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Independent Auditor’s Report

Honorable Jack Dalrymple, Governor
Members of the Legislative Assembly
Members of the North Dakota Potato Council

Diane Peycke, Executive Director

Report on the Financial Statement

We have audited the accompanying Comparative Statement of Revenues and Expenditures of
the North Dakota Potato Council Fund of the state of North Dakota, for the two years ended
June 30, 2016 and the related notes as listed in the table of contents.

Management’s Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of this financial statement 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 the financial statement that is free from material misstatement,
whether due to fraud or error.

Auditor’'s Responsibility

Our responsibility is to express an opinion on the financial statement based on our audit. 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 statement is free from material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and
disclosures in the financial statement. The procedures selected depend on the auditor’s
judgment, including the assessment of the risks of material misstatement of the financial
statements, whether due to fraud or error. In making those risk assessments, the auditor
considers internal control relevant to the entity’s preparation and fair presentation of the financial
statement 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
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of accounting policies used and the reasonableness of significant accounting estimates made by
management, as well as evaluating the overall presentation of the financial statement.

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

Opinion

In our opinion, the financial statement referred to above present fairly, in all material respects, the
revenues and expenditures of the North Dakota Potato Council Fund, for the two years ended
June 30, 2016, in accordance with accounting principles generally accepted in the United States
of America.

Emphasis of Matters

As discussed in Note 1, the financial statement presents only the North Dakota Potato Council
Fund’s revenues and expenditures, and do not purport to, and do not present fairly the financial
position of the state of North Dakota as of June 30, 2016 or 2015, for the years then ended in
accordance with accounting principles generally accepted in the United States of America. Our
opinion is not modified with respect to this matter.

As discussed in Note 1, the financial statement is presented and audited in accordance with North
Dakota Century Code 4-24-10. This financial statement is not intended to be a complete
presentation of the North Dakota Potato Council Fund’s assets and liabilities. Our opinion is not
modified with respect to this matter.

Other Reporting Required by Government Auditing Standards

In accordance with Government Auditing Standards, we have also issued our report dated
October 31, 2016 on our consideration of the North Dakota Potato Council’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 North Dakota Potato Council’s internal control over financial
reporting and compliance.

Robert R. Peterson
State Auditor

Fargo, North Dakota

October 31, 2016
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Financial Statement

Comparative Statement of Revenues and Expenditures

REVENUES: June 30, 2016 June 30, 2015
Potato Assessments (net of refunds of $9,578 and $3,884) $ 578,862 $ 552,031
Interest on Investments 1,069 1,218

Total Revenues $ 579,931 $ 553,249
EXPENDITURES:
Operating Fees and Services $ 600,252 $ 567,073
Professional Fees and Services 5,612
Travel 1,751 1,119
IT - Communications 941 874
Insurance 661 508
IT - Data Processing 249
Office Supplies 204
Postage 102 92
Printing 68 102
Total Expenditures $ 604,228 $ 575,380
Revenues Under Expenditures $ (24,297) $ (22,131)

See Notes to the Financial Statement.
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Notes to the Special-Purpose Financial Statement

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The responsibility for the special-purpose financial statement, the internal control structure, and
compliance with laws and regulations belongs to management of the North Dakota Potato Council
(Council). A summary of the significant accounting policies follows:

A. Reporting Entity

For financial reporting purposes, the Council includes all funds, programs, and activities over
which it is financially accountable. The Council does not have any component units as defined
by the Government Accounting Standards Board. The Council is part of the state of North Dakota
as a reporting entity.

The Council was created by the 1967 Legislature with the intended purpose that the production,
development, marketing, and promotion of Irish potatoes in North Dakota is important to the
general welfare of the people of North Dakota. This accomplishment required the establishment
of the North Dakota Potato Council for that purpose and with the objectives of contributing to the
stabilization and improvement of the agriculture economy of the state.

The Council is composed of one participating producer elected from each of the five districts
established in chapter 4.1-10-02 of the NDCC, and the chairman is elected annually from among
the members. An assessment of 3 1/2 cents per hundredweight and 3 cents per hundredweight
is imposed on all potatoes grown in the state or sold to a designated handler for years-ended
June 30, 2016 and June 30, 2015, respectively. All moneys levied and collected by the North
Dakota Potato Council are to be deposited in an account designated “Spud Fund” at the State
Treasurer and used for carrying out Council objectives.

