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Dr. Frank Gomez

Mayor of the City of Montebello
1600 West Beverly Boulevard
Montebello, CA 90640

Dear Mayor Gomez:

Enclosed is the report of the State Controller’s Office review of the City of Montebello’s
administrative and internal accounting controls system. The review was conducted to assess the
adequacy of the city’s controls to safeguard public assets and to ensure proper use of public
funds.

Our review found significant weaknesses with the City of Montebello’s administrative and
internal accounting control system. As a part of the review, we made an assessment of various
aspects of the city’s internal controls components and elements in accordance with standards
adopted by the American Institute of Certified Public Accountants. Of the 74 control elements
evaluated pertaining to internal control components, we found only eight (11%) where controls
were considered to be adequate. In the areas under control environment related to integrity and
ethical value, commitment to competence, and management and operating style, we found none
of the 16 control elements to be adequate. The results of our review and evaluation of elements
of internal control are included in this report as Appendix 1.

As a result of the significant control deficiencies, the potential for waste, fraud, and abuse of
public resources is extremely high, and has led, at least in part, to the issues noted in the Findings
and Recommendations section of our report.

The city should develop a comprehensive remedial plan to address these deficiencies. The plan
should identify the tasks to be performed, milestones, and time frames for completion. We
recommend that the Montebello City Council require periodic updates of the progress in
implementing the remedial plan to be reported in public meetings.

In its response to our draft report, the city concurred with five of the eight findings, agreed with
the majority of items in one finding, and disagreed with two findings, and requested that we
eliminate these findings.
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The city’s response to our findings and our comments are incorporated into the body of the
report. The city’s entire response also is included as an attachment to this report.

If you have any questions, please contact Steve Mar, Chief, Local Governments Audits Bureau,
at (916) 324-7226.

Sincerely,
Original signed by

JEFFREY V. BROWNFIELD
Chief, Division of Audits

JVB/wm

cc: Christina Cortez, Mayor Pro Tem

City of Montebello

William M. Molinari, Councilmember
Montebello City Council

Art Barajas, Councilmember
Montebello City Council

Jack Hadjinian, Councilmember
Montebello City Council

Larry Kosmont, Interim City Administrator
City of Montebello

Keith Breskin, Interim Assistant City Administrator
City of Montebello

Francesca Schuyler, Director of Finance
City of Montebello
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City of Montebello

Administrative and Internal Accounting Controls

Review Report

Introduction

The State Controller’s Office (SCO) reviewed the City of Montebello’s
system of administrative and internal accounting controls for the period
of July 1, 2009, through June 30, 2010. When necessary, we expanded
our testing to include prior year transactions to follow up on issues
identified through interviews of city officials and through our review of
the work of the independent auditors and other audit reports.

On April 21, 2011, the SCO notified Interim City Administrator Peter
Cosentini that the City of Montebello and the Montebello
Redevelopment Agency have not complied with state law regarding the
submittal of annual reports and independent audits, as follows:

o City of Montebello—The Annual Report of Financial Transactions of
Cities for 2009-10, required by Government Code section 53891, was
not filed.

e Montebello Redevelopment Agency (RDA)—The Annual Report of
Financial Transactions of Redevelopment Agencies for 2009-10,
required by Health and Safety Code section 33080.1, was incomplete.

¢ City of Montebello—The Single Audit Report was not submitted by
the due date of March 31, 2011.

Both the city and the RDA have been delinquent in providing these
reports in past years. These delays in compliance have raised concerns
about the reliability and accuracy of the information in the reports. This
was of a particular concern in light of this and other information about
the city’s and RDA’s financial practices:

e The 2008-09 single audit of the City of Montebello identified several
material or significant deficiencies in the city’s internal controls over
financial reporting and compliance. Several of the deficiencies had
been noted in previous audits and still had not been addressed.

e Recent presentations to the Montebello City Council have contained
the following information:

v' Restricted funds under the control of the city have been used to
pay for the city’s general purpose administrative costs.

v Reimbursement of the restricted fund loans have been made
possible only by loans of $14.8 million from funds that are
supposed to be used for redevelopment programs.

v' Loans of some restricted funds can be made as long as they are
paid back by the end of the fiscal year or sooner, as necessary to
address required expenditures of the fund or agency from which
they were borrowed. However, that is not always the case.

v The use of restricted funds and redevelopment loans are the only
reason the city has avoided deficit spending in its general fund.
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v Without actions to reduce expenditures or increase revenue, the
city was expected to run out of cash by October 2011. Among
other things, this would mean that city would not meet financial
obligations, including paying employees.

e The city recently was made aware that two “off-the-books” RDA
bank accounts had been in existence for more than ten years without
the city’s knowledge. It is not clear whether they were reflected in the
prior Annual Report of Financial Transactions for Cities submitted by
the city.

e Council Member Christina Cortez has expressed concerns in public
meetings and verbally to staff members in my office about actions
taken by the city in the past, particularly the loan of funds from the
redevelopment agency. In addition, she raised concerns about the use
of Housing and Urban Development (HUD) funding. We understand
that a report from the Office of Inspector General at HUD concludes
that the city may have to pay back nearly $1.3 million.

e The Interim City Administrator resigned, effective May 13, 2011,
because the Montebello City Council would not consider taking
action in a timely manner to address the financial issues he raised.

¢ In addition, Council Member Frank Gomez made a public statement
that the other Council Members were either “in denial” or “lacked the
conviction to do anything to solve the problem.”

After considering the above information, the SCO concluded that there is
reason to believe that the Annual Report of Financial Transactions by the
City and the RDA are false, incomplete, or incorrect. Therefore, under
Government Code section 12464(a), the SCO conducted an investigation
to gather the information needed to validate the information provided for
those reports for Fiscal Year (FY) 2009-10.

In addition, the SCO reviewed programs with State general or special
funding and/or any federal funding passed through the State to the city or
the RDA by a State agency. These additional activities also were
conducted under Government Code section 12468, which authorizes the
State Controller to “. . . regularly audit the apportionment and allocation
by counties of property tax revenue ...” and under Government Code
section 12410, which authorizes the Controller to ... superintend the
fiscal concerns of the state. The Controller shall audit all claims against
the state, and may audit the disbursement of any state money, for
correctness, legality, and for sufficient provisions of law for payment.”
Our review focused on FY 2009-10 transactions; however, we also
reviewed prior period transactions as necessary.

This report presents the results of findings and conclusions reached in the
review of the city’s administrative and internal accounting controls
system.

Separate reports were issued for our audit of the Special Gas Tax Street
Improvement Fund and reviews of the Montebello Redevelopment
Agency, and the City of Montebello’s state and federal expenditures.
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Background

Objectives, Scope,
and Methodology

Conclusion

The City of Montebello is located in Los Angeles County, California. In
2007, the population of 64,695 lived in an area of 8.2 square miles. On
October 16, 1920, Montebello was incorporated as the 35th of the
present cities in Los Angeles County. The city conducts its operations as
general law, Council/Administrator City.

The objective of this review was to evaluate the City of Montebello’s
system of administrative and internal accounting controls to ensure:

Effectiveness and efficiency of operations;

Reliability of financial reporting;

Compliance with applicable laws and regulations; and
Adequate safeguard of public resources.

To accomplish our objective, we performed the following procedures:

Evaluated the city’s formal written internal policies and procedures.

Conducted interviews with city employees and observed the city’s
business operations for the purpose of evaluating city-wide
administrative and internal accounting controls.

Reviewed the city’s documentation and supporting financial records.

On a limited basis, performed tests of transactions to ensure
adherence with prescribed policies and procedures and to validate and
test the effectiveness of controls.

Assessed various aspects of the city’s internal control components and
elements in accordance with guidelines adopted by the American

Institute of Certified Public Accountants.

Our review found significant weaknesses with the City of Montebello’s
administrative and internal accounting controls system. We found that
the potential for waste, fraud, and abuse of public resources is
extremely high due to numerous deficiencies noted in the Findings and
Recommendations section of our report.

As a part of the review, we assessed various aspects of the city’s
internal control components and elements in accordance with standards
adopted by the American Institute of Certified Public Accountants. Of
the 74 control elements evaluated pertaining to internal control
components, we found only eight (11%) where controls were
considered to be adequate. The results of our review and evaluation of
the elements of internal control are included in this report as
Appendix 1.

The city should develop a comprehensive remedial plan to address
these deficiencies. The plan should identify the tasks to be performed,
and milestones and time frames for completion. We recommend that
the Montebello City Council require periodic updates at public
meetings of the progress in implementing the remedial plan.
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Views of
Responsible
Officials

Restricted Use

We conducted an exit conference on November 22, 2011, with Larry
Kosmont, Interim City Administrator; Keith Breskin, Interim Assistant
City Administrator; Francesca Tucker-Schuyler, Finance Director; and
Andy Zageris, Accountant. At the exit conference, we stated that the
final report will include the views of responsible officials.

The city provided its response to our draft report on December 9, 2011,
and it is included in this report as an Attachment. In its response to our
draft report, the city concurred with five of the eight findings, agreed
with the majority of items in one finding, and disagreed with two
findings requesting that we eliminate these findings.

After carefully reviewing and analyzing the city’s response, we have
found that the city did not provide any additional documentation within
their response to change our findings. The city’s response and the SCO’s
comment to each specific issue are included immediately following each
issue.

The city’s entire response is also included as an attachment to this report.
This report is solely for the information and use of the City of
Montebello and the SCO; it is not intended to be and should not be used
by anyone other than these specified parties. This restriction is not

intended to limit distribution of this report, which is a matter of public
record.

