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Anthony Silva, Mayor
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425 N. El Dorado Street
Stockton, CA 95202

DearMayor Silva:

Enclosed is the report of the 6tayeofoBtookte
(City) administrative and internal actchbeunting
adequacytgfost tcen€Crols to safeguard public ass

funds.

Our review found significant weaknessesth the Cityd saccounting and administrative
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.

Asa part of the review, we assessed various a
and elements based on guidance by the General Accoiticg. Of the 79 control elements

evaluated pertaining to internal control components, we feiéhdr 60.86 of thosecontrols

were notconsidered to be adequate. The results of our review and evaluation of the elements of
internal control are included in this report as ApperdiOur assessments of the elements were

based on the conditions that existed dyrour review period of fiscal (FY) 20101. To the

extent feasible, we made inquiries to assess whether the control deficiencies have been addressed
since the conclusion of FY 204

The problem with internal controls resulted in a number of decistatsnegatively affected

the Ci t y 6 s Gituaticm rag deactibed in thendings and many have still not been
addressed. The City should develop a comprehensive remedial plan to address these
deficiencies. The plan should identify the tasks to be pedd, and milestones and time
frames for completion. We recommend that the City Council require periodic updates at public
meetings of the progress in implementing the remedial plan.



Anthony Silva, Mayor -2- August 5, 2013

If you have any questions, please congtetven Mar, Chief, Local Governmental Audits Bureau
by telephone at (916) 322226, or by email at smar@sco.ca.gov.

Sincerely,

Original signed by

JEFFREY V. BROWNFIELDCPA
Chief, Division of Audits

JVB/nh
cc: Bob Deis, City Manager
City of Stockton
Vanessa BurkeCFO, Administrative Services
City of Stockton
Laurie Montes, Deputy City Manager
City of Stockton
Kurt Wilson, Deputy City Manager
City of Stockton
Elena Adair, Assistant Director Administrative Services
City of Stockton
Paul Caepa, ViceMayor
City of Stockton
Elbert H. Holman, Jy.Council Member
City of Stockton
Kathy Miller, Council Member
City of Stockton
Moses Zapien, Council Member
City of Stockton
Dyane Burgos, Council Member
City of Stockton
Michael Tubbs, CouncMember
City of Stockton
Steven Mar, Bureau Chief
Division of AuddQGffiete, St ate Controll er
Mike Spalj, Audit Manager
Di vi si on of Au ddUffise, State Controlleréd
Chris Lek, Audit manager
Di vi si on of Au ddUffise, State Controlleréd
DannyPascua, Auditem-Charge
Di vi si on of Au ddUffise, State Controlleréd
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City of Stockton Administrative and Internal Accounting Controls

Review Report

Introduction The State Cont r orévieveedtibesCitylof Sti cccek t (0DAB)
(City) system of administrative and internal accounting controls for the
period of Julyl, 2010, through Jun&0, 201l. When necessary, we
expanded our testing to includrirrent andprior year transactions to
follow up on issues identified through interviewf city officials and
through our review of the work of the independent auditors and other
audit reports.

On April 2, 202, the SCO notified CityManager Bob Deishat the City

and theStocktonRedevelopment AgendRDA) have not complied with
state law regarding the submittal of annual reports and independent
audits, as follows:

T City of Stocktor® The Annual Report of Financial Transactions of
Cities forFiscal Year2010-11, required by Government Code section
53891 was not filed The due date was on or before October 18, 2011.

T City of Stockto® The Annual Street Report for Fiscal Year 2410
was not fled. The due date was on or bef@etober 12011.

9 StocktonRedevelopment AgendyThe Annual Report of Financial
Transactions ofRedevelopment Agencies fdtiscal Year 2010-11,
required by Health and Safety Code section 33080@ak not filed.
The due date of this report wAgscember 31, 2011.

While the City and the RDA submitted the above three repogdimely
manner for fiscal year (FY) 200910, several discrepancies raise
guestios regarding their reliabilitySpecifically, the City reprted a net
deficit betweerrevenueand expenditures of approximately $37 million
and the RDA reported a net positiequity position of $90 millionYet,
the Independenfudit Reports for the City and RDA for the same year
disclosed deficit equity balaneé the following funds:

1 The RDA Capital Projects Fund has a deficit fund balance of $6.2
million as of June 30, 2010.

1 The General Liability Insurance Fund has deficit net assets of $3.5
million.

T The Workero6s Compensationssetacfur ance
$32.5 million.

1 The Employee Health Insurance Fund has deficit net assets of $6.0
million.

9 The Retiree Health Insurance Fund has deficit net assets of $75.9
million.

9 The Other Benefits and Insurance Fund have deficit net assets of $3.5
million.
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Moreover, the Independent AudReportfor Fiscal Year 20089 did not

disclose any fund deficits. The emergence of such deficits in such a short

time raised concerns about the reliability and accuracy of the information

in theFY 200910 reports, particalr | y gi ven the City Co
enter a mediation process allowed under Assembly Bill 506 to address

severe financial issues that threaten the City with bankruptcy. The City
Manager has stated that the Cityobs f
fiscal mismanagement in recent yeaRrior SCO audits of other cities

and RDAs have linked mismanagement to significant reporting errors by

those agencies.

