliberate
approach is evident in the ‘AAA’ credit quality rating and “V1” volatility rating assigned to the City’s
General Investment Portfolio by Fitch Rating Services.



Long-term Financial Forecast and Major Initiatives

The most recent five-year planning scenario available from the City’s Finance Department indicates
known cost increases continue to put stress on the City budget. The main factors driving increased
expenditures are increased costs for employee health insurance benefits, pension responsibilities and
operating costs for new facilities. Various strategies are being used to ensure balanced budgets including
cost cutting and productivity improvements, a strong commitment to an affordable CIP and strict
management of employee health care benefits.

Employee Pension Funds

I would identify the City’s pension obligations in the next few years as our most daunting challenge.
Meeting that challenge is doable, but it will demand creativity and cooperation, and it will probably be
painful. It is critical that we at least begin very soon working to correct the problem. While Moody’s
Investors Service reaffirmed the City’s Aa2 rating (citing a large tax base and a continuing strong
economy despite the slowdown in oil), Moody’s revised its outlook to “negative,” primarily because of
the growing pensions cost and liabilities.

I do want to address the benefits of pensions, especially for those skeptics of municipal pensions. The
City of Houston attracts thousands of potential employees each year; our salaries are competitive with
other municipalities and with many private employers. The City offers a “defined benefit” pension
program, with the City making a substantially larger contribution to the plan than the employee. Most
private corporations offer a “defined contribution” type of pension program, where the employees are
mainly responsible for financing their retirement packages. There has been a growing discussion about
moving the City toward a defined contribution pension program, but that could apply to just new
employees as we are contracturaly bound to current employees. It is probably a good and necessary
thought, but it does not address our current pension challenge.

Across the country, over 90 percent of municipal pensioners stay in the city in which they worked. In a
very real sense their pensions are a re-investment in their communities, monies put back in local retail,
housing and taxes.

For the first time, the Government Accounting Standards Board (GASB) has mandated that beginning in
Fiscal Year 2015 cities report their net pension liability, the difference between the total pension liability
(the present value of projected benefit payments to employees based on their years of service, or to their
spouse if widowed) and the funds set aside and restricted to paying these benefits. Before FY 2015, cities
were required to report just the difference between the annual Actuarial Required Contribution (ARC) and
what was actually contributed into the pension plan. The ARC is the annual amount a government would
have to pay to fund its liabilities (obligations) over time; | want to reiterate that the City had not met that
ARC for some years. As GASB announced in 2012 when the new Standards 67 and 68 were issued, the
goal “is a more faithful representation of the full impact of these obligations... providing citizens and
other users of these financial reports with a clearer picture of the size and nature of the financial
obligations to current and former employees for past services rendered.”

The new GASB Standard 68 dramatically alters the City’s balance sheet (in billions):

Pre 68 (FY 2014) Post 68 (FY 2015)
(Net pension obligation) (Net pension liability)
Municipal $.477 $2.308
Police $.669 $2.688
Fire $.051 $0.578
Total: $1.197 $5.574

-Xi -



(How is Net Pension Liability calculated? This figure is actuarially calculated based on life expectancy
tables, and it reflects the expected total pay-out of pensions over the remaining lifetimes of all the
employees in the pension plan and the employees’ spouses who would continue receiving the pension
payments following the employees’ deaths.)

Houston is not alone; all the large cities will reflect this significant change in their budgets. Ideally, of
course, the funds entrusted for pensions would keep pace with the rate of retirees. However, the number
of retirees has significantly increased in the past decade (approximately doubling in all three pensions),
and the ratio of retirees to active employees has dramatically increased. Pensions are long-term
agreements between employer and the pension’s board of directors. Any changes in a pension plan’s
funding can have dramatic consequences, as we saw following the 2001 decision to increase retiree
benefits based on a (later realized) flawed actuarial projection. While it will be necessary to have the state
legislature’s approval of any significant change to the firefighters’ pensions, the legislators will only
consider that if there is agreement at the local level. In short, Houston’s pension challenge needs to be
addressed by the administration, City Council and the pensions’ boards.

I have been asked several times over the last year or so, “Is Houston going to end up like Detroit?” To
me, that’s inconceivable. Detroit had its debt problems mounting over years, years in which the
population (hence, the revenue source) declined substantially.