Original signed by

JEFFREY V. BROWNFIELD
Chief, Division of Audits

December 28, 2011
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Findings and Recommendations

RESULTS OF
ANALYSIS OF CITY’S
ADMINISTRATIVE
AND INTERNAL
CONTROL SYSTEM

FINDING 1—
Problems with
personnel transactions
and expenditure
approvals

We found significant weaknesses in most aspects of the City of
Montebello’s administrative and internal accounting controls system. As
part of the review, we selected 74 internal control elements based
primarily on standards adopted by the American Institute of Certified
Public Accountants. We then assessed the city’s internal control policies
and procedures against these internal control elements and found only
eight (11%) where controls were considered to be adequate (see
Appendix 1 for the results of our evaluation of internal control elements).

In the overarching components under control environment for integrity
and ethical value, commitment to competence, and management and
operating style, we found none of the 16 control elements to be adequate.
Under such a weak control environment, the potential for waste, fraud,
and abuse is extremely high. The findings described below all resulted,
at least in part, from these deficiencies.

Recommendation

While there are specific recommendations to address the specific
findings described below, we recommend that the city develop a
comprehensive remedial plan to address the deficiencies noted in
Appendix 1. The plan should identify the tasks to be performed, and
milestones and time frames for completion. In addition, we recommend
that the Montebello City Council require periodic updates at public
meetings of the progress in implementing the remedial plan.

During the review, we identified the following examples where
personnel transactions and expenditure approvals were handled
inappropriately.

City actions may have increased the former City Administrator’s
pension above the level it should have been and this may constitute
pension-spiking.

On March 14, 2007, the Montebello City Council voted to terminate the
City Administrator effective April 15, 2007. The City Administrator
contested the termination and was placed on administrative leave where
he continued to receive his monthly salary of $10,934. On November 2,
2007, he reached a termination settlement agreement with the city.

However, the termination settlement agreement was not implemented
and the City Administrator continued to be on administrative leave, and
continued to receive a monthly salary of $10,934 until January 16, 2008.
At that time the City Council, which had two new members as a result of
a recall election, “rehired” the City Administrator. The City
Administrator retained the salary he had been paid since his
“termination” on April 14, 2007, including the payments he received
between November 2, 2007, and January 16, 2008. In addition, the City
Council raised the City Administrator’s monthly salary to $16,250 (an

-5-
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increase of nearly 49%), effective immediately. The City Administrator
was the only city official to receive a salary increase of this magnitude at
that time and the increase greatly exceeded every previous increase
granted to the City Administrator. (See the chart below for a comparison
of the City Administrator’s salary for the entire period of his
employment at that level.) In addition, there was no explanation for such
a large increase.

City Administrator’s Salary:

Percent
Date Position Personnel Action | Monthly | Annually | Change
12/30/2009 [City Administrator |Service retirement | $ 16,250 | $ 195,000
01/16/2008 [City Administrator |Salary increase 16,250 195,000 |48.62%
07/01/2006 |City Administrator |[Salary increase 10,934 131,208 [ 3.01%
07/01/2005 | City Administrator |Salary increase 10,615 127,380 [ 3.00%
07/01/2002 [ City Administrator |Salary increase 10,306 123,674 | 2.00%
07/01/2001 [City Administrator |Salary increase 10,104 121,248 | 2.00%
10/26/2000 | City Administrator |Salary increase 9,906 118,872 [ 3.40%
01/01/2000 | City Administrator |Salary increase 9,580 114,960 [ 1.40%
07/01/1999 | City Administrator |Salary increase 9,448 113,376 [ 3.34%
01/01/1998 [City Administrator |Salary increase 9,142 109,709 | 3.40%
11/05/1997 | City Administrator |Salary increase 8,842 106,102 | 7.12%
07/01/1991 | City Administrator |[Salary increase 8,254 99,049 | 5.37%
05/09/1990 | City Administrator |Salary increase 7,833 94,000 | 6.58%
05/13/1989 | City Administrator [Promotion to City
Administrator 7,350 88,200

The City Administrator retired approximately two years later on
December 30, 2009. We estimate that the former City Administrator will
receive an increase of more than $4,000 per month in pension payments
from the California Public Employees’ Retirement System (CalPERS)
for two reasons: (1) the increase in salary effective January 16, 2008, and
(2) the city reported the time covered by his termination settlement
agreement and the time between the effective date of his termination
settlement agreement and his rehiring by the City Council to CalPERS as
eligible service time in calculating his pension.

There appears to be no support for counting the period between
November 2, 2007, and January 16, 2008, as eligible for CalPERS credit.
Also, as the former City Administrator was the only official who
received a salary increase of this magnitude, and the increase occurred
near the end of his employment status, it may constitute pension-spiking.
Both issues merit further review by CalPERS.

In addition, it appears that one reason for results described above, is that
the Human Resources office was not made aware of the various actions
described above. As a result, the Human Resources office continued to
treat the City Administrator as a full-time employee during the entire
period.

Recommendation

The city should ensure that information is communicated to the
appropriate departments in a timely manner and follow up on appropriate
actions when necessary. Additionally, the city should contact CalPERS
to discuss and resolve this issue.

-6-
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Violation of Tax Reporting Requirements

The city gave a retention payment (bonus) to all employees under a
Memorandum of Understanding (MOU) with all employee groups
during FY 2007-08. The MOUs provided payments of $5,000 to full-
time employees and $2,500 to part-time employees. The total amount
of retention payments was $2,002,500. These payments were reported
to the employees and the Internal Revenue Service (IRS) on Form
1099. In addition, the city reported the amounts on Form 1099 as
“miscellaneous income.”

Additionally, stipends to city council members and other committee
members for various board and committee meetings have also been,
and continue to be, reported on Form 1099 and designated as
“miscellaneous income.” For example, one council member received
$2,235 in stipends for the 2010 calendar year for various board
meetings.

In both instances, the city should have reported the bonuses and
stipends on Form W-2, not on Form 1099.

The IRS states, “Generally, any individual who serves as a public
officer is an employee of the government for whom he or she serves.
Therefore, the government entity is responsible for withholding and
paying federal income tax, social security and MediCare taxes, and
issue a Form W-2, Wage and Tax Statement, to the public official.”
The IRS further states, that, “although there is no precise definition for
the term “public official” or “public officer,” the courts have generally
held that anyone who exercises significant authority pursuant to public
laws is a public officer. This includes any official who administers or
enforces public laws, whether the individual is elected by the public or
appointed to an office.”

While state and federal taxes eventually will be collected when the
employee files the Form 1099 with his/her annual tax forms, the
avoidance of required withholding means that both levels of
government do not have access to revenues as required by state and
federal law.

Also, by reporting the payments on the Form 1099, the city did not
deduct and pay the employee’s share of other payroll taxes (e.g., Social
Security and Medicare) or the employer’s share of such payroll taxes.

Recommendation

The city should adopt policies to ensure that future bonuses, as well as
ongoing stipends, are reported as required. In addition, the city should
contact the appropriate taxing agencies to correct any errors with
previous reporting.



City of Montebello Administrative and Internal Accounting Controls

Inappropriate Treatment of Severance Pay

The city entered into a severance and mutual separation agreement
with a previous Director of Community Development on July 18,
2006. This severance agreement provided the employee with 12
months of severance pay which included salary, benefits, and
retirement payments to CalPERS. The employee effectively was
terminated from the city payroll on August 26, 2007, more than 12
months later. CalPERS sent a letter to the City of Montebello on
January 4, 2008, advising that the severance agreement was settlement
pay, and therefore was not reportable to CalPERS. Had CalPERS
failed to uncover this reporting discrepancy, the employee would have
received an extra year of service credit to which he was not entitled.

The August 2007 CalPERS letter instructed the city to reverse all
payroll entries made under the severance agreement. City staff
members did not make any adjustments or reverse these payroll entries
until June 2011, after we brought it to their attention during the review.

Recommendation

The city should ensure that appropriate actions are addressed in a
timely manner.

Override of Petty Cash Controls

During our testing of petty cash, we noted that a previous City
Administrator, on numerous occasions, approved his own petty cash
reimbursements for questionable expenses, as noted in our Montebello
Redevelopment Agency Review Report, dated September 22, 2011,
Finding 1.

In addition, the SCO found an instance where a police officer
circumvented petty cash policy. The police officer made a purchase of
food for approximately $250 for a city function. The reimbursement
claim form clearly states that petty cash is only to be used for items up
to $100. Instead, the officer had the restaurant break up the
approximately $250 purchase into three different receipts.

Recommendation

The city should ensure that policies and procedures relating to petty
cash controls are updated when appropriate and enforced consistently.

Conflict of Interest and Lack of Competitive Bidding for
Engineering Contract and Projects

In the recently issued report of our review of state and federal
expenditures, we noted several problems with the contract awarded to
Advanced Applied Engineering (AAE) to act as the City Engineer and
engineering projects AAE awarded to itself. We noted that the continued
extension of the engineering contract past the date of a City Ordinance
requiring competitive bidding (adopted in 2007) violated the intent of
that ordinance. In addition, we pointed out that any engineering projects
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exceeding $50,000 awarded after the new ordinance should have been
competitively bid. Also, we noted that AAE’s ability to provide oversight

of any awards to itself, created the potential for conflicts of interest.

Recommendation

The city should comply with its own ordinance by taking the following

actions:

e Set an end date for the current engineering contract and develop and

implement a competitive bid process to award a new contract.

¢ Require that all future engineering services for capital improvement

projects over $50,000 be competitively bid.

e When engineering services for capital improvement projects are
awarded to AAE, or any subsequent contractor, establish an
independent review for the work performed and payment of invoices.

By complying with its own ordinances, the city will remove any
appearance of conflict of interest or lack of independence in its award
and oversight of capital improvement projects and its engineering
program. In addition, it will ensure that the city is getting the most

competitive price for such services.