After considering the above informatiahe SCO concluded that there is

reason to believe thahe¢Ci t yos abil ity to provide
financial information related to the required financial reports is
guestionable. Therefore, undeGovernment Code sectidi464(a), the

SCO condua&d an investigation to gather the information needed to
validate the information provided for those reportsHgr2009-10.

In addition, the SCO reviesd programs withstate general or special
funding and/or any fedal funding passed through theaf to theCity or

the RDA by astate agency. These additioretivities were conducted
under Government Code sectiof2468 which authorizes the State
Cont r ol lregularly auditfthe apportionment and allocation by
counties of property tax revenue.0 and Gowerdnent Code
section1241Q which author z e s t he Co. supeririendIthe r to f
fiscal concerns of thet&e. The Controller shall audit all claims against
the State, and may audit the disbursement of any state money, for
correctness, legality, and for sufficientopisions of law for paymnt . 0
Our review focused on FY 2008 transactionshowever,it was later
changed to FY 201Q1. (Seethe Objectives, Scope, and Methodology
section of this repoit We also reviewedther period transactions as
necessary.

In a letter to the City, datedpril 26, 2012, the SCO announced that it
will conduct the following audits/reviews:

1 Accounting and Administrative Camis (July 1, 2009, through
June30, 2010)

1 Special Gas Tax Street Improvement Fund (July 1, 2@@4ugh
June30, 2010)

i State and Fedal Funds (passed through by a State agency) (July 1,
2009 through June 30, 2010)

1 Mandated Cosfor Crime Statistics Report for the Department of
Justice Program (July 1, 20Ghrough June 30, 2011)

1 Asset Transfers of the Redevelopment/Successor Agdacyidry 1,
2011, through January 31, 2012)
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This report presents the results of findings and conclasigached in

our review of the Ci t yad@ainting anddministrative controls system.
In our test of internal control transactignsve included selected
transactions relating tetatefederal expenditure3.herefore, we did not
isaue a separate review report of state aukfal funds.

Separate reportsill be issued for our audit of the Special Gas Tax Street
Improvement Fundand reviews of the RDA® s asset transf
Successor Agencyhe report for our audit of tHegislatively nandated

Crime Statistics Repatfor the Department of Justice Program is
temporarily suspended pending resolution by the Commission of State
Mandats on a statewide issue identified during the auditThe
Commission, which prescribes parameters and guideforeactivities

subject to reimbursement by the State, has tentatively scheduled to review

this issue during itSeptember 272013 hearing.

Background The City ofStocktonis located inSan Joaquil©ounty, California.

With a population of 291,707 at the 2010 census, Stockton ranks as the
statés 13" largest city in terms of populatiorit is the Stée's 17" largest

city in terms of land mass at 64.8fuare milesFounded in 1849 and
incorporated in 1850, the City of Stockton is one of the oldest
incorporated cities in Californidn 1922, voters approved a City Charter
(municipal constitution) with a City @inciFManager form of
government, which is still being used today.

In July 2012, Stockton became the largest city ever to file for protection
under Chapter 9 of the US Bankruptyde.

Objectives, Scope, The scope obur reviewwas changed frorgY 200910 to FY 201011
and Methodolo dl_Je tosev_erall unforeseeconditions and g:l_rcumstanceaqsedby the
gy City. The timeline for eme of the key conditions are described below:

T During our entrance conference with
May 3, 2012, the City requested that vp®stpone the reviews of
accounting anddministrativecontrok and state and federal funtiée
granted t he cpiroteged with auditg afthesGas Taxn d
Fund and Mandated Costs aadeview of asset transfers frothe
RDA to theSuccessor Agency

1 On July 31, 2012, the City requested add@ extension to compile
and submit information and documentation needed to proceed with
review of asset transfe of the RDA/Successor Agenciythe City
cited insufficient staffresources to produce the needed information
and documentation becauisehad to devote significardtaff time to
AB 506 mediation process and bankruptcy proceeding.

T On August 7, 2012, the SCO dr anted
addition, the SCnotified the City that it héh suspended the reviews
of the accounting and administrative controls and the state and federal
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expendituresThe SCO indicated that itauld reassess the situation
after the City complett and submied its FY 201011
Comprehesive Annual Financial RepofCAFR) and Single Audit
Report.

On October 17, 2012, the SCO notified the City that theda®0
extension had expired anthat we would proceed with the
RDA/SuccessoAgency asset transfers reviefihe City indicated that
its staff wasvery busy andvould schedule a meeting to discuss how
to proced with the reviewAfter repeated promptinghe City finally
met with the SC@n Novembel7, 2012 almosttwo months after the
extension had expired

On Decembeb, 2012, the Cityreleased & FY 201011 CAFR for
review. However, the Single Audit Report was not providedthe
SCOuntil more than three month later on March 31, 2013.

On December 202012, the City requestethatthe SCO postpone its
reviews of accounting anédministraive controls andstate and
federal fundsin addition tociting inadequate staff resources, the City
disclosed thatn December 2012 issued a request for proposals to
provide internal audit services to the Citjhe City requested that we
postpone our reviews until the completion of the internal audit by the
external auditors, whicatthetime has yeto be selected.