Retiree benefits

The City also provides certain health care benefits for its retired employees, their spouses and survivors.
Beginning with the Fiscal Year 2008 CAFR, the City is required by the Government Accounting Standards
Board Statement No. 45 (GASB 45) to report an actuarially determined cost of other post-employment
benefits (OPEBS), other than pensions, such as health and life insurance for current and future retirees. The
most recent actuarial report indicates $1.5 billion accrued liability for retiree health benefits. It is the City’s
practice to fund the cost of OPEBs on an annual pay-as-you-go basis (FY 2015: $36.9 million) and account
for OPEB costs as a current operating expense in the fiscal year in which the OPEB cost is paid.

Award

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 Houston for its
comprehensive annual financial report for the fiscal year ended June 30, 2014. This was the 18th
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 generally accepted accounting principles 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 GFOA to determine its eligibility for another certificate.

Acknowledgements

The preparation of this report on a timely basis could not have been accomplished without the dedicated
services and hard work of a highly qualified staff. The City of Houston has such a staff in the City
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Controller’s Office. Although much time and effort in preparation of this report lies in the Financial
Reporting Division, there was support from the other divisions of the Office: Administration, Executive,
Operations and Technical Services and Treasury. | would like to express my appreciation to the entire staff
of the City Controller’s Office, and to the staffs of the Finance and Administration, Aviation, Houston First
(formerly, Convention and Entertainment Facilities), and Public Works and Engineering departments who
assisted and contributed to the preparation of this report.

The City Controller’s Office also received invaluable assistance and support from many others outside its
immediate organization. Within the City of Houston, the accounting staffs of the operating departments and
the technical staff of the Information Services Division all played key roles in producing this report.
McConnell & Jones/Banks, Finley, White & Co was not only our independent auditor, but also served as an
invaluable source of information and ideas for improving the way City finances are reported.

Request for Information

This financial report is designed to provide a general overview of the City of Houston’s finances for all
those with an interest in the government’s finances. Questions concerning any of the information provided
in this report or requests for additional financial information should be addressed to the Office of the City
Controller, 901 Bagby Street, 8" Floor, Houston, Texas 77002. The CAFR is accessible on the City’s web
site and is also available in USB drive format.

7&%@%@

Ronald C. Green
City Controller

Sources:

COH 2015 Operating Budget Greater Houston Partnership Houston Association of Realtors
COH 2015-2019 Capital Improvement Plan UH Institute for Regional Forecasting Rice University Institute for

UH Hobby Center for Public Policy Center for State and Local Urban Research
Texas Workforce Commission Government Excellence
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CERTIFIED PUBLIC ACCOUNTANTS CERTIFIED PUBLIC ACCOUNTANTS

To The Honorable Mayor, Members of City Council, and
City Controller of the City of Houston, Texas:

Independent Auditors’ Report
Report on the Financial Statements

We have audited the accompanying financial statements of the governmental activities, the business-type activities, each major fund, and
the aggregate discretely presented component units and remaining fund information of the City of Houston Texas (the “City”), as of and
for the year ended June 30, 2015, and the related notes to the financial statements, which collectively comprise the City’s basic financial
statements as listed in the table of contents.

Management’s Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of these financial statements in accordance with accounting
principles generally accepted in the United States of America; this includes the design, implementation, and maintenance of internal
control relevant to the preparation and fair presentation of financial statement that are free from material misstatement, whether due to
fraud or error.

Auditor’s Responsibility

Our responsibility is to express opinions on these financial statements based on our audit. We did not audit the financial statements of
the Firefighter’s Relief and Retirement Pension Trust Fund, the Municipal Employees’ Pension Trust Fund, and the Police Officer’s
Pension Trust Fund, blended component units of the City, which, in the aggregate, represent 100% of the assets and net position of the
pension trust funds, within the fiduciary funds. Except for Houston Area Library Automated Network and Lamar Terrace Public
Improvement District, we did not audit the financial statements of any governmental discretely presented component units which
represent 8.1%, 14.5% and 7.7%, respectively, of the assets, net position, and revenues of the governmental activities or any business-
type discretely presented component units which represents 6.1%, 26.7% and 14.9%, respectively, of the assets, net position, and
revenues of the business-type activities. Those financials were audited by other auditors whose reports have been furnished to us, and
our opinion, insofar as it relates to the amounts included for such pension trust funds, governmental discretely presented component
units, and business-type discretely presented component units, is based solely on the reports of other auditors.