City’s Response

City actions may have increased the former City
Administrator’s pension above the level it should have been and
this may constitute pension-spiking

A review of City files confirms that a prior City Council executed a
separation agreement on November 2, 2007, to terminate the
employment of a former City Administrator and that former City
staff failed to properly process the termination. When current City
executive staff learned of this issue in 2011, City staff immediately
began working with CalPERS to correct deficiently-reported
earnings to CalPERS from the period the prior City Administrator
was terminated to when he was rehired by the City on January 16,
2008. Subsequently a Notice of Change was sent to the City to
reverse payroll for the applicable period of time. City Payroll staff
have taken steps to make the corrected reversal, and have been in
contact with CalPERS to accommodate the reversal which has been
delayed due to CalPERS’ current systems upgrade.

To ensure that this issue is avoided in the future, City executive
staff will recommend a Personnel Procedure to be adopted by the
City Council, which will provide for a written communication
process as applicable to changes in the employment status with
employees, including, but not limited to, the City Administrator, so
that those changes can be properly processed in a timely manner.
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¢ Violation of Tax Reporting Requirements

The City concurs with this finding, and remains fully committed to
complying with federal and state tax reporting requirements and
utilizing the proper reporting forms. The City will ensure that future
bonuses as well as ongoing stipends are reported as required. The
City will contact the appropriate taxing agencies to correct any
errors with previous reporting as deemed necessary.

e Inappropriate Treatment of Severance Pay

The City acknowledges that on July 18, 2006, the City and the
former Director of Community Development entered into a
separation agreement to include severance and other benefits.
Further, on January 4, 2008, CalPERS sent the City a letter
indicating that the compensation reported from July 2006 to June
2007 was final settlement pay and should not have been reportable
to CalPERS as compensation earnable. Although this issue was not
corrected at that time, current City executive staff promptly reversed
the transaction on June 13, 2011 when it was first brought to their
attention. As such, all applicable erroneously-reported compensation
has been corrected with CalPERS.

To avoid this issue in the future, City executive staff will work
closely together to correct any reporting errors with CalPERS in a
timely manner. City executive staff will recommend a Personnel
Procedure to be adopted by the City Council, which will provide for
a written communication process as applicable to changes in the
employment status with employees, including, but not limited to,
the City Administrator, so that those changes can be properly
processed in a timely manner. In the Interim City Administrator’s
recent Management Summary Report, which was presented to the
City Council on November 9, 2011, the Interim City
Administrator’s recommendation was to improve internal operating
systems.

e Override of Petty Cash Controls

The City concurs with this finding and will ensure that policies and
procedures related to petty cash controls are updated and enforced
consistently.

e Conflict of Interest and Lack of Competitive Bidding for
Engineering Contract and Projects

The City acknowledges this finding, and is currently in the process
of re-evaluating its current agreement for engineering services. In
the Interim City Administrator’s recent Management Summary
Report, which was presented to the City Council on November 9,
2011, the Interim City Administrator’s recommendation was to bid
the contract after consulting an external engineering expert to
review the existing practices and make recommendations. A copy
of the updated Management Summary Report is attached as
Exhibit A. In fact, the City recently issued a Request for Proposals
for such an expert to review the current engineering processes and
the agreement for engineering services. It is anticipated that the
expert, once retained, will complete its analysis by February 2012.

-10-
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As noted by the SCO, this finding regarding the City's award of the
engineering services contract to Advanced Applied Engineering,
Inc. ("AAE") was previously identified in the review report of state
and federal expenditures. In response to that report, the City
provided a lengthy rebuttal to the SCO's findings. The City
expressly informed the SCO that to apply a later-adopted ordinance
to the terms of an existing contract, potentially placed the City in
unnecessary jeopardy. In particular, the automatic extension
provision of the contract was part of the contract that was awarded
in January 2005, two years prior to the adoption by the City Council
of Ordinance No. 2304, which established Chapter 3.21 ("Contracts
for Professional and Special Services™) of the Montebello Municipal
Code ("MMC"). Chapter 3.21 does not expressly apply
retroactively, and if the City took the position that Chapter 3.21
applied to the automatic extension provision of the contract (without
any express intent in the ordinance itself), it is possible the City may
be subject to a claim that it breached the agreement, or that the law
itself impaired the obligations of a contract.

It appears to the City that the better solution is to follow the process
City staff has already initiated, which is to select an engineering
expert to provide recommendations, and then subsequently improve
engineering and public works procedures by adopting a competitive
bid process as directed by a thorough analysis of an independent
expert. Although the City maintains its position that the MMC
Chapter 3.21 does not apply to the terms of the engineering services
contract, the City acknowledges the fact that certain engineering
projects that exceeded $50,000 and that arose after the
implementation of Chapter 3.21 should have been competitively
bid. The City is committed to receiving the best competitive prices
for its capital improvement projects, has taken affirmative steps in
evaluating the current agreement with AAE, and will be making
recommendations to overall engineering processes as well as going
out to bid for its engineering services before the end of the current
fiscal year.

In summary, the City acknowledges and concurs with the majority
of Finding 1, has taken affirmative steps to addressing the various
issues raised therein, and will ensure that its policies and procedures
are both updated and enforced.

SCO’s Comment

The city concurs with the finding.

-11-
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FINDING 2—
Cash impairment in the
city’s investment pool

In the recently issued reports of our review of State and Federal
expenditures as well as of our gas tax audit, we noted that the city’s
process for maintaining General Fund cash in an investment pool with
cash from other funds, including restricted funds, creates the potential for
these restricted funds to be impaired. During our review, we noted that
the city’s operating costs of the General Fund were paid for by funds
from the city’s investment pool and that the General Fund cash balances
were negative for the entire FY 2009-10 with the exception of June 2010.
At year-end, the city made journal entries and transferred cash between
the General Fund and other funds to eliminate the negative cash balance
for financial statement purposes. The city has employed this practice in
past years. The General Fund had negative cash balances, for all months
in FY 2010-11 and has continued into FY 2011-12.

When the General Fund cash balances are negative, it means that the
cash from other funds in the investment pool, including restricted funds,
is being used to pay for General Fund-related expenditures. Thus, any of
these other funds that have a positive cash balance are potentially
impaired, and may not be able to make timely payments of required
expenditures that should be made from those funds.

While it is clear that the cash in the investment pool from the other
funds, including restricted funds, was used to pay for goods and services
that should have been paid for by the General Fund, the city could not
document which fund(s), restricted or not, were used for this purpose.

Recommendation

The city should develop and implement policies and procedures to ensure
that it does not impair other funds’ cash, especially the restricted funds,
by using them to pay for general operating costs that should be paid from
the General Fund. Additionally, the finance department should determine
each fund’s balance in the investment pool and ensure that withdrawals
from that pool are only used to address costs that can be paid from each
fund. In addition, to the extent that it is allowable to use cash from one
fund to pay for expenditures that should be paid from another, such loans
should be documented and ensure that the loan is repaid as soon as
required, with interest.

City’s Response

The City has responded, previously, to the matter of cash impairment in
response to prior SCO reports. The matter of the use of restricted funds
was corrected by the City in February of 2011. The City can document
that there was no cash impairment since the City’s investment portfolio
indicates that it exceeded the cash balances which are deemed
restricted. Additionally, as of March 2011, the monthly investment
reports submitted to the Council and the City’s Investment Committee
includes a balance that separates the general fund balance of the pooled
cash from that of the restricted funds.

The City’s accounting system records deposits and disbursements by
fund. Therefore the cash balances for each specific fund is available.
Please see response to Finding 3 for additional comments.

There was no cash impairment; therefore, the SCO should eliminate
this finding.
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FINDING 3—
Questions about the
accuracy, reliability,
and timeliness of data in
the city’s accounting
system

SCO’s Comment

The SCO’s prior reports of the Gas Tax Fund and State and Federal
Expenditures disclosed cash impairment. The city’s responses to cash
impairment findings in those reports did not provide sufficient
documentation of the city’s assertion that the General Fund did not
impair other restricted funds during FY 2009-10. As such, we did not
eliminate the finding in those two reports.

The city’s current response does not provide sufficient documentation of
city’s assertions. Basically, the city states that it made corrections to the
use of restricted funds in February 2011 and is accounting for General
Fund cash balances separately from the restricted funds in the pooled
cash balances effective March 2011. The city is commended for making
the necessary corrections; however, this did not address the noted cash
impairment during FY 2009-10.

The finding remains the same.

Significant control deficiencies resulted in errors in accounting for and
expending funds, including funds from state and federal governments.
Specifically, the General Ledger balances produced by Government
e-Management Solutions, Inc. (GEMS) are not reliable. Due to the delay
in closing out FY 2009-10, the fund balances were not carried forward to
FY 2010-11 until July 2011. During FY 2010-11, GEMS continually
reported balances that did not reflect the funds carried over from the
previous year until well into the subsequent year. City staff members had
to make manual adjustments to the data to reflect information. In
addition, because of the delay in approving budgets for FY 2009-10 and
FY 2010-11, comparisons of expenditures were made to estimates of the
amount that would eventually be approved.

The State Controller’s Office (SCO) has identified several factors that
have created the deficiencies described above. These factors include:

Implementation of a New Accounting System

The city installed a new financial system in 2007 called GEMS: It
appears that staff members do not have a sufficient understanding of the
system and how to use it properly. In part, this is because there has been
a significant turnover in staff.

Inadequate Documentation of Overall Accounting Procedures and
Processes

Although most employees had information on the procedures and
processes for their particular assignment, there is no documentation of
the overall procedures and processes of the accounting system.
Therefore, most staff members do not have any understanding of the
accounting system except as it relates to their assigned duties.
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Delays in Closing of Financial Records

The city did not close its FY 2009-10 financial records until July 2011.
Timely closing of financial records should be performed within three to
six months after year-end.

Delayed Adoption of a Budget

During FY 2009-10, the city operated on the previous year’s budget until
the budget was formally adopted in April 2010. During FY 2010-11, the
city operated on a proposed budget which was not formally adopted until
June 2011.