On January 17, 2013, the SCO met with City officials and notified
them that itwould continte with the reviews of accounting and
internal controls and state and federal fuedfective immediately
Because ofhe significant time that lapsed between the announcement
of the reviews in April 2012 and the decision to proceed wiih
reviews in January2013, thereview period was changeid FY 2010

11.

The objective of thisreview was to evaluate the City dbtocktord s
system ofadministrative anéhternal accounting controls to ensure:

1
1
1
1

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:

1
1

Evaluated th&€i t foinal written internal policies and procedures.

Conducted interviews wittCity employees and observed the €y 6 s
business operationdor the purpose of evaluating it¢-wide
administrative anthternalaccountingcontrols.

Reviewed and assessed thelitreports issued by the Office of City
Auditor, whichconducted internal audits behalf othe City.

-4-
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T Reviewed the San JoaRgpoitaf FYQ00dldat yb6s G
and FY 201611 on issues relevant to the City.

1 Reviewed and analyzed he A Memor andum of I nter
Required C o mdated Navembdr d'f) 281 ssued by
Maze & Associates, which was the City external auditor for its FY
201011 financial statementd.o the extent deemed appropriate, we
performed additional procedures to quantify the cause and the effect
of some of the finithgs identified by the external auditors.

1 Reviewedand analyzed the Cily €AFR and its Single Audit Report
for FY 201011.

1 ReviewedheCityd documentation and supporting financial records.

I On a limited basis, performed tesf transactions to ensuretatence
with prescribed policies and procedures and to validate and test the
effectiveness of controls.

1 Assessad various aspects of th€i t yds i nternal contr
and elementbased omyuidanceby the General Accounting Office

1 Reviewedselected tnsactions relating to various grants (state and
federal) for FY 20141

Conclusion Our review foundsignificant weaknesses witlhe Cityd siccounting
and administrativecontrols system.We found that the potential for
waste, fraud, and abuse of public resourcesxisemelyhigh due to
numerous deficienciesln addition, the City did not comply with
reporting requirements relating to Government Code section 12464.
The above deficiencieand noncompliance with Government Code
section 12464 araoted in the Findings and Recommendations section
of our report.

As a part of the review, we assessed various aspects dfithey 6 s
internal control components arelementsbased on guidance by the
General Accounting Office, Internal Control Management and
Evaluation toal Of the ® control elements evaluated pertaining to
internal control components, we fouA8 or 60.8%in which controls

were not considered to be adequate. The results of our review and
evaluation ofthe elements of internal control are included in thisorep

as Appendixd. Our assessments of the elements were based on the
conditions that existed durirgur review period of FY 201011. To the
extent feasible, we made inquiries to assess whether the control
deficiencies have been addressed since the conclusion of FY12010

The problem with internal controls resulted in a number of decisions
that negatively affected thgityé s ntial sitadion as described in the
findings and many have still not been addressed. The shtyuld
develop a comprehensive remedial plaratlress these deficiencies.
The plan shoulddentify the tasks to be performezhdmilestone and
time frames for completion.We recommend that th€ity Council
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Views of
Responsible
Officials

Restricted Use

require periodic updagseat public meetingsof the progress in
implementing the remedial plan

We issued a draft review report on June 24, 2¥hHhessa Burke, Chief

Financial Qficer respondedo the findingsn a letter dated July 12, 2013

The City agrees with Findings 1 and 3, partially agrees with Findings 2,

6, and 7, and disagreasth Findings 4, 5, and 8. TheiCt y 6 s r es pons
are included in this final review report as an attachment.

This report is solely for the information and use of the City of Stockton,
and the SCO; it is not intended to be and should not be usadyoye
other than these parties. This restriction is not intended to limit
distribution of this report, which is a matter of public record.

Original signed ly

JEFFREY V. BROWNFIELD CPA

Chief, Division of Audits

August 52013
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Findings and Recommendations

Noncompliance withGovernment Code Section 12464

With respect to Government Code section 12464, our review determined
that

1 The Financial Transaction Report for FY 206@0 reportedin error
over $4 millionin revenues as other state granthis resultedin
overstating state grants. These typesewénus should be eported as
fliother local sources

9 Failure to submit required repsrin a timely mannerresuled in
withholding of state funds and assessment of fifeeFinding 3)

The above issues should be taken into consideration when preparing
future Financial Transaction RepertAlso, the City shouldensure that
internal control findings and recommendations noted in this report are
reviewed and evaluated for impact on futuneoréing.

Resul ts of Anal ysi s of Cityos A (
Control System

We found significant weaknesses in most aspects of the City of
Stocktod s admini strative and i.Astpartr nal ac
of the review, weselectedr9 internal control elementsased primarily

on guidance by the General Accounting Office, Internal Control
Management and Evaluation todVe then assessdleci t y6s i nt ern

control policies and proceduresgainst thesenternal control elements
and found 48 or 60.8% ofthose controls were notonsidered to be
adequate(See Appendixl for the results of our evaliah of internal
control element}

In the overarching componentsnder control environment for integrity
and ethical value, commitment to competeraa]it committee and city
council,andmanagemenphilosophyand operating style, we fourmhly

4 of 23 control elements to be adequatinder such a weak control
environmat, the potential fowaste fraud, and abuse is extremely high.
The findings described belovall resuled, at least in parfrom these
deficiencies.