We conducted our audit in accordance with auditing standards generally accepted in the United States of America and the standards
applicable to financial audits contained in Government Auditing Standards, issued by the Comptroller General of the United States.
Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free
from material misstatement.

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

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

In our opinion, based on our audit and the reports of other auditors, the financial statements referred to above present fairly, in material
respects, the respective financial position of the governmental activities, the business-type activities, each major fund, and aggregate
discretely presented component units and the aggregate remaining fund information of the City of Houston, Texas, as of June 30, 2015
and the respective changes in financial position and, where applicable, cash flows thereof for the year then ended in accordance with
accounting principles generally accepted in the United States of America.
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Emphasis of Matters

Changes in Accounting Principles

As explained in Note 1M to the financial statements, in 2015, the City adopted new accounting guidance, Government Accounting
Standards Board (GASB) Statement Number 68, Accounting and Financial Reporting for Pensions — an amendment of GASB Statement
No. 27.

As explained in Note 1K to the financial statements, effective July 1, 2014, the City elected to change the accounting and reporting for
the Consolidated Rental Car Facility in its Airport System Fund.

The City elected to redefine “cash and cash equivalents” within the statements of cash flows in the financial statements to exclude
investments within the pooled funds of the City that do not have the general characteristics of demand deposit accounts.

Our opinion is not modified with respect to these matters.
Other Matters

Required Supplementary Information

Accounting principles generally accepted in the United States of America require that the Management’s Discussion and Analysis (pages
3 through 13), Schedule of Budgeted and Actual Revenues and Expenditures of the General Operating Fund (pages 123 through 128),
Pension System Supplementary Information (page 129), and Other Post-Employment Benefits Supplementary Information (page 130) be
presented to supplement the basic financials statements. Such information, although not a part of the basic financial statements, is
required by the Governmental Accounting Standards Board who considers it to be an essential part of financial reporting for placing the
basic financial statements in an appropriate operational, economic, or historical context. We and other auditors have applied certain
limited procedures to the required supplementary information in accordance with auditing standards generally accepted in the United
States of America, which consisted of inquiries of management about the methods of preparing the information and comparing the
information for consistency with management’s responses to our inquiries, the basic financial statements, and other knowledge we
obtained during our audit of the basic financial statements. We do not express an opinion or provide any assurance on the information
because the limited procedures do not provide us with sufficient evidence to express an opinion or provide any assurance.

Other information

Our audit was conducted for the purpose of forming opinions on the financial statements that collectively comprise the City of Houston’s
basic financial statements. The Individual Fund Statements and Schedules, and the Introductory Section and the Statistical Section are
presented for purposes of additional analysis and are not a required part of the basis financial statements.

The Individual Fund Statements and Schedules are the responsibility of management and were derived from and relate directly to the
underlying accounting and other records used to prepare the basic financial statements. Such information has been subjected to the
auditing procedures applied in the audit of the basic financial statements and certain additional procedures, including comparing and
reconciling such information directly to the underlying accounting and other records used to prepare the basic financial statement or to
the basic financial statements themselves, and other additional procedures in accordance with auditing standards generally accepted in
the United States of America. In our opinion, based on our audit and the procedures performed as described above, the Individual Fund
Statements and Schedules are fairly stated, in all material respects, in relation to the basic financial statements as a whole.

The Introductory Section and the Statistical Section have not been subjected to the auditing procedures applied in the audit of the basic
financial statements, and accordingly, we do not express an opinion or provide any assurance on it.

Other Reporting Required by Government Auditing Standards

In accordance with Government Auditing Standards, we have also issued our report dated December 2, 2015, on our consideration of the
City of Houston, Texas’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 internal control
over financial reporting or on compliance. That report is an integral part of an audit performed in accordance with Government Auditing
Standards in considering the City of Houston, Texas’s internal control over financial reporting and compliance.
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City of Houston, Texas
Management’s Discussion and Analysis
June 30, 2015
(Unaudited)

As management of the City of Houston, we offer readers of the City of Houston’s financial statements this
narrative overview and analysis of the financial activities of the City of Houston for the fiscal year ended
June 30, 2015. Please read this information in conjunction with the basic financial statements that follow
this section. The discussion and analysis includes comparative data for 2014. All amounts, unless
otherwise indicated, are expressed in millions of dollars.