Insufficient Information Supporting Journal Vouchers

The Journal Vouchers (JV) prepared by the city lack adequate
information as to the purpose of the transactions. A JV is a document that
authorizes entries into the accounting system such as transferring
amounts between accounts and reclassifying or correcting data in the
General Ledger system. JVs are an integral part of the audit trail and
should be prepared with adequate information and include supporting
documentation. A typical JV prepared by the city only includes the
General Ledger account numbers affected by the transaction, the debit
and credit amounts, and a brief reason, such as “to record adjustment” at
the end of a batch of JVs. In addition, the JVs do not have sufficient
supporting documentation.

Recommendation

The city should adopt policies and procedures to address the problems
discussed above. Specifically, this should include the following:
(1) develop a comprehensive list of policies and procedures for all
financial processes and provide training to staff; (2) perform timely
year-end closing of financial records; (3) ensure that JVs are adequately
supported; and (4) adopt of the city’s budget in a timely manner.

City’s Response

The general ledger balances produced by Government e-Management
Solutions, Inc. (GEMS), the City’s accounting system, can be relied
upon, if the information posted is correct. It has recently been
determined that the information posted into the accounting system in
July 2008 and July 2009, by the former finance director and former
accountant was incorrect. Ending balances of June 30, 2008 were
duplicated via journal entry for all balance sheet accounts, for all funds,
in July 2008, which overstated assets, liabilities and fund balances.
Ending balances of June 30, 2009 were duplicated, again, via journal
entry for all balance sheet accounts, for all funds, further corrupting the
integrity of the financial data in the City’s general ledger. Ad hoc
reporting systems were used to generate the trial balance report to
compensate for the incorrect balances of the general ledger.

Upon discovery of the duplicated entries, corrective actions were taken
to reverse the duplications and to provide the current auditors with a
correct general ledger that can be relied upon to conduct the annual
audit.
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e Implementation of a New Accounting System

Although the City concurs that there has been recent staff turnover
in the Finance Department, such turnover is not the reason for the
improper use and implementation of the new accounting software.
The new software was implemented in July of 2007 and staff
turnover did not occur until Fiscal Year 2010-11. Once the software
was implemented, the former finance director and the former
accountant had the responsibility to ensure that there was proper
documentation to support the balances as represented in the general
ledger. It has become apparent that the system was not set up
properly from the onset and errors were made in transactions, as
noted above.

Moreover, based on the various prior SCO’s audits, as well the
Management Systems Report from Kosmont Companies (the City’s
independent consulting firm that has provided Interim City
management and financial turnaround services), the City
acknowledges its need to implement a better accounting structure.
Specifically, an improved Accounting System was listed as the first
“Wish-List” item in the Interim City Administrator’s updated
Management Summary Report (attached as Exhibit A). The City
agrees that a specific accounting module must be identified, and that
personnel must be trained on using the module.

¢ Inadequate Documentation of Overall Accounting Procedures
and Processes

Documentation of the overall procedures and processes of the
accounting system does exist. The City acknowledges that a climate
existed whereby staff’s understanding in the overall procedures and
processes was limited. The City will examine and evaluate
methodologies to increase understanding and participation.

e Delays in Closing of Financial Records

The City acknowledges that it did not close its FY 2009-10 financial
records within six months after year end. The audit for FY 2009-10
was delayed due to wvarious issues including incorrect and
insufficient documentation provided by the former finance director
and former accountant to the auditors. Once the audit was
completed, in June 2011, the current finance director closed the
books.

e Delayed Adoption of a Budget

The City concurs with this factor. To correct this deficiency, the
first order of business of current Interim City Administrator Larry
Kosmont was to obtain formal adoption of the FY 2010-11 budget
by the City Council, which took place in June 2011, six weeks after
Kosmont Companies initiated its assignment as Interim City
Administrator.

¢ Insufficient Information Supporting Journal Vouchers

The City concurs with this observation. The former accountant,
historically, did not provide sufficient documentation and detail to
the various journal entries prepared. It appears that in prior years,
the former Finance Director did not require or enforce sufficient
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FINDING 4—
Significant problems
with the city’s cash
reconciliation process

documentation as he signed off on many of these journal entries.
The entries prepared by the former finance director did not have
adequate documentation as well. This further delayed of the FY
2009-10 audit and the closing of the books.

In sum, the City concurs with a majority of the “factors” in Finding
3, and has taken corrective actions to address many of the issues
raised therein. However, the City disputes that the documentation
of the overall procedures and processes of the accounting system is
inadequate.

SCO’s Comment

The finding is not whether or not there was documentation of particular
process but the lack of adequate documentation of the overall procedures
and processes. The fact remains that the city acknowledges that a climate
existed where staff’s understanding in the owverall procedures and
processes was limited. The city further states that it will examine and
evaluate methodologies to increase understanding and participation. This
can in part be attributed to the lack of adequate documentation.

The finding remains as stated.

Our review of the city’s bank reconciliation process revealed the
following issues that prevent proper reconciliation:

Differences Between Bank Statement and General Ledger Amounts

The city’s cash reconciliation at June 30, 2010, included an unreconciled
amount of approximately $300,000. While the city and its external
auditor deemed this amount immaterial to impact fair presentation of the
cash position in the annual audit for FY 2009-10, the city had not been
able to reconcile this amount, which could be missing or unrecorded
transactions in revenue, expenditures, assets, liabilities, and fund equities
accounts.

Timeliness

For FY 2010-11, the city was 11 months in arrears in its bank
reconciliations. The last completed reconciliation by the city was during
July 2010. As a result, the city had to resort to estimates and by assessing
bank information daily to determine available cash prior to making
payments for payroll, vendors, debt services, and capital outlay. Timely
information on cash is vital for all city functions. By relying on bank
inquiries to determine the available cash, the city may issue payments for
which there may be insufficient funds (for example, outstanding checks
could be cashed sooner than expected). During our review, we noted the
lack of timely financial information resulted in the city’s transit
department’s decision to maintain its own records to account for cash,
revenue, billing/accounts receivable, expense/accounts payable, and
capital outlay. The city stated that it has completed the bank
reconciliations through July 2010, which puts it a full year behind in this
very important process. It should also be noted that the city has been
aware of this issue for several years and has not taken action to address
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it. The independent auditor’s financial reports for FY 2008 and 2009
disclosed this problem and recommended that the city take action to
address it.

Unreconciled Outstanding Checks

Issues with outstanding checks began during 2007, when the city
implemented GEMS, a new accounting system. During the transmission
of checking data to Bank of the West, the checks’ six-digit number was
modified to include two additional digits because transfer data requires
an eight-digit number. The additional two zeroes attached to the end of
the check number prevented cancellation of the checks from being
reflected on the records. As a result, approximately $24,000,000 in
checks issued since implementation of GEMS was listed as outstanding,
even though most checks had been cashed. An employee within the
city’s finance department was aware of the issue but did not report this to
city management until SCO staff pointed this out. During this entire
time, these outstanding checks were included as reconciling items for
those bank statements that had been reconciled.

Untimely Recording of Corrections to Payroll Checks

Regular payroll processing is performed in the payroll system within
GEMS which allows for such data to be posted directly into the city’s
General Ledger. Additionally, there is a separate process to record
replacement of payroll checks and other special issuance of payroll-
related checks; however, the SCO noted that three of these special
payroll batches had not been posted until we notified the city of this
problem.

Missing Deposit Slips for the City Transit Department

The SCO noted several ongoing problems where deposit slips for coin
transit fares were missing. An armored car service was hired to bring
coin deposits directly to the bank along with deposit slips; however,
some deposit slips were missing for deposits made by the service. In
addition, while the transit department sends its transit fare revenue
summary to the finance department for recording in the city’s General
Ledger, incidents of missing deposit slips cause a problem in timing of
recording of the deposits. The missing deposit slips add to the difficulty
when performing the bank reconciliation.

Time Delay Between Bank Deposits and When Revenue is Recorded
in the General Ledger

The city golf course and driving range operation collects revenues by
cash and credit card. The cash revenues are deposited by the golf
operations staff to the bank each day. Golf operations staff members also
prepare a summary of the revenue received and submit it to the finance
department for recording into the General Ledger. However, the revenue
summary has not always been consistently submitted in a timely manner,
causing a delay in the recording of the revenue into the city’s General
Ledger. This also creates an additional obstacle in reconciling the bank
deposits and cash recorded in the General Ledger.
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Recommendation

The City should establish procedures to address the issues above and
ensure that bank statements are reconciled properly and timely.

City’s Response

o Differences Between Bank Statement and General Ledger
Amounts

The City concurs with this finding. The former accountant who was
charged with the duty of bank reconciliation was consistently
behind in the reconciliation, as noted in previous management
letters to the City. The former accountant and former finance
director did not have a handle on the outstanding check list and cash
balances.

e Timeliness
The City concurs with this finding, as noted above.
e Unreconciled Outstanding Checks

The City concurs with this finding, as noted above. Additionally,
once the matter of approximate $24,000,000 of incorrect
outstanding checks issued was identified, the current finance
director worked with staff and Bank of the West to correct the
additional two zeroes attached to the end of the checks, which
prevented cancellation of the checks from being reflected on the
records. The Bank of the West outstanding check list matter has
been rectified and the outstanding check numbers are now properly
sequenced.

e Untimely Recording of Corrections to Payroll Checks

The City concurs with the finding and will implement processes to
ensure that payroll transactions are recorded in a timely manner.

e Missing Deposit Slips for the City Transit Department

The City is in the process of implementing a cash receipts module
that will be used by all collection points. City staff has requested
City Council approval of the acquisition of a new cash receipts
module at the next regularly scheduled City Council meeting.
Obtaining a new cash receipts module will enable the City to report
timely and accurate cash collections. Additional procedures will be
implemented to ensure that deposit slips are received by the Finance
Department in a timely manner.

e Time delay between bank deposits and when revenue is
recorded in the General Ledger

The City is in the process of implementing a cash receipts module
that will be used by all collection points. Doing so, it will enable the
City to report timely and accurate cash collections. Additional
procedures will be implemented to ensure that deposit slips are
received by the Finance Department in a timely manner.
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FINDING 5—

Bank accounts
established for the RDA
were not included in
that agency’s financial
records

FINDING 6—
Lack of segregation of
duties

In sum, the City concurs with Finding 4 overall, and has been taking
aggressive action to address the SCO’s concerns, including a
proposed $80,000 investment in a new cash receipts module.