The external auditor hired by theit§ to prepare FY 20101 CAFR
released its Memorandum on Internal ContfaledNovember 17, 2012.
The findings in the report (Appendix 2) are similar to the ones identified
through our review.
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Finding 10

TheCi ty Audi
Office was inefficient
and ineffective

t

While there are specific recommendations to address teeifisp

findings describe below, we recommend that theityC develop a
comprehensive remedial plan to addréss deficiencies notedby the

Contr ol | drrAppendixleand tikewidespread accounting and

reporting deficiencies noted in texternalaudi t or 8s report i |
2. The plan should identify the tasks to be performed, and milestones and

time frames for completion. In addition, we recommend that the City

Council require periodic updates at public meetings of the progress in
implementing he remedial plan.

The City Au d i tGdficedocpuld be an extremely valuable tool if
appropriately staffed and properly managed. Internal audits could

provide management with independent and objective assessments of the
Cityéds policies, systems, and proce:c
deficiences and areas or issues in which @&y is particularly

vulnerable or at risk. However, our review and analysis of the activities

of the City Auditord Lffice found that most of the planned audit

activities were not carried out and few audit reports wssred.

Moreover, we found few, if any, of the reports that were released address

issues of substance.

The City Auditords Office, when ful |l
200708, had a total of seven audiaoincluding the City AuditorThe

City Audit or 6s Of fice was disltCanyésd ffinspa
plight, shortl y atfementron $eptembef v,2012. Audi t
In March 2013, theCity retained an outside auditing/consulting firm to

conduct a comprehensive risk assessment aathadaudit of theCi t y 6 s
operations.According to theCi t y6s Chi ef Fi Ggnci al (
management has yet to reach a decision regarding whether it will
reconvene the internal auditing department.

Review of Internal Audit Results

Our review oft he i nternal audi t activities
found that it was not efficient or effees. Specifically, based on review

and analysis of the City Auditorods ¢
completed during the fowrear period of FY 20608 through FY 2010

11, we identified the followingssues

 Few of the audits identified in the annualidit plans have been
completed During the fouryear period of FY 200D8 through FY
20101 1 , the City Auditorés annual au
Anéaudits and 28 #Alimited scopeodo au
of the City Auditor Gghtoitbe3s i idee Wugge
audits (24%) and seven so2l%)thade 28 i
published reports.In reviewing t h e audi t commi tt ee:d
minutes, we found no question or discussiegardingthe significant
discrepancy between the number of audits idedtifie the annual
audit plans and the number of reports issued.
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Comparison of Total Audits in Annual Audit Plan and Total Audit
Reports Issued FY 20018 through FY 201a1:*

Fiscal Year New Audits Limited Scope Audits
Planned® | Issued Planned Issued
FY 200708 7 2 12 2
FY 200809 11 2 7 1
FY 200910 10 3 4 2
FY 201011 9 1 5 2
Total 37 8 28 7

1 Compiled by the SCO based on informatiand data in the City of
website

Stocktonods
audit

2The

pl ans

al so

included a
represents carryover audits from the prior year. These audits were
excluded from planned audits in this table to avoid duplication.

1 Few of the audits identified in the audit plamvolve issues of

substance Based on the serious challenges coningrthe City and

the myriad internal control problems identified in tresiewand by

the external auditors in their NovembEr, 2012 report, there were
numerous opportunities whereeth Ci t vy
added value by proactively fodng on areas of material risk or with
significant fiscal impact and identifyg issues for consideration by
management. Yet, based on the description of audits, we found very
few of the panned audits met these criteria.

Audi

tor 6s

For example, in the transmittal to the audit commitéehe City
Council for the FY 200809 annual audit plan, the City Auditor
identified three main aredscost savings, revenue enhancement, and

internal contrad as they ear 6 s
greatest

possib

year is considerably diffenet  f
disclosed in the table below, onlivé of the 18 planned audits for
FY 200809 gpear to be directly related with the three key areas

identified in the Ciy

Audi

cat e

Of fi

audi t prioritie
|l e assistance to t
rom any i Wetraecent

t or 6s

t They ringlude:t t a |

Accounts Receivable Collection, Burglar Alarm Program Revenue,
Citywide Internal Conwls, Disbursement Testingand Gasoline
Consumpibn. Moreover, of these five planned audits in FY 2038

only one audit has been igsuT h e

audi

t

was a Al i

on Disbursement Tdag and the report was issued in September

2010.

mi

S
h
n
I

t
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FY 200809 Audits Planned and Audits Completed:

New Audits Audit Report Issued
Accounts Receivable Collection | No
Burglar Alarm Program Revenue | No
Citywide Internal Controls No
Class Registration System No

Construction & Recycling Permits

Yes (April 2009)

Mutual Aid7 Fire Cost Recovery | No
Neighborhood Services No
Park Safety No
Police Property Room No
Risk Services No

SubRecipient Monitoring of
Federal Funds

Yes (Ocbber 2003

Limited Scope Audits

Audit Report Issued

Contract Management Assignmer

No

Disbursement Testing

Yes (Sepgmber 201p

Empl oyee Dri ver|No
Mystery Shopper No
Ask Stockton Program No
Gasoline Consumption No
COBRA Compliance No

T Management was slow to take action when the City Auditottifiksh

issues of significancen its final report for FY 20090, the San
Joaquin County Grand Jury identified an increasing trend of internal
audit findings remaining unresolved’he Grand Jury report noted
that, prior to 2005, 89% of audit findings were closed. However, the
percentag of audit findings that were closed declined to 68% in 2005
and 21% in 2008. Thus, even when the City Auditor identified
problems, the issues were not addressed timely mannerwhich
further erodd the effectiveness fothe internal audit function.