Financial Highlights
Some of the City’s financial highlights for the fiscal year ending June 30, 2015 include:

e The City implemented GASB 68 “Accounting and Financial Reporting for Pensions” in this
report, which caused the City’s net pension liability to increase $4.377 billion.

e The assets of the City of Houston exceeded its liabilities at the close of the most recent fiscal year

by $146 million.

The City’s total net position decreased during the year by $3.026 billion.

The City’s unrestricted net position is a deficit of $5.98 billion.

The City of Houston’s total expenses were $4.834 billion.

Program revenues of $2.331 billion reduced the net cost of the City’s functions to be financed

from the City’s general revenues to $2.503 billion.

Overview of the Financial Statements

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

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

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

The statement of activities presents information showing how the government’s net position changed
during the most recent fiscal year. All changes in net position are reported as soon as the underlying event
giving rise to the change occurs, regardless of the timing of related cash flows. Thus, revenues and
expenses are reported in this statement for some items that will not result in cash flows until future fiscal
periods (e.g., uncollected taxes and earned but unused vacation leave).

Both of the government-wide financial statements distinguish between functions of the City of Houston
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 of Houston include general
government, public safety, public works, health, housing and community development, parks and
recreation, and library. The business-type activities of the City of Houston include the airport system,
combined utility system and convention & entertainment facilities.
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The government-wide financial statements include not only the City of Houston itself (known as the
primary government), but also legally separate component units for which the City of Houston is
financially accountable. With the exception of the three pension systems, financial information for the
component units is reported separately from the financial information presented for the primary
government itself. The pension systems, although also legally separate, function for all practical purposes
as departments of the City of Houston, and therefore have been included as an integral part of the primary
government.

Fund financial statements. A fund is a group of related accounts that is used to maintain control over
resources that have been segregated for specific activities or objectives. The City of Houston, 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 of Houston can be divided into three categories:
governmental funds, proprietary funds, and fiduciary 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 statements, fund financial statements focus on near-term inflows and outflows of spendable
resources, as well as on balances of spendable resources available at the end of the fiscal year. Such
information may be useful in evaluating a government’s near-term financing requirements.

Because the focus of governmental funds is narrower than that of the government-wide financial
statements, it is useful to compare the information presented for governmental funds with similar
information presented for governmental activities in the government-wide financial statements. By doing
S0, readers may better understand the long-term impact of the government’s near-term financing decisions.
The governmental fund balance sheet displays a reconciliation to facilitate this comparison between
governmental funds. The reconciliation between the governmental fund statement of revenues,
expenditures, and changes in fund balances and governmental activities is provided on a separate
schedule.

The City of Houston maintains nine individual governmental funds for financial reporting purposes.
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 fund, the debt service
fund, the capital projects fund and the grants fund, all of which are considered to be major funds. Data
from the other funds is combined in the column labeled “Nonmajor Governmental Funds” on both of these
statements (see the separate tab labeled “Governmental Funds” for more information on these funds).

Proprietary funds. The City of Houston maintains two different types of proprietary funds: Enterprise
funds (see separate tab of same name) and internal service funds (see separate tab of same name).
Enterprise funds are used to report the same functions presented as business-type activities in the
government-wide financial statements. The City of Houston uses enterprise funds to account for its
aviation system, combined utility system and the convention and entertainment facilities. The City of
Houston uses internal service funds to account for health and benefits and long-term disability activities.
Because both of these services predominantly benefit governmental rather than business-type functions,
they have been included within governmental activities in the government-wide financial statements.

Proprietary funds provide the same type of information as the government-wide financial statements, only
in more detail. The proprietary fund financial statements provide separate information for the aviation
system, combined utility system and convention and entertainment facilities, all of which are considered to
be major funds for the City of Houston. Conversely, both internal service funds are combined into a
single, aggregated presentation in the proprietary fund financial statements.