The Executive Director of the North Dakota Potato Growers Association performs the
administrative duties and the record-keeping requirements of the Council under contract. This
related party is further explained in Note 2 to the special-purpose financial statement. The
special-purpose financial statement includes only activities of the Council, which is one
department that has one division. The Council is responsible for and is funded under a continuing
appropriation.

B. Reporting Structure

The special-purpose financial statement includes all activities of the reporting entity as defined
above. These activities are funded from fund 220, the Spud Fund. The comparative statement of
revenues and expenditures is a combined statement to give the users an overview of the
agency's activity.

C. Basis of Presentation

North Dakota Century Code section 4-24-10 requires certain commodity promotion groups to
prepare a report for the legislative assembly. As part of this report the applicable commodity
groups are required to prepare a single-page uniform statement of revenues and expenditures.
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Revenues and expenditures on the comparative statement of revenues and expenditures are
reported on the modified accrual basis of accounting, which is generally accepted accounting
principles (GAAP) for governmental fund types.

Under the modified accrual basis of accounting revenues are recognized when susceptible to
accrual (i.e. measurable and available). Measurable means the amount can be determined,
available means due and collectible within the current period or soon enough thereafter to be
used to pay liabilities of the current period. Revenues are considered available if they are
collected within a year after fiscal year end. Expenditures are recorded when goods or services
are received. Exceptions include: principal and interest expenditures which are recorded when
due; compensated absences which are recorded when paid.

D. GAAP Reporting Differences

GAAP financial statements would include a balance sheet. GAAP financial statements would
also provide additional note disclosures.

NOTE 2 - RELATED PARTIES

The Northern Plains Potato Growers Association (NPPGA) located in East Grand Forks,
Minnesota, is a related party of the North Dakota Potato Council. The NPPGA is under contract
with the Council to provide promotion, advertising, research, and development of Irish potatoes
grown in North Dakota. The amount paid under contract was $582,995 and $550,000 for each
fiscal year ended June 30, 2016 and 2015, respectively.

The Executive Director of the Council, who performs all the administrative duties of the Council,
is under contract with the Council as an independent contractor, not as a state employee. Under
the contract, the Executive Director was paid $16,974 for each fiscal year 2016 and 2015. The
Executive Director also performs the administrative duties for the NPPGA and for a region of the
Minnesota Potato Council.

NOTE 3 — OTHER SIGNIFICANT ITEMS

The Council has cash and investment reserves of $42,623 and $71,672 at June 30, 2016 and
June 30, 2015, respectively. Based on the average monthly expenditures for fiscal year 2016
and 2015, this amount represents approximately 1 and 2 months of expenditures, respectively.
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Exhibits

Independent Auditor’s Report on Internal Control over Financial
Reporting and on Compliance and Other Matters Based on an Audit
of a Financial Statement Performed in Accordance with
Government Auditing Standards

Independent Auditor’'s Report

Honorable Jack Dalrymple, Governor
Members of the Legislative Assembly
Members of the North Dakota Potato Council

Diane Peycke, Executive Director

We have audited, 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, the financial statement of the
North Dakota Potato Council, for the two-year period ended June 30, 2016, and the related notes to
the financial statement and have issued our report thereon dated October 31, 2016.

Internal Control over Financial Reporting

In planning and performing our audit of the financial statements, we considered North Dakota Potato
Council's internal control over financial reporting (internal control) to determine the audit procedures
that are appropriate in the circumstances for the purpose of expressing our opinion on the financial
statement, but not for the purpose of expressing an opinion on the effectiveness of North Dakota
Potato Council’s internal control. Accordingly, we do not express an opinion on the effectiveness of
North Dakota Potato Council’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 correct, misstatements on a timely basis. A material weakness is a deficiency, or a
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. A significant deficiency is a deficiency, or a combination of deficiencies,
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in internal control that is less severe than a material weakness, yet important enough to merit
attention by those charged with governance.

Our consideration of internal control was for the limited purpose described in the first paragraph of
this section and was not designed to identify all deficiencies in internal control that might be material
weaknesses or significant deficiencies and therefore, material weaknesses or significant deficiencies
may exist that were not identified. Given these limitations, during our audit we did not identify any
deficiencies in internal control that we consider to be material weaknesses. However, we identified
a certain deficiency in internal control over financial reporting, as described in the accompany
schedule of Findings, Recommendations, and Management’'s Response that we consider to be a
significant deficiency in internal control over financial reporting. Further, we identified another
deficiency relating to a lack of segregation of duties, due to the limited size of the North Dakota
Potato Council that we consider a significant deficiency in internal control over financial reporting.
A recommendation relating to the segregation of duties is not being made because we feel the
Council is doing an adequate job of mitigating the risk of loss to an acceptable level, based on the
use of OMB for entering all transactions, and a BND lockbox to collect revenues.