Examples include:

o The City Auditor issued a report in November 2008 that identified
control weaknesses over accounting and collection of library fines
and fees. One of the issues identified was poor accountability over
approximately $3.4 million in uncolbted fines that were billed
between 1984 and 2007 imore than $1.3 milliorof which was
more than four years old. The isstg@mairs unresolvedand the
external a u ddila oterpad corfrdal auditO rert
identified it as
recorded in the general ledger for the Library Fund.

ase sucharnoant waa hot we a k n

o The City Auditor issued a report in 2006 with findings of internal
control weakness over Purchase Cards, which resulted in non
compliance with estdished proceduresA purchase aa is a
credit card that an employesay use to make purchases involving

-10-
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relatively small dollar items. In its response to the report, the City
indicated that it will conduct meetings with holders and approvers

to review processes and procedures and ttahing will be

provided to new users and signets. February 2012, the City

Auditor issued another report that identified staff using Purchase
Cards t o circumvent t he Cityos p
splitting purchasdransactios to circumvent therpscribed limit.

One of the problems is the Purchase Card approverdeaing

provided with adequate training on Purch#&3ard policies and
proceduresThe City Auditor staff discussed the audit findings

with the Cityds Admi nistaftimAptiii ve Sert
2011 and a target datef August 15, 2011 was established for

corrective action on the training issueThe issue rema

unresolved.

While the issues noted above suggest significant shortcomings in the
operations and activities of thetCy Audi t or 6s Of fice th
inadequate oversight and poor management, they do not negate the
potential benefits of an effective internal auditing department. Given its

size and the significant issues and challenges that it faces, a well
managed nt er nal audit depart ment coul d
operations.

Recommendation

The City should reestablisha City Au d i tCOfficedtsthe conclusion of
the current audit engagement by thésale auditing/consulting firmn
addition, he Cityshould follow guidelines published by the Institute of
Internal Auditors for establishing an internal audit organization.

The audit committee of the City Council should adopt formal governance
processes and procedures to provide appropriate oversighteafial
audit functions and activities and respond in a timely manner to
recommendations.

City of StockRaspnise Management

Management agrees with this finding though it is not new information.
It was the City Manager that asked the City Audit@ffice to conduct

a more robust and improved risk assessment process. It was identified
by new management as one of the City's 37 Strategic Initiatives.

Similar findings were issued by the City's external financial auditors,
Maze & Associates, in Novemb@012 and then by the San Joaquin
County Grand Jury in May 2013 after new management brought this to
their attention. With the departure of the City Auditor and Assistant
City Auditor in September 2012, the City was presented with an
opportunity to consideother options for staffing the internal audit
function. The City Attorney has providemh opinion that under the
Ci ®& gharter the City Auditor function can be performed by a
contractor appointed by the City Council. The contractor would report
directly to the City Council through the Council Audit Committee.
After researching the different options, the City Manager recommended

-11-
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the City Council on October 9, 2012, approve a request for proposal to
recruit an outside audit firm to conduct an Internal @unand Risk
Assessment audit. The results of that audit will be used to determine a
work plan to address the high risk areas needing further scrutiny or they
might conduct further assessments. The selected audit firm was
appointed as the Interim City Audr through the duration of the risk
assessment and internal control audit.

On March 5, 2013, the City Council approved a contract with Moss
Adams, LLP, who possesses extensive experience providing local
government internal audit services and audit sesvicThe contract
provides the City with the option to either continue the contract after
the first six month period or to terminate the contract upon completion
of the risk assessment and internal control audit. Following completion
of this initial 6 month project, staff will work with the Audit
Committee and City Council in preparing an analysis of performance
under this arrangement and recommend future direction of the internal
audit function. The City has not eliminated the Office of the Auditor as
the ecommendation by the SCO appears to indicate.

Moss Adams, LLP first met with the Council Audit Committee on
April 9, 2013 and again on June 11, 2013 and July 8, 2013. They
emphasized the importance of regular interactions. Protocols will
include monthly reetings with the Council Audit Committee, quarterly
meetings with the City Council, and status reports will be provided at
each of these meeting which conform to practices recommended by the
Institute of Internal Auditors.

SCG €omment

The Cityagreeswith thefinding.

However the City also indicates that it will delay a decision on the SCO
recommendation in order to review the findings of the Internal Control

and Risk Assessment review being performed by Moss Adams, LLP as

well as the results from Gr and Jury and the exter
report on internal contrals

The SCO continues to believe that a welinagedCi t y A OffiGet or & s
would add great valuetothei @ y6s efforts to i mprov
operations. However, we also agrihat the City is attempting to make

the best decision on this matter.