Fiduciary funds. Fiduciary funds (see separate tab of same name) are used to account for resources held
for the benefit of parties outside the government. Fiduciary funds are not reflected in the government-
wide financial statements because the resources of those funds are not available to support the City of
Houston’s own programs. The accounting used for fiduciary funds is much like that used for proprietary
funds.

Notes to the financial statements. The notes (see separate tab of same name) provide additional
information that is essential to a full understanding of the data provided in the government-wide and fund
financial statements.

Other information. In addition to the basic financial statements and accompanying notes, this report also
presents certain required supplementary information concerning: General fund — budget vs. actual; the
City of Houston’s progress in funding its obligation to provide pension benefits to its employees; and
other post employment benefits.
Net Position
June 30, 2015
(With comparative totals for 2014)

(in millions)
Governmental Business-type
Activities Activities Total
2015 2014 2015 2014 2015 2014

Current and other assets $ 1451 $ 13714 $ 2939 % 2,747 $ 4390 $ 4121

Capital assets 6,990 6,881 9,589 9,202 16,579 16,083

Total assets 8,441 8,255 12,528 11,949 20,969 20,204

Deferred outflows of resources 1,158 48 383 331 1,541 379

Long-term liabilities 9,743 5,678 10,945 9,900 20,688 15,578

Other liabilities 704 833 764 830 1,468 1,663

Total liabilities 10,447 6,511 11,709 10,730 22,156 17,241

Deferred inflows of resources 197 166 12 4 209 170
Net position

Net investment in capital assets, 4,251 4,103 547 241 4,798 4,344

Restricted 192 174 1,132 1,024 1,324 1,198

Unrestricted (deficit) (5,487) (2,651) (489) 281 (5,976) (2,370)

Total net position (deficit) $ (1,044) $ 1626 $ 1190 § 1546 § 146§ 3,172

Government-wide Financial Analysis

As noted earlier, net position may serve over time as a useful indicator of a government’s financial
position. In the case of the City of Houston, on a government-wide basis, assets and deferred outflows
were lower than liabilities and deferred inflows by $146 million at the close of the most recent fiscal year.

By far the largest portion of the City of Houston’s net position (3,286%) reflects its investment in capital
assets (e.g., land, building, machinery, equipment and infrastructure); less any related debt used to acquire
those assets that is still outstanding. The City of Houston uses these capital assets to provide services to
citizens; consequently, these assets are not available for future spending. Although the City of Houston’s
investment in its capital assets is reported net of related debt, it should be noted that the resources needed
to repay this debt must be provided from other sources, since the capital assets themselves cannot be used
to liquidate these liabilities. An additional portion of the City of Houston’s net position (889%) represents
resources that are subject to external restrictions on how they may be used.



CageinNet Pssition

For the Fiscd Year BcbdJure 30, 2015
With conparative totals for 2014
(in rillions)
Gvemnental Business-type
Adtivities Adtivities Total
15 14 15 14 215 04
ProgramRavenues:

Charges for services $ % $ % $ 146 147 $ 19 192

Qperating grants and cortributions K03} 2’ u u 36 20

Cypital grants and contriboutions 8 - %6 G0 14 G0
Gereral revenues:

Property taxes 1074 974 - - 1074 974

Ses taves 667 69 - - 667 69

Cthertaves 23 21 a D 34 an

Cther 133 18 171 15 214 23

Total revenues 295 27 175 1743 4600 448
Bpenses:

Greral K] 7 - - 0 7

Public safety 189 199 - - 189 159

Rublicworks 3B 39 - - 3B 39

Health 151 13 - - 151 13

Housing and community developrent &b 51 - - 53] 5

Parks and recregtion 13 A - - 13 A

Library e} L9 - - 29 e}
Interest on Long-termDebt 13 43 - - 13 43

Depreciation and anortization 133 138 - - 18 138

Airport System - - %7 5%l %7 5%l

Gonverttion &Fntertainnent Facilities - - 13 13 13 13

Gonrbined Utlity System - - 25 2D 5 %)

Total expenses 329 278 1856 19 4834 43
Change in net position before contributions,