SCO’s Comment

The city concurs with the finding.

One of the services the City of Montebello provides to the RDA in return
for reimbursement of costs is establishing and maintaining all financial
accounts, including the establishment of bank accounts. As noted in the
Observation section, example 3 of our report of the Montebello RDA,
dated September 22, 2011, the city failed to maintain records on two
bank accounts for the RDA. In fact, RDA staff members stated that they
were unaware these bank accounts existed until early 2011.

Recommendation

The city should develop and implement control procedures to ensure that
all transactions are accounted for and included in the city’s General
ledgers.

City’s Response

The City has previously responded to this matter and has taken
corrective measures by recording these accounts on the general ledger
of the RDA. This issue was fully resolved in a public report made to the
City Council in May 2011. These amounts are reflected in the audited
financial statements of RDA for FY 2009-10.

Based on the City’s resolution of this matter, the SCO should eliminate
this finding.

SCO’s Comment

As stated in the SCO’s audit report of the Montebello Redevelopment
Agency, the SCO believes that the finding is necessary and appropriate
as it provides additional transparency and accountability about the
RDA'’s fiscal practices.

During our review of employee duties, we noted that incompatible
functions are assigned to, and being performed by the accounts payable
supervisor. These functions include accounts payable, payroll, and
investments. Duties within these functions include performing wire
transfers, performing and recording investment transactions, and
generating checks for payments. Good internal controls require that these
duties be segregated to avoid potential conflicts of interest and/or fraud.

Recommendation

The city should assess its current processes and implement policies and
procedures to segregate incompatible functions.
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FINDING 7—
Inadequate and
outdated Administrative
Policy Manual

City’s Response

The City concurs with this finding which is reflective of past practices.
In response to prior SCO audits and the new executive team’s
conclusions, the City has upgraded the educational requirements for
these positions, requiring all candidates hold, at a minimum, an
accounting degree. The City continues to assess its current processes
and implement policies and procedures to segregate incompatible
functions. There are three key positions that are currently vacant and
being recruited for in the Finance Department. Interviews for the
accountant position were completed in early December and selection of
a candidate is forthcoming. Once these positions are filled
comprehensive segregation of duties will occur

The City concurs with this finding, and will ensure the segregation of
incompatible functions.

SCO’s Comment

The city concurs with the finding.

The city’s Administrative Policy Manual is not regularly updated to
reflect current processes or reviewed for overall reasonableness. The city
does not have a process in place to routinely review and update its
Administrative  Policy Manual. Therefore, documentation for
completeness, accuracy, and consistency with existing processes is
lacking.

This resulted in significant internal control weaknesses over the city’s
financial transactions and business cycles. For example:

e Procedures for processing time cards have not been updated since
March 14, 1990.

e The time card procedures as stated in the manual are not reflective of
actual procedures performed by the city. The city’s Administrative
Policy Manual, Time Card Procedure, Number VI-D-3, does not state
the requirement for employees to sign their time cards; however,
discussion with payroll staff members revealed that it had been a city
practice to require employees’ signatures on time cards except for the
police, fire, and transit departments.

During our payroll testing, we noted that several time cards were not
signed by the employees. Without employees’ certification, the hours
charged could be incorrectly stated and paid.

e The city policy manual lacks adequate documentation of the flow of
accounting transactions, which contributed to accounting errors as
noted in Finding 3.

Documentation provides guidance for implementing controls and serves
as a basis for training new personnel in implementing them, and provides
evidence the controls have operated effectively. Undocumented and
outdated policies and related internal controls result in unclear roles and
responsibilities and lead to improper handling of transactions. An
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FINDING 8—
Unrestricted access to
Human Resources and
Payroll systems

essential element of internal control is monitoring, which includes
verification by management that policies and procedures are updated to
adequately address new challenges identified by ongoing risk
assessments.

Recommendation

The city should review and update its Administrative Policy Manual to
ensure consistency with current processes and organizational structure,
and perform periodic and ongoing reviews to ensure proper
documentation, accuracy, and completeness in its financial transactions
and records.

City’s Response

The City staff concurs and had previously identified the need to update
the Administrative Policy Manual in a presentation to the City Council
and the community at the November 9, 2011 regular City Council
meeting of a Management Summary Report by the Interim City
Administrator and the Interim Assistant City Administrator.

The City is committed to updating its Administrative Policy Manual
and ensuring that the Manual be regularly reviewed and modified to be
consistent with laws, processes, procedures and the structure of the
organization.

The City concurs with this finding, and has made updating its

Administrative Policy Manual a priority goal, as stated in the
Management Summary Report.

SCO’s Comment

The city concurs with the finding.

The city provides full access to the Human Resource Management
System (HRMS) and Payroll Module to staff members in Human
Resources (HR) and to payroll staff members in the Finance Department.
HRMS is used by the HR department for entering and maintaining
employee data. The Payroll Module is used by payroll staff members to
process city payroll, including entering timecard data and generating
payroll checks. Staff members having full access to both HRMS and the
Payroll Module system can manipulate the HR or payroll data.

Recommendation

The city should establish and implement policies to restrict access to
HRMS to HR staff members and restrict access to the Payroll Module to
payroll staff members.
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City’s Response

The City concurs with this finding and will establish and implement
policies to restrict access as appropriate and ensure internal controls.
The City will receive technical support from GEMS, its accounting
system provider, and City executive staff will then make a
determination as to which employees should have access to the Human
Resources and Payroll Systems. Accordingly, the City is in the process
of applying GEMS controls and programs to create enhanced security
on both the Human Resources and Payroll systems.

The City concurs with this finding, and as a part of the City’s ongoing
execution of recommendations from the Management Systems Report
and the various SCO audits, it will continue to ensure that the Human
Resources and Payrolls Systems are secure.

SCO’s Comment

The city concurs with the finding.
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Appendix 1—
Evaluation of Elements of Internal Control

Yes | No Comments
Control Environment
Al. | Integrity and Ethical Values
a. Are code of conduct and other policies regarding L1 | X | Although the city has an Administrative Policy Manual, as noted in Finding 8, the current
acceptable business practices, conflicts of interest, or manual is outdated and inadequate. In addition, there are instances of questionable business
expected standards of ethical and moral behavior in practices such as conflict of interest and lack of competitive bidding (Finding 1) and violation
existence and communicated to all city management and of federal tax reporting requirements (Finding 1).
employees?
b. Does management foster, encourage, and emphasize the | [] | X | There are instances of management decisions appearing to lack integrity and ethical values.
importance of integrity and ethical values? For example, as noted in Finding 1, management overrode petty cash controls and violated
federal tax reporting requirements.
c. Is every-day dealing with vendors, clients, auditors and L1 | X | Although there is a policy in place to bid expenditures costing $50,000 or more, there are
other parties based on honesty and fairness? instances where the bidding process was not followed, such as engineering work performed
by Infrastructure Engineering (previously AAE) (Finding 1).
d. Does management takes action when violations of L] | X | Instances of violations of policies by low-level employees are appropriately addressed by the
policies, procedures, or the code(s) of conduct occur? management; however, violations by upper management are dealt with differently as noted in
Finding 1.
e. Are instances of override of internal controls, if any, [ 1 | X | During vendor payment testing, we noted proper documentation on emergency purchases;
properly documented? however, instances of petty cash control override were not documented or substantiated, as
noted in Finding 1.
A2. | Commitment to Competence
a. Is management analyzing tasks relative to a particular [] | IXI | Management failed to identify and analyze cause of the unreconciled cash, and delayed
job regarding need and extent of supervision? reconciliation as noted in Finding 4.
b. Is management evaluating and determining the L[] | IXI | The city needs to reevaluate its hiring practices, in particular, regarding employment
knowledge and skills needed to perform key functions? qualifications. The city employs staff members lacking sufficient education or experience
related to job responsibility. For example, the city has a G.E.D. requirement for a supervisory
position, and non-related educational experience for a key finance position. In addition, the
city failed to address staff members’ inability to complete timely bank reconciliations.
c. Do employees have the competence and training L1 | X | It appears that finance department staff members are not properly trained to fully understand
necessary for their assigned level of responsibility or the the complex financial system and city operations. Although the city offers tuition
nature and complexity of the entity’s activities? reimbursement to its staff members for continuing education, it is up to the employee to take
initiative for learning new skills. As noted in Finding 3, most staff members do not have any
understanding of the accounting system except as it relates to their assigned duties.
d. Are all departments are appropriately staffed? L] | X | Some key positions currently are vacant. Insufficient staffing and significant turnover

contribute to the failure to segregate duties (Finding 6); and there is inadequate review of the
overall functioning of the accounting system.
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Appendix 1 (continued)