The finding remains as stated

-12-
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Finding 20

Inadequate
accountability and
oversight over fiscal
management functions
at the operating
departments because
of decentralization

The City hasa decentralized system whereby the operating departments
assume responsibility for many of the fiscal management functions
related to the department. Without adequate oversight and internal
control, this practice could lead to poor accountigtéind pssible abuse
of public funds.Many of the findings identified ilmthersections of this
report were caused by poor oversight over the decentralized system.

T The Citybdbs contract process is dece
Each departmerdassigns a person to perform contnatated duties,
but there is no centralized listing showing the name of the contractor,
contract amount, key contract terms and conditions, and the
circumstances under which the contract was awarded. Without a
centralizd contract listing, it is very difficult for the City Council, the
City Manager 6s Office, and the fis
monitor the departmentsdé )contractin

T The Cityobés grant managenmeEnBachsysten
operating department is responsible for identifying potential grant
opportunities and subntilg grant applicatios. t is not always
possible to obtain accurate and reliable fiscal data on a timely basis to
produce the required financial repofts grant management purposes
(see Finding}). In addition, opportunities may have been lost from the
departments failre to pursue all available grants and seek recoupment
of full costs such as indirect costsee Finding)

1 A significant portion of thgpayment process is also delegated to the
operating departments through the Author@atfor Payment (AFP)
processAFP is a process that was est al
departments to expedite payments for certain types of claims deemed
to be routir. During ourreview period of FY 2016l 1 , the City
operating departmentsurchasedapproximately $0 million through
the AFP proces®ast experiences indicated that there were abuses or
circumvention of payment control through the use of AFP process (see
Finding6).

T The procurement and management of t
decentralized. According to a recent internal afididing entitled
iDecentralized decision making cr ea
the Cityds Fleet Di vision has no ¢
management practices of the operating divisions. Thus, while the City
has a policy to maintain the viest number of passenger vehicles
feasible, there is no centralized a
nor to monitoring of vehicle purchases and assignments to ensure that
they are necessary and appropriate. The use of puiied vehicles
is a pradte that is susceptible to abuse.
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Recommendation

The City should centralezfiscal management functionsh& City should
alsoimplement additional measures, such as centralized contract listing,
to more closely monitor the fiscal practices of the ojfiegatepartments.

City of StockRaspnise Management

Management partially agrees with this finding though these findings are
not new information to the City. Management does disagree with the
SCO recommendation to centralize all fiscal managementidunscfor

a large local government like the City of Stockton. In contrast,
decentralization can provide improved efficiencies and accountability
when the financial measures are monitored and performance tracked for
operations. The removal of the managemanthe fiscal function as
recommended serves to take away substantial information needed at
that division level to understand the business needs and operations of
the City. What is required is improvement to the financial systems and
monitoring tools thatenable the process rather than a transfer to a
centralized process. Plans are already underway and tools are in
development in various areas as follows:

Contract Process:

The City follows the current City's Administrative Directive on
Management of Contracts No. CONTRACTS 25.2, which assigns
responsibility for administration and monitoring of the contracts to
individual departments. Nevertheless, management is aware of
improvements needed for the citywide contract management function
and has taken initial steps in securing a contract to reengineer the
purchasing and supply chain management functions. The
Administrative Services Department (ASD) is in the process of
identifying a resource/vendor that will, among other things, evaluate
the City's contract management process, procurement process,
purchasing policies/procedures, staffing skills and levels; identify
deficiencies and rewrite outdated purchasing policies. After the
evaluation is complete, staff will evaluate the options of purchasing
contract management software to improve monitoring and provide
greater accountability and visibility. This software purchase was
previously identified by management in the Citywide Tetbgy
Strategic Plan adopted by Council in June 2012.

The City's current Administrative Directive No. CONTRACTS 25.1.b
offers a choice of four methods of procurement: purchase order,
confirming purchase order, blanket purchase order and authorization
for payment. Authorization for payment (AFP) can be used to expedite
payment of claims for goods and services provided they fall within one
of twenty one (21) allowable categories. Those categories are:
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1. Dues 11. Payments from assessment or trust fund

2. Newspapers and publications| 12. Escrow deposits or payments

3. Utilities 13. Loans and grant payments and related
disbursements

4. Contingency fees and 14. Authorized outside legal costs and

commissions settlements

5. Transportation and freight 15. Payments to City Departments

6. Insurance and bond 16. Payments required by Federal, State or

requirements local law

7. Property taxes, annual 17. Awards

8. Group insurance, employee | 18. Postage and mail delivesgrvices

9. Payroll related disbursements| 19. Maintenance costs of City owned
property

10. Petty cash reimbursements | 20. Lease payments
21.Construction and professional services
agreements and other authorized agreement

The Administrative Directiveloes not have requirement fdaiens to

b e Ar avhen using authorization for payment option. In addition,
there is no specific dollar threshold that is applied to the authorizations
for payment. The purpose of this policy is to expedite and improve
efficiencies when processing payments that may already be under
contract, which may or may not include City Council approval
depending on the dollar purchase threshold, or are routine, high
volume, low dollar purchases. The SCO's characterization that the AF
process is used to circumvent the purchasing thresholds is not the intent
of the policy, however management had already identified the misuse
in prior years. For example, the temporary agency contracting problem
was identified by the City Manager himsel part of his review of all
contracts and City Council agenda items. This issue brought to light the
AFP misuse. This is not new news. Where the SCO identified the $70.0
million in payments to law firms, investment firms, and developers,
these payments @et one of the twentgne categories above and are in
compliance with the City's policy.