Special itens and transfers (> B3 Ry 19 (174 1%
Qontributions a 17 - - a 17
Ginonsale of asset 3 - - - 3 -
Transfers 9 P @9 (G] - -
Change innet position (19 %6 8l 107 (11 15
Nt assets, July Las previously reported 16% 168 156 1516 312 3
Quulative effect of change in accounting principle (248 3] @) (1) (2915 (1B
Beginning net position July 1 (€Y 150 110 149 57 3019
Nt position (deficit) June 0 $ (¥ $ 188 $ 1190 156 $ W 3172




Governmental activities. Governmental activities decreased the City of Houston’s net
position by $2.67 billion. Key elements of this change are as follows:

Sales tax revenue has remained strong during fiscal year 2015, providing a 6% increase for the
year, from $629 million to $667 million.

e The City’s property tax rate was reduced to $0.63108 per $100 assessed value. Property tax
revenue still increased by $100 million because of the City’s rising property values combined
with continued effort in the collection of delinquent taxes.

e GASB 68 implementation caused a $3.877 billion impact on the City’s governmental financials.

e The largest increase in expenses was in the area of Public Safety - $260 million.

Revenue by Source- Governmental Activities
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Business-type activities. Business-type activities decreased the City of Houston’s net position by $356

million.

Key elements of this change are as follows:

Airport systems operating expenses were up by 0.9%, from $460 million to $464 million, for
higher personnel costs. Operating revenues for these facilities were up by 5.3%, from $452
million to $476 million.

Convention & Entertainment operating expenses were up 8.0% from $87 million to $94 million.
Operating revenues were up by 9.1%, from $11 million to $12 million. Hotel occupancy taxes
increased by 1.1%, from $90 million to $91 million, from higher hotel occupancy rates.

The Combined Utility System operating expenses increased by 5.9% from $623 million to $660
million. Operating revenues decreased by 2.7% from $953 million to $927 million.
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Financial Analysis of the Government’s Funds

As noted earlier, the City of Houston uses fund accounting to ensure and demonstrate compliance with
finance-related legal requirements.

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

As of the end of the current fiscal year, the City of Houston’s governmental funds reported combined
ending fund balances of $832 million. Approximately 36.2% of this total amount ($301 million)
constitutes unassigned fund balance, which is available for spending at the government’s discretion. The
remainder of fund balance is set aside to indicate that it is not available for new spending because it has
already been assigned for capital expenditures ($125 million), restricted to pay debt service ($122
million), or (3) a variety of other restricted purposes ($284 million).

The general fund is the chief operating fund of the City of Houston. At the end of the current fiscal year,
unassigned fund balance of the general fund was $301 million, while the total fund balance reached $351
million. As a measure of the general fund’s liquidity, it may be useful to compare both unassigned fund
balance and total fund balance to total fund expenditures. Unassigned fund balance represents 15.0% of
total general fund expenditures, while total fund balance represents 17.4% of that same amount.

Key differences between last year’s general fund activity and this year’s include:

e $159.7 million increase in total revenues — rebound in local economy increasing Property Tax and
Sales Tax revenues

e $107.3 million increase in expenditures — additional General Government and Public Safety costs

e  $33.0 million increase in proceeds for issuance of debt

e  $45.0 million increase in sale of capital assets — sale of Gillette property

Interest expenditures for the debt service fund decreased by $389 thousand. The net decrease in fund
balance was $12.4 million.

The capital projects fund, which is used for the acquisition and/or construction of capital facilities by the
City (except those financed by Enterprise Funds), has a fund balance of $140 million. The net decrease in
fund balance during the current fiscal year was 1.9%.

Proprietary funds (see tabs labeled “Enterprise Funds” and “Internal Services Funds”). The City of
Houston proprietary funds provide the same type of information found in the government-wide financial
statements, but in more detail.

At the end of the year, unrestricted net position was a deficit of $178 million for the Airport System, $11
million net position for Convention and Entertainment, and $322 million deficit for the Combined Utility
System . The total decrease in net position for the Airport System was $104 million. The Convention and
Entertainment fund experienced a decrease of $17 million and Combined Utility System fund experienced
an decrease of $245 million in net position. Other factors concerning the finances of these funds have
already been addressed in the discussion of the City of Houston’s business-type activities.
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General Fund Budgetary Highlights

Total revenues were above budget by $56 million. The details of the more significant variances are
detailed below:

e $7.1 million above budget in property taxes
e $6.6 million above budget in ambulance services
e  $5.9 million below budget in Mun