Yes | No Comments
A3. | Management and Operating Style
a. Is management conservative in accepting risks, moves L1 | X | Management made questionable decisions as noted in our RDA report and Finding 1 of this
carefully, and proceeds only after careful evaluation? report.
b. Is personnel turnover in key functions at an acceptable L1 | X | Turnover of City Administrator and key positions in the finance department contributed to the
level and not excessive? deficiencies noted in the RDA and this report.
c. Is management’s attitude positive toward internal ] | X | Asnoted in Finding 7, the city’s Administrative Policy Manual is inadequate and outdated. In
controls and audit functions? addition, there is no adequate separation of duties due to the lack of staffing, and documents
and records are inadequate to support validity of transactions, as noted in Findings 2 and 3.
d. Are there frequent interactions of senior management L] | X | Certain city departments indicated that the prior Finance Director did not disseminate
and operation management in both formal and informal financial information to them. In addition, there is lack of communication among staff
settings? members within the same department.
e. Is management’s attitude appropriate toward financial L] | X | The city was late in filing financial transaction reports. The city’s and RDA’s general ledgers
reporting and other operational reporting? are inaccurate and incomplete as noted in Finding 3.
f. Are procedures or activities in place to regularly educate | [] | [X] | There does not appear to be a process to inform and educate regarding good internal controls
and communicate to management and employees the practices. Also, refer to A3c.
importance of internal controls and to raise their level of
understanding of controls?
g. Does management give appropriate attention to internal L1 | X | The city has recurring uncorrected audit findings from its external auditors, such as the cash
controls and correct any known weaknesses in internal reconciliation issue. Also refer to A3c.
controls on a timely basis?
Ad. | Organizational Structure
a. Is the organization structured to facilitate the flow of L] | X | The city’s Administrative Policy Manual includes procedures for internal and external
information throughout the entity? communications; however, it appears that information is not properly communicated
throughout the entity, as described by staff members.
b. Are key managers’ responsibilities adequately defined L] | X | Department heads’ responsibilities appear to be adequately defined and communicated;
and communicated? however, for some key staff members, it appears that their responsibilities are undefined,
resulting in performance of incompatible duties as noted in Finding 6.
c. Do managers in charge have the required knowledge, L] | X | Department heads within the city appear to have the required knowledge, experience, and
experience, and training? training; however, there are some staff members in key positions who lack the required skills
and knowledge to perform required duties effectively.
d. Does the city’s established reporting relationship ensure | [] | [X] | The city lacks proper communication among city departments and staff within departments.
effective communication among employees,
supervisors, managers, and officers?
e. Does a process exist supporting the identification and L] | X | We did not note a process for the identification and disclosure of related-party transactions.

disclosure of related-party transactions?

Note that this was also a finding by the city’s external auditors. There also are citizen
complaints regarding related-party transactions.
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Appendix 1 (continued)

Yes | No Comments
AS5. | Assignment of Authority and Responsibility
a. Is proper information considered in determining the L1 | X | Employees perform incompatible duties as noted in Finding 6.
level of authority and scope of responsibility of an
employee?
b. Are responsibilities for decision-making clearly linked X | U
to the assignment of authority and individuals are held
accountable accordingly?
c. Are employees at the right level empowered to correct L[] | X | Asnoted in Adb, responsibilities of some key employees are undefined. In addition, as noted
problems or implement improvements? in Finding 7, the lack of adequate documentation of the city’s policies and procedures results
in unclear employee responsibilities.
d. Do job descriptions exist and contain specific references | [ ] | [X] | Job descriptions exist; however, staff members within the finance department appear to be
to control-related responsibilities? performing incompatible duties due to employee turnover and lack of staffing.
e. Are employees empowered to correct problems or L] | X | Staff members in low-level positions and their immediate supervisors appear to feel
implement improvements in their assigned processes? uncomfortable deviating from their normal processes and, therefore, do not make any
corrections or improvements to the existing process.
A6. | Human Resources Policies and Practices
a. Are policies and procedures established for hiring, X | U
training, and promoting employees and management,
particularly in hiring and training?
b. Are employees made aware of their responsibilities and X | U
expectations of them?
c. Is management’s response to failure to carry out X | U
assigned responsibilities appropriate?
Risk Assessment
B1. Goals and Obijectives
a. Are there entity-wide objectives established by X | [ | Citywide objectives are established and included in the city’s CAFR and most recently
management? included in the City Annual Budget.
b. Is information relating to objectives disseminated to L1 | X | We did not find evidence of procedural process for disseminating objectives to all city
all city employees? employees.
c. Are goals (with specific targets and deadlines) L] | X | Citywide goals relating to its objectives appear to be established; however, departmental
established and relate to objectives? goals are not well-defined and established, as evidenced in the inability of the finance
department to reconcile its general ledgers to the bank balances.
d. Are measurement data included in the objectives? L1 | DX | We were not able to obtain any measurement data.
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Appendix 1 (continued)

Yes | No Comments

e. Is there a process in place to periodically review and L1 | DX | We were not provided with any documentation of periodic reviews. In addition, as noted in
update strategic plans? Is the strategic plan reviewed the RDA report, the RDA budget is incomplete or missing required elements.
and approved by those charged with governance?

f. Are managers involved in establishing objectives for L] | X | Managers’ involvement appears to be isolated to their departmental goals and objectives.
which they are responsible?

B2. Risk

a. Does the risk-assessment process in place considerthe | [] | [X] | We were not provided with any documentation for the city’s risk assessment process relative
extent and internal factors affecting objectives? to its objectives and financial reporting.

b. Does the risk assessment process include estimating L] | DX | We were not provided with any information that documents that the city does, in fact, have
significance of risks, assessing likelihood of risk assessment taking place. It appears that lack of risk assessment contributed to the current
occurrence, and determining the needed actions to financial crisis of the city.
prevent risks?

c. Is management considering the risks related to Human | [] | X | Asnoted in Finding 8, due to the nature of the financial system used by the city, full access to
Resources, budgeting, labor relations, and Information Human Resources Management System (HRMS) is made available to payroll staff members
Systems? in the finance department, posing risk of manipulation of HR information by unauthorized

individual.

d. Are risks related to the ability of an employee to L] | X | Referto B2c.
initiate and process unauthorized transactions
appropriately identified?

e. When risks are identified, are existing controls [] | X | Referto B2b.
examined to determine whether there has been a
failure in controls, and was action been taken to
address them?

f. Is fraud assessment an integral part of the risk [ 1 | X | Referto B2b.
identification process?

g. Does the entity’s assessment of fraud risk consider L] | X | Referto B2b.
incentives and pressures, attitudes, and
rationalizations as well as the opportunity to commit
fraud?

h. Does management identify all significant L] | X | Referto Ade.

relationships including service providers, suppliers,
citizen groups, creditors, etc.?
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Yes | No Comments
B3. Managing Change
a. Are there mechanisms in place to anticipate, identify, L1 | X | There does not appear to be a mechanism in place to identify and manage change affecting
and react to routine events or acts that affect the city. The failure to manage change may be one of the contributing factors to the current
achievement of objectives? financial crisis faced by the city.
b. Are there mechanisms in place to identify and reactto | [ ] | X] | See B3a.
changes that can have dramatic and pervasive effect
on the city?
c. Does the governing body adopt a budget for all funds L] | X | Refer to the RDA report, Finding 11.
in accordance with state statutory or other
requirements?
d. Is there a process in place to ensure that the L] | X | Refer to Ade.
accounting department and those charged with
governance are sufficiently aware of significant
related party transactions to ensure they are
appropriately accounted for and disclosed?
Control Activities
Cl. Management Reviews
a. Are administrative and operation policies for each of L1 | X | The city lacks complete written policies and procedures for its transaction cycles and
the entity’s activities in writing and do they set clear operations.
procedures for compliance?
c. Are controls performed to check for reasonableness, L] | X | As noted in Finding 3, numerous Journal Voucher (JV) transactions lack proper notation and
allowability, and validity of transactions? supporting documentation. Although these JVs contained evidence of proper review and
approval, it appears they were performed as a process instead of as a control. These JVs
should have contained sufficient information and supporting documentation prior to approval
for processing.
b. Are control activities regularly evaluated to ensure L[] | X | Asnoted in Finding 7, the city’s Administrative Policy and Procedures Manual is inadequate
they are still appropriate and working as intended? and outdated.
c¢. Does management compare different sets of data and L1 | X | Asnoted in Finding 4, the city is unable to reconcile its cash recorded on the general ledger to
investigate variances? cash per the bank statement.
d. Are duties properly segregated? [ ] | X | Asnoted in Finding 6, certain incompatible functions are not properly segregated.
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Yes

No

Comments

Information and Communication

D1.

Information

a. Are mechanisms in place to obtain relevant
information on program, legislative or regulatory
developments, budget, or economic changes?

b. Have long range information technology plans been
developed and linked with strategic initiatives?

The city implemented a new financial system in 2007; however, as noted in Finding 3, due to
staff turnover within the finance department, no one within the department currently has
complete knowledge on the flow of transactions as a whole. In addition, it appears the city
needs to improve access restriction to the system as noted in Finding 8.

c. Are process procedures sufficiently formal such that
management can determine whether the control
objective is met, documentation supporting the
procedures is in place, and personnel routinely know
the procedures that need to be performed?

We could not find a process in place. The city also lacks adequate internal controls
documentation.

d. Is data underlying financial statements captured
completely, accurately, and timely, in accordance with
the entity’s policies and procedures and in compliance
with laws and regulations?

The city’s financial reports are late, inaccurate, and incomplete.

D2.

Communications

a. Are communication vehicles sufficient in effecting
communications?

0
X

Refer to Ada.

b. Do employees know the objectives of their own
activity and how their duties contribute to achieving
objectives and others goals?

O
X

Employees appear to know the objectives of their own activities. However, it does not appear
that this knowledge extends to other staff members’ objectives and goals, and overall
objectives of the city.

c¢. Are communications channels in place for people to
report suspected activity and is appropriate feedback
provided?

Citizen complaint policy is included in the city’s Administrative Policy Manual.

d. Does adequate communication exist across the
organization? Is information complete, timely, and
sufficient?