The City did document misuse of the AFP process. Now, Accounts
Payable reviews each disbursement request for completeness of
information: approval signatures, cect account number, acceptable
fAut hori zati on {ABR) cafegosymandt whether
disbursement amount falls within Council limit. All AFPs with
missing/inappropriate information are returned to the departments for
correction. However, neonompliance suounding inappropriate
category use is submitted to Purchasing for second round internal
control and compliance determination. During the period from July
through September 2011, 667 AFPs were identified to be non
compliant. After these process improvemewsre implemented the
number of norcompliant AFPs was reduced from 667 to just six when
compared to the same period the following year (July through
September 2012). Currently all noaompliant AFPs are returned to the
departments for correction to thepappriate method of procurement
before payment is made.
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Ci & @rént Management System:

The City currently has a hybrid model with certain functions
centralized while others are decentralized. Sinceaaly as 2009, the

Ci ty MsaQffcglms designated a Program Manager to serve as
the central point of contact for Federal, State, andapgigrants. This
function includes providing departments with technical assistance and
advice in preparing and submitting grant applications. The function
also includes reviewing departmental Notice of Intent Memorandums
seeking approval of the City Marag to ensure that potential grant
applications meet the goals and objectives set- forth by the City
Council. The Program Manager also provides assistance to staff in the
reporting of grant performance measurements. The City has been very
successful in copeting forgr ant s . We do not see th
opportwunitieso

Gi ven t & el3% Oreductiod of noemafety personnel, the
establishment of a more centralized grants administration process would
require additional funding. This will be evaluated aftee emergence

from bankruptcy at a time when additional resources may become
available to the City to provd e mor e assi sstgmmce i n
management function.

With respect to financial reporting issues, we agree with this finding
though this is not new information and was reported by our auditors in
the Single Audit and the Memorandum of Internal Controls. To prevent
this problem from occurring in the future tiaty issued in December
2012 an amended Grant Administration Guideline in Police Fiscal
Affairs which includes a reconciliation of the draw down claims to the
general ledger and a second level of review of those claims. Additional
training on reconciliains is being given and reviews are being
performed prior to submission of the reports. In Public Works, a review
process has been established to ensure accuracy of reimbursement
requests.

Fleet Management:

Improvements to the managent and utilizationb t h & fle€ihavey 6
been a recognized priority for the City in the past two years amd we
identi fied & owndnternabAuditordrie Seftémtbegr 8012.
That report ¢ ® aeritralizeth #edt manageme6tihadyndt
performed at an ophum level in past years and oversight historically
has not been strong.

The St at esa@fmdingmadcluerad el y charsacteri z
internal audit of the Fleet as stating that the Fleet Division has (present

tense) no authority or input ew the fleet management practices of the

opeat i ng divi si osirgernalAldit diddring tbdhtth€i t y 6
qguestion of level of authority in the past, it is very clear from the
Management Responsetoat audit t hasOffichleas Ci ty M
the complete expectation that the Fleet Division has the responsibility

and authority tsdleetndavisian geeording te indDistry y 6

and professional standards. The implementation of the management
responses to this internal audit has taken ntamb steps to increasing

the accountability of operating departments for their vehicles and fleet

assets.
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In addition, the City Manager felt the City Auditor did not go far
enough. So we took it upon ourselves to contract for an independent
fleet managment and utilization assessment prior to the SCO audits.
Management Partners, Inc. over the past six months, has conducted an
exhaustive study of our fleet function and developed a series of
recommendations and implementation plan that will dramatically
increase efficiencies and centralized accountability in fleet operations.
The implementation plan will create a fleet operation that is current with
best practices in the industry. The implementation plan also calls for the
reduction of 39 vehicles in thdeét to optimize utilization. All other
vehicles and vehicle assignments have been thoroughly reviewed for
appropriateness. The estimated cost savings for this project, that the City
selfinitiated, total nearly half a million dollars annually. The report
outlining this assessment and recommendations was published on July 2,
2013 as advance material for the July 9, 2013 City Council meeting.

SCO6s Comment

The City partially agrees witthe finding.

The Gty believes that the SCO recommendatiorcéntralize the fiscal
management functions (contracts, grant management, fleet management)

is not necessarylnstead they believe that proposed changes to the
procedures and oversight will be sufficient todexbs the problems
identified.ltisnotpossik t o det er mine whether t
address these problems and we recommend that the City eviduate
effectiveness at some time in the future.