Compliance and Other Matters

As part of obtaining reasonable assurance about whether the North Dakota Potato Council’s financial
statement is free of material misstatement, we performed tests of its compliance with certain
provisions of laws, regulations, contracts and grant agreements, noncompliance with which could
have a direct and material effect on the determination of financial statement amounts. However,
providing an opinion on compliance with those provisions was not an objective of our audit, and
accordingly, we do not express such an opinion. The results of our tests disclosed no instances of
noncompliance or other matters that are required to be reported under Government Auditing
Standards.

Purpose of this Report

The purpose of this report is solely to describe the scope of our testing of internal control and
compliance and the results of that testing, and not to provide an opinion on the effectiveness of the
entity’s internal control or on compliance. This report is an integral part of an audit performed in

accordance with Government Auditing Standards in considering the entity’s internal control and
compliance. Accordingly, this communication is not suitable for any other purpose.

Robert R. Peterson
State Auditor

Fargo, North Dakota

October 31, 2016
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Responses to LAFRC Audit Questions

The Legislative Audit and Fiscal Review Committee (LAFRC) requests that certain items be
addressed by auditors performing audits of state agencies.

1. What type of opinion was issued on the special-purpose financial statement?
Unmodified.

2. Was there compliance with statutes, laws, rules, and regulations under which the agency was
created and is functioning?

Yes.

3. Was internal control adequate and functioning effectively?
No, there is a lack of segregation of duties, however, due to the small size of the Council it is not
feasible to implement. For additional commentary see Independent Auditor's Report on Internal
Control and Compliance on page 6. Also, there is lack of budgeting controls due to the current

financial situation. For additional commentary see Finding 16-1 on page 10.

4. Were there any indications of lack of efficiency in financial operations and management of the
agency?

No.
5. Has action been taken on findings and recommendations included in prior audit reports?

No, however, due to the small size of the Council it was not feasible to implement. See additional
commentary in the Independent Auditor's Report on Internal Control and Compliance on page 6.

6. Was a management letter issued? If so, provide a summary below, including any
recommendations and the management responses.

Yes. The Governance Communication on page 11 of this report contains one informal
recommendation related to a classification change of board member compensation. The Council
agrees with the recommendation.
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LAFRC Audit Communications

1. Identify any significant changes in accounting policies, any management conflicts of interest, any
contingent liabilities, or any significant unusual transactions.

None noted.

2. Identify any significant accounting estimates, the process used by management to formulate the
accounting estimates, and the basis for the auditor’s conclusions regarding the reasonableness
of those estimates.

None noted.

3. Identify any significant audit adjustments.
None.

4. ldentify any disagreements with management, whether or not resolved to the auditor's
satisfaction relating to a financial accounting, reporting, or auditing matter that could be
significant to the special-purpose financial statement.

None.

5. Identify any serious difficulties encountered in performing the audit.
None.

6. Identify any major issues discussed with management prior to retention.

This is not applicable for audits conducted by the Office of the State Auditor.

7. Identify any management consultations with other accountants about auditing and accounting
matters.

None.

8. Identify any high-risk information technology systems critical to operations based on the auditor’s
overall assessment of the importance of the system to the agency and its mission, or whether
any exceptions identified in the six audit report questions to be addressed by the auditors are
directly related to the operations of an information technology system.

ConnectND Finance is the most high-risk information technology system critical to the North
Dakota Potato Council. No exceptions related to the operations of an information technology
system were noted.
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Findings, Recommendations, and Management’s Response
Insufficient Fiscal / Budget Controls (Finding 16-1)

Condition:

It was noted that the Council currently has a very meek liquidity financial situation. The Council has
cash and investment reserves of $42,623 at June 30, 2016 and $71,672 at June 30, 2015. Based
on the average monthly expenditures for fiscal years 2016 and 2015, this amount represents
approximately 1 and 2 months of expenditures, respectively. With these figures, the liquidity of the
Council does not appear it will be able to meet all cash outflows in near future if the current trend of
expenditures being greater than revenues continues.

Criteria:
A proper system of internal controls surrounding the budgeting process allows for sound decisions
when budgeting for future revenues and expenditures to ensure financial stability.

Cause:

The Council may have underestimated revenue shortfalls when completing the budget. There are
not sound internal controls surrounding the budget to ensure that actual expenditures do not exceed
budget amounts and /or incoming revenue from assessments.