There is lack of communication within the city.

e. Are feedback mechanism for external parties
(suggestions, input, complaints) directed to relevant
internal parties?

f. Does management make certain that the advice and
recommendations of oversight agencies and other
auditors are fully considered and take action to correct
any problems and weaknesses they identify?

The city has not addressed several of the external auditor’s repeated findings including
untimely cash reconciliation, adequate segregation of duties, and timely passage of city
budget.
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Yes | No Comments
Monitoring
El. Ongoing Monitoring
a. Are operating reports integrated or reconciled with L] | X | Our inquiry with city departments revealed that departmental operating reports are not
financial and budgetary reporting system data? reconciled with the financial data. In addition, there is low reliance on the data generated by
the accounting system due to its complexity, and untimely recording of transactions, as noted
in Finding 3.
b. Are operation personnel required to “sign off” on the L1 | X | The “sign-off”’ on the accuracy of records appears to be more of a process rather than a
accuracy of their unit’s records? control.
c. Are communications with outside parties and monthly | [] | X] | From our inquiry and observations, it appears that city staff members do not use inquiry and
statements of accounts payable used as a control questions of external parties as a monitoring technique.
monitoring technique?
d. Are periodic comparisons of amounts recorded by L1 | X | The city contracts with an outside party to maintain its physical assets listing. As noted by the
accounting system compared with physical assets? external auditor on its Schedule of Findings for FY ended June 30, 2010, the listing
maintained by the outside party did not agree to the city’s general ledger due to the delay with
the city providing asset additions to them.
e. Does a policy exist to adopt an Incompatible L] | X | The city’s current Administrative Policy Manual does not contain a policy regarding
Activities Statement of Conduct? incompatible activities.
E2. Separate Evaluation
a. Do employees with appropriate skills evaluate L[] | X | From our inquiry, there appeared to be no evaluation of internal controls by staff and
portions of the internal control? management.
b. Do city staff members gain sufficient understanding L[] | X | Procedure for monitoring of internal controls is not included in the City’s Administrative
of internal controls? Policy Manual and from our inguiry, has not been performed by city staff.
c. Are policy manuals, organization charts, and L] | X | City Administrative Policy Manual, Departmental policies, and organization charts were
operational instructions available for review? available for review. However, as noted in Finding 7, the City’s Administrative Policy
manual is inadequate and outdated.
E3. Reporting Deficiencies
a. Do means of obtaining reports of deficiencies from L1 | X | Internal report of deficiencies is not maintained, while report of deficiencies from external
both internal and external sources exist? auditors can be found on audit reports issued. The city, however, did not make available, the
Findings portion of the current audit report on the copy that was posted online.
b. Is there ongoing monitoring of internal controls? [ ] X | Refer to E2b.
c. Are the transactions or events identified investigated, [ ] X | While issues such as delayed cash reconciliation and other deficiencies are identified, these
causes determined, and problem corrected. problems are not corrected by the city staff in a timely manner.
d. Reports from external sources (e.g., external auditors, L1 | X | Audit findings from external auditors are not corrected in a timely manner.

regulators) are considered for their internal controls
implications, and timely corrective actions are
identified and taken.
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Draft Audit Report




December 9, 2011

Mr. Jeffrey V. Brownfield

Chief, Audit Division

California State Controller’s Office
P.O. Box 942850

Sacramento, CA 94250-5874

Dear Mr. Brownfield:

The City of Montebello (“City”) received the draft State Controller Review Report for its State and
Federal Expenditures dated November 2011, via e-mail on November 29, 2011 (“Draft Review Report”).
Per our discussion, the City’s response is due on Friday, December 9, 2011, and is transmitted herewith.

As noted in the City’s prior letter to you, the City respectfully requests the State Controller carefully
review and consider the City’s responses before issuing the final Review Report. The City has made
significant efforts to address the concerns raised by the SCO, and is in the process of updating its internal
processes and policies. You will note that for a majority of the findings, the City acknowledges and
accepts the SCO’s findings as stated, and will ensure that certain past practices will not be repeated.

As you are aware, the City is under new administration that the City Council specifically selected to guide
the City through its current financial difficulties. Since the new administration was installed in May
2011, the City has taken numerous steps to address the City’s financial difficulties. For instance, in
November 2011, the new administration oversaw and completed the sale of a $2.5 million Tax and
Revenue Anticipation Note (“TRAN”) to ensure the City’s continued financial solvency. The closing
coincided with the TRAN’s MIG2 rating from Moody’s Investors Service on October 21. Moody’s noted
2011 improvements to the City’s General Fund balance sheet, as well as the City’s favorable projections
for the General Fund closing cash balance for June 30, 2012. In addition, the administration recently
presented a clear plan, the “Management Summary Report,” which outlined further steps for the City’s
long-term economic stability. (Attached to the Response as Exhibit A.) Further, last week the City
received notice from Standard & Poor’s affirming the Montebello Redevelopment Agency’s “A-” rating,
and removing the Agency from Credit Watch.

The City’s responses to the findings in the Draft Review Report are attached. As we have discussed in
the past, the City and its Redevelopment Agency are fully committed to meeting all existing statutory and
regulatory requirements. The City appreciates the efforts of the State Controller’s office in helping the
City and Agency identify issues that need to be addressed, so that we can meet our common goals of
ensuring a successful financial future for the City and Agency.



Jeffrey V. Brownfield

California State Controller’s Office
December 9, 2011

Page 2

The City looks forward to the receipt of your final report reflecting the information provided in our
responses.

Sincerely yours,

Larry Kosmont
Interim City Administrator

Enclosures: City’s Response to Draft Review Report
Ex. A. Management Summary Report (dated December 9, 2011)

ces Keith Breskin, Interim Assistant City Administrator
Francesca Tucker-Schuyler, Director of Finance



CITY OF MONTEBELLO
RESPONSE TO DRAFT REVIEW REPORT, ADMINISTRATIVE AND INTERNAL
ACCOUNTING CONTROLS
(July 1, 2009 through June 30, 2010)

Finding 1: Problems with personnel transactions and expenditure approvals.

/1l
I
11

City actions may have increased the former City Administrator's pension above the level it

should have been and this may constitute pension-spiking

City response: A review of City files confirms that a prior City Council executed a separation
agreement on November 2, 2007, to terminate the employment of a former City Administrator and
that former City staff failed to properly process the termination. When current City executive staff
learned of this issue in 2011, City staff immediately began working with CalPERS to correct
deficiently-reported earnings to CalPERS from the period the prior City Administrator was
terminated to when he was rehired by the City on January 16, 2008. Subsequently a Notice of
Change was sent to the City to reverse payroll for the applicable period of time. City Payroll staff
have taken steps to make the corrected reversal, and have been in contact with CalPERS to
accommodate the reversal which has been delayed due to CalPERS’ current systems upgrade.

To ensure that this issue is avoided in the future, City executive staff will recommend a Personnel
Procedure to be adopted by the City Council, which will provide for a written communication
process as applicable to changes in the employment status with employees, including, but not
limited to, the City Administrator, so that those changes can be properly processed in a timely

manner.
Violation of Tax Reporting Requirements

City response: The City concurs with this finding, and remains fully committed to complying with
federal and state tax reporting requirements and utilizing the proper reporting forms. The City will
ensure that future bonuses as well as ongoing stipends are reported as required. The City will
contact the appropriate taxing agencies to correct any errors with previous reporting as deemed

necessary.
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ADMINISTRATIVE AND INTERNAL ACCOUNTING CONTROLS

December 9, 2011

Inappropriate Treatment of Severance Pay

City response: The City acknowledges that on July 18, 2006, the City and the former Director of
Community Development entered into a separation agreement to include severance and other
benefits.  Further, on January 4, 2008, CalPERS sent the City a letter indicating that the
compensation reported from July 2006 to June 2007 was final settlement pay and should not
have been reportable to CalPERS as compensation earnable. Although this issue was not
corrected at that time, current City executive staff promptly reversed the transaction on June 13,
2011 when it was first brought to their attention. As such, all applicable erroneously-reported

compensation has been corrected with CalPERS.

To avoid this issue in the future, City executive staff will work closely together to correct any
reporting errors with CalPERS in a timely manner. City executive staff will recommend a
Personnel Procedure to be adopted by the City Council, which will provide for a written
communication process as applicable to changes in the employment status with employees,
including, but not limited to, the City Administrator, so that those changes can be properly
processed in a timely manner. In the Interim City Administrator's recent Management Summary
Report, which was presented to the City Council on November 9, 2011, the Interim City
Administrator’'s recommendation was to improve internal operating systems.

Override of Petty Cash Controls

City response: The City concurs with this finding and will ensure that policies and procedures
related to petty cash controls are updated and enforced consistently.

Conflict of Interest and Lack of Competitive Bidding for Engineering Contract and Projects

City response: The City acknowledges this finding, and is currently in the process of re-evaluating
its current agreement for engineering services. In the Interim City Administrator's recent
Management Summary Report, which was presented to the City Council on November 9, 2011,
the Interim City Administrator's recommendation was to bid the contract after consulting an
external engineering expert to review the existing practices and make recommendations. A copy
of the updated Management Summary Report is attached as Exhibit A. In fact, the City recently
issued a Request for Proposals for such an expert to review the current engineering processes
and the agreement for engineering services. It is anticipated that the expert, once retained, will

complete its analysis by February 2012.



CITY OF MONTEBELLO RESPONSE TO DRAFT REVIEW REPORT,
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December 9, 2011

As noted by the SCO, this finding regarding the City's award of the engineering services contract
to Advanced Applied Engineering, Inc. ("AAE") was previously identified in the review report of
state and federal expenditures. In response to that report, the City provided a lengthy rebuttal to
the SCO's findings. The City expressly informed the SCO that to apply a later-adopted ordinance
fo the terms of an existing contract, potentially placed the City in unnecessary jeopardy. In
particular, the automatic extension provision of the contract was part of the contract that was
awarded in January 2005, two years prior to the adoption by the City Council of Ordinance No.
2304, which established Chapter 3.21 ("Contracts for Professional and Special Services") of the
Montebello Municipal Code ("MMC"). Chapter 3.21 does not expressly apply retroactively, and if
the City took the position that Chapter 3.21 applied to the automatic extension provision of the
contract (without any express intent in the ordinance itself), it is possible the City may be subject
to a claim that it breached the agreement, or that the law itself impaired the obligations of a

contract.

It appears to the City that the better solution is to follow the process City staff has already
initiated, which is to select an engineering expert to provide recommendations, and then
subsequently improve engineering and public works procedures by adopting a competitive bid
process as directed by a thorough analysis of an independent expert. Although the City
maintains its position that the MMC Chapter 3.21 does not apply to the terms of the engineering
services contract, the City acknowledges the fact that certain engineering projects that exceeded
$50,000 and that arose after the implementation of Chapter 3.21 should have been competitively
bid. The City is committed to receiving the best competitive prices for its capital improvement
projects, has taken affirmative steps in evaluating the current agreement with AAE, and will be
making recommendations to overall engineering processes as well as going out to bid for its

engineering services before the end of the current fiscal year.

In summary, the City acknowledges and concurs with the majority of Finding 1, has taken
affirmative steps to addressing the various issues raised therein, and will ensure that its

policies and procedures are both updated and enforced.
Finding 2: Cash impairment in the City’s investment pool.

City response: The City has responded, previously, to the matter of cash impairment in response
to prior SCO reports. The matter of the use of restricted funds was corrected by the City in
February of 2011. The City can document that there was no cash impairment since the City’s

3
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December 9, 2011

investment portfolio indicates that it exceeded the cash balances which are deemed restricted.
Additionally, as of March 2011, the monthly investment reports submitted to the Council and the
City's Investment Committee includes a balance that separates the general fund balance of the

pooled cash from that of the restricted funds.

The City's accounting system records deposits and disbursements by fund. Therefore the cash
balances for each specific fund is available. Please see response to Finding 3 for additional

comments.
There was no cash impairment; therefore, the SCO should eliminate this finding.

Finding 3: Questions about the accuracy, reliability and timeliness of the data in the City’s

accounting system.

City response: The general ledger balances produced by Government e-Management Solutions,
Inc. (GEMS), the City's accounting system, can be relied upon, if the information posted is
correct. It has recently been determined that the information posted into the accounting system
in July 2008 and July 2009, by the former finance director and former accountant was incorrect.
Ending balances of June 30, 2008 were duplicated via journal entry for all balance sheet
accounts, for all funds, in July 2008, which overstated assets, liabilities and fund balances.
Ending balances of June 30, 2009 were duplicated, again, via journal entry for all balance sheet
accounts, for all funds, further corrupting the integrity of the financial data in the City’s general
ledger. Ad hoc reporting systems were used to generate the trial balance report to compensate

for the incorrect balances of the general ledger.

Upon discovery of the duplicated entries, corrective actions were taken to reverse the
duplications and to provide the current auditors with a correct general ledger that can be relied

upon to conduct the annual audit.
e Implementation of a New Accounting System

City response: Although the City concurs that there has been recent staff turnover in the Finance
Department, such turnover is not the reason for the improper use and implementation of the new
accounting software. The new software was implemented in July of 2007 and staff turnover did
not occur until Fiscal Year 2010-11.  Once the software was implemented, the former finance

director and the former accountant had the responsibility to ensure that there was proper

4
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documentation to support the balances as represented in the general ledger. It has become
apparent that the system was not set up properly from the onset and errors were made in

transactions, as noted above.

Moreover, based on the various prior SCO’s audits, as well the Management Systems Report
from Kosmont Companies (the City’s independent consulting firm that has provided Interim City
management and financial turnaround services), the City acknowledges its need to implement a
better accounting structure. Specifically, an improved Accounting System was listed as the first
“Wish-List” item in the Interim City Administrator's updated Management Summary Report
(attached as Exhibit A). The City agrees that a specific accounting module must be identified,

and that personnel must be trained on using the module.
¢ [nadequate Documentation of Overall Accounting Procedures and Processes

City response: Documentation of the overall procedures and processes of the accounting system
does exist. The City acknowledges that a climate existed whereby staff's understanding in the
overall procedures and processes was limited. The City will examine and evaluate

methodologies to increase understanding and participation.
o Delays in Closing of Financial Records

City response: The City acknowledges that it did not close its FY 2009-10 financial records within
six months after year end. The audit for FY 2009-10 was delayed due to various issues including
incorrect and insufficient documentation provided by the former finance director and former
accountant to the auditors. Once the audit was completed, in June 2011, the current finance

director closed the books.
e Delayed Adoption of a Budget

City response: The City concurs with this factor. To correct this deficiency, the first order of
business of current Interim City Administrator Larry Kosmont was to obtain formal adoption of the
FY 2010-11 budget by the City Council, which took place in June 2011, six weeks after Kosmont
Companies initiated its assignment as Interim City Administrator.

/1
/1
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Insufficient Information Supporting Journal Vouchers

City response: The City concurs with this observation. The former accountant, historically, did not
provide sufficient documentation and detail to the various journal entries prepared. It appears
that in prior years, the former Finance Director did not require or enforce sufficient documentation
as he signed off on many of these journal entries. The entries prepared by the former finance
director did not have adequate documentation as well. This further delayed of the FY 2009-10

audit and the closing of the books.

In sum, the City concurs with a majority of the “factors” in Finding 3, and has taken
corrective actions to address many of the issues raised therein. However, the City
disputes that the documentation of the overall procedures and processes of the

accounting system is inadequate.

Finding 4: Significant problems with the City’s cash reconciliation process.

Differences Between Bank Statement and General Ledger Amounts

City response: The City concurs with this finding. The former accountant who was charged with
the duty of bank reconciliation was consistently behind in the reconciliation, as noted in previous
management letters to the City. The former accountant and former finance director did not have a

handle on the outstanding check list and cash balances.
Timeliness

City response: The City concurs with this finding, as noted above.
Unreconciled Outstanding Checks

City response: The City concurs with this finding, as noted above. Additionally, once the matter
of approximate $24,000,000 of incorrect outstanding checks issued was identified, the current
finance director worked with staff and Bank of the West to correct the additional two zeroes
attached to the end of the checks, which prevented cancellation of the checks from being
reflected on the records. The Bank of the West outstanding check list matter has been rectified

and the outstanding check numbers are now properly sequenced.
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e Untimely Recording of Corrections to Payroll Checks

City response: The City concurs with the finding and will implement processes to ensure that

payroll transactions are recorded in a timely manner.
e Missing Deposit Slips for the City Transit Department

City response: The City is in the process of implementing a cash receipts module that will be
used by all collection points. City staff has requested City Council approval of the acquisition of
a new cash receipts module at the next regularly scheduled City Council meeting. Obtaining a
new cash receipts module will enable the City to report timely and accurate cash collections.
Additional procedures will be implemented to ensure that deposit slips are received by the

Finance Department in a timely manner.
o Time delay between bank deposits and when revenue is recorded in the General Ledger

City response: The City is in the process of implementing a cash receipts module that will be
used by all collection points. Doing so, it will enable the City to report timely and accurate cash
collections. Additional procedures will be implemented to ensure that deposit slips are received

by the Finance Department in a timely manner.

In sum, the City concurs with Finding 4 overall, and has been taking aggressive action to
address the SCO’s concerns, including a proposed $80,000 investment in a new cash

receipts module.

Finding 5: Bank Accounts established for the RDA were not included in that agency’s

financial records.

City response: The City has previously responded to this matter and has taken corrective
measures by recording these accounts on the general ledger of the RDA. This issue was fully
resolved in a public report made to the City Council in May 2011. These amounts are reflected in
the audited financial statements of RDA for FY 2009-10.

Based on the City’s resolution of this matter, the SCO should eliminate this finding.
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Finding 6: Lack of segregation of duties.

City response: The City concurs with this finding which is reflective of past practices. In response
to prior SCO audits and the new executive team’s conclusions, the City has upgraded the
educational requirements for these positions, requiring all candidates hold, at a minimum, an
accounting degree. The City continues to assess its current processes and implement policies
and procedures to segregate incompatible functions. There are three key positions that are
currently vacant and being recruited for in the Finance Department. Interviews for the accountant
position were completed in early December and selection of a candidate is forthcoming. Once
these positions are filled comprehensive segregation of duties will occur

The City concurs with this finding, and will ensure the segregation of incompatible

functions.
Finding 7: Inadequate and outdated Administrative Policy Manual.

City response: The City staff concurs and had previously identified the need to update the
Administrative Policy Manual in a presentation to the City Council and the community at the
November 9, 2011 regular City Council meeting of a Management Summary Report by the

Interim City Administrator and the Interim Assistant City Administrator.

The City is committed to updating its Administrative Policy Manual and ensuring that the Manual
be regularly reviewed and modified to be consistent with laws, processes, procedures and the

structure of the organization.

The City concurs with this finding, and has made updating its Administrative Policy

Manual a priority goal, as stated in the Management Summary Report.
Finding 8: Unrestricted access to Human Resources and Payroll Systems.

City response: The City concurs with this finding and will establish and implement policies to
restrict access as appropriate and ensure internal controls.  The City will receive technical
support from GEMS, its accounting system provider, and City executive staff will then make a
determination as to which employees should have access to the Human Resources and Payroll
Systems. Accordingly, the City is in the process of applying GEMS controls and programs to
create enhanced security on both the Human Resources and Payroll systems.

8
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The City concurs with this finding, and as a part of the City’s ongoing execution of
recommendations from the Management Systems Report and the various SCO audits, it
will continue to ensure that the Human Resources and Payrolls Systems are secure.
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