Effect:

We noted that the Council cashed in Certificate of Deposits early and paid a premature withdrawal
penalty fee in order to meet current obligations. Also, they have delayed paying obligations until the
latest possibility due to not have enough resources to pay them at first.

Recommendation:

We recommend the Council carefully budget and amend the budget for any shortfalls in assessment
revenues or unforeseen expenditures in excess of budgeted amounts to comply with sound internal
controls.

North Dakota Potato Council Response:

The Executive Director acknowledges the recommendation and will carefully budget and amend the
budget for any shortfalls in assessment revenues or unforeseen expenditures in excess of budgeted
amounts to comply with sound internal controls.
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Governance Communication

October 31, 2016
To: The North Dakota Potato Council

The Legislative Audit and Fiscal Review Committee

We have audited the financial statements of the governmental activities of the North Dakota
Potato Council for the two years ended June 30, 2016, and have issued our report thereon dated
October 31, 2016. Professional standards require that we provide you with information about our
responsibilities under generally accepted auditing standards and Government Auditing Standards
as well as certain information related to the planned scope and timing of our audit. We have
communicated such information in our letter to you dated August 1, 2016. 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 North Dakota Potato Council are described in Note 1
to the financial statements. No new accounting policies were adopted and the application of
existing policies was not changed during the two years ended June 30, 2016. We noted no
transactions entered into by the governmental unit during the two years for which there is a lack
of authoritative guidance or consensus. There are no significant transactions that have been
recognized in the financial statements in a different period than when the transaction occurred.

Difficulties Encountered in Performing the Audit

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

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.
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Management Representations

We have requested certain representations from management that are included in the
management representation letter dated October 24, 2016.

Management Consultations with Other Independent Accountants

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

Other Audit Findings or Issues

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

The following presents our informal recommendations.

Classification of Board Member Compensation (Informal 16-1)

Condition:

The Council is coding the board member $25 a day per diem to account 521060, non-employee
travel; thus compensation paid to the Council is not being processed through payroll. This
expense should be coded to 511005, salaries.

Criteria:

OMB Fiscal Administrative Policy 101, in part states: The State of North Dakota is required by law
to withhold payroll taxes on compensation paid where an employer-employee relationship exists.
This precludes making payments to individuals from operating expenses where there is an
employer-employee relationship. The Internal Revenue Service uses many factors to distinguish
independents or independent contractors from employees. Factors such as control over method
of doing work, training of new employees, place where work is done, determination of hours,
source of tools and supplies, etc., are used as qualification criteria. The approach taken by the
IRS varies greatly from job to job, agent to agent, and year to year.

IRS Publication 963, chapter 4, in part states: The term “public official” refers to someone who
has authority to exercise the power of the government and does so as an agent and employee of
the government. The Internal Revenue Code does not define the term “public official,” but
Regulation 81.1402(c)-2(b), explaining the applicability of self-employment tax, indicates that
holders of “public office” are not in a trade or business and therefore not subject to self-
employment tax. This Regulation states that the performance of the functions of a public office
does not constitute a trade or business. Otherwise, holders of public office are excepted from self-
employment tax and are presumed to be employees receiving wages. The regulations give the
following specific examples of positions that constitute “public office” including members of boards
and commissions.
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Cause:
The Council was unaware a change to coding was needed.

Effect:
There is non-compliance with OMB policy 101 regarding employer/employee relationships and
potential IRS implications and misstated financial statements.

Recommendation:

We recommend the Council work with OMB to properly setup the board members as employees
to have their compensation processed through payroll to comply with OMB policy and IRS rules
and to ensure proper coding for financial statement purposes.

North Dakota Potato Council Response:

The Executive Director acknowledges the recommendation and will work with OMB to properly
set up the Board Members as employees and have their compensation processed through payroll
to comply with OMB policy and IRS rules.

This information is intended solely for the use of the North Dakota Potato Council, management
of the North Dakota Potato Council, and the Legislative Audit and Fiscal Review Committee, and
is not intended to be and should not be used by anyone other than these specified parties.

Very truly yours,

TJW"—"—: M"‘L—,/
Travis Klinkhammer, CPA
Auditor In-Charge
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You may obtain audit reports on the internet at:

www.nd.gov/auditor/

or by contacting the
Division of State Audit

Office of the State Auditor
600 East Boulevard Avenue — Department 117
Bismarck, ND 58505-0060

(701) 328-2241
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