The Gty also contends that the $70 million in contract payments made
using the Authorization foPayment (AFP) process were in compliance
with its policy as well agonsistent with thallowable uses for AFP.he

SCO agrees with the City but contends that the policy had the potential
for abuse as demonstrated under this Finding and Kjr@lifhe crieria

under the current AFP process appear to be very broad and easy to meet
and we cotinue to believe thatgiven thenature and dollar amount of
some of these payments, it is prudent to subject them to greater scrutiny
from an internal control standpoint

With respect to theldet managementhe City indicates that it will use

the results and recommendations of an audit of the fleet management
program by Management Partners to establish new controls. While we
support t he Cityods otethat fteettmanagermeat wo u
issues were first identified in a September 2012 report issued by the City
Auditors Office The recommended management action plan was for the
Department of Public Works to propose an amendment to the
Administrative Directive MAN16, Assignment of City Vehicles, to
explicitly detail the roles of the Fleet Division and other city departments
in equipment management including the purchase of new equipment, the
replacement of existing equipment, and the optimization of the use of
exiding equipment. The target date for this amendn@oposal was
March 31, 2013As of the end of our fieldwork there was no amendment
proposal to the Administrative Directive MAN5, Assignment of City
Vehicles.
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Finding 30

Inability to produce
financial statements and
financial transaction
reports on a timely basis

We al so support tlireemang iothey $ogrcexifsf or t s
efforts to address the problems identified.

The finding remains as stated.

The Gty has notproducel required financial statements and financial
transaction reports in a timely manmesulting in delayed fiormation
neededto assessthe €y 6s fi nanci al condition.
produce these reports resulted or will result in unnecessgéniolding

of state funds and assessments of penaliesmples are as follows:

1 The City is to file its Annual Street Report (ASR) to the SCO on or
before October 1 of each year in order to continue to receive its
portion of Highway User Tax Allocation (HUTA) funds.On
January 24, 2013, the SCO formally notified the City that its ASR
was more than three morgHate despite the fact that it repeatedly
attempted to work with the City?o:
SCO also notified tb City that continued failure to submit the
required report will result in suspgi on of the Cityoés
Starting February 2013, the SCO started to withhold HUTA funds
due t o t he Caroducedtise required beparfs of May t
31, 2013, the SCO has withheld approxitely $2.3 million in
HUTA fundspursuant to Streets and Highways Code section.2155

1 Pursuant to Government Code section 5388t City has been
assessedrfesamounting tdb15,000 for not submitting the FY @10
11 RDA repot, andtheFY 201011 and FY 201112 City Financial
Transaction Repast

In its report of internal controldatedNovember17,2 0 1 2, the Ci
external auditors identified eight
nine findings of Asignificant def i

issuegsee Appendi®).

The following table lists past due reports ad/afy 31, 2013.

Number of
Months
Report Name Due Date Past Due
FY 201112 Annual StreeReport October 1, 2012 8 months
FY 201112 Comprehensive Annual
Financial Report December 312012 5 months
FY 201112 Single Audit Report March 31, 2013 2 months
FY 201112 CityFinancial Transaction
Report October 18, 2012 7 months
FY 201011 City Financial Transaction
Report October 18, 2011 19 months
FY 201011 RDA Audited Financial
Statements December 31, 2011 | 17 months
FY 201011 RDA Financial Transaction
Report DecembeBl, 2011 | 17 months
FY 201011 Housing Community
Development Report December 31, 2011 | 17 months

*While RDAs have been dissolved, the reports are still due.
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The lack of timely Single Audit Reports is troubling because these

reports provide critical information that can be used by the City Council

and City management to identify upcoming issues and take timely action
to address them.

Recommendation

The Gty should assign a higher priority and make plans to direct
more resources to addresgdit and financiateporting deficiencies.

City of StockRaspplse Management

Management agrees with this finding though it is not new information

and actions aralready in place to address these late reports. As was
previously reported to City Council, additional responsibilities and
staffing shortages in Administrative Services, the AB 506 process, the
chapter 9 bankruptcy filing and discovery requests, a lgngtiurt

battle on eligibility, RDA wind down, and the five State Controller's
Audits all collectively created competing priorities. As our external
auditor stated intheirwrt t en r epor t thadefagnestmb e r

20

remainsunderintenset r ai n and prtethesaudersands.o r e s p C

However, these multiple demands were met by staff. This was done in
spite of our requests to the SCO to delay their audits due to these
enormous burdens. Instead of honoring our request to delay the, audits
the SCO chose to audit the City and add additional and costly burden at
an inopportune time.

Factors that have affected our timely financial reporting were accuracy
of prior year data, staffing turnover, employee performance issues,
archaic civil servie rules, increased workload due to the information
requests and responses to the bankruptcy demands, five SCO audits
initiated at the same time, and an antiquated computer system that is
costly to replace. Disclosure of financial information in the State
mandated reports is typically released prior to the audited financials,
but caution is necessary as they can be relied upon by the financial
market and bondholders. Rather than disclose inaccurate financial data
in the State mandated reports at such acatitime in the City's history

that could be misused or misunderstood, the priority was to get the
City's fiscal house in order and prepare accurate and reliable audited
financials. This came at a cost of timeliness.

The CFO and Assistant Director of Admistrative Services have begun
the recovery process and are developing plans for the future that
includes evaluating staffing needs, technological capabilities, and
accountability for timely financial reporting. We have established a
schedule to bring th€ity's audited CAFR for the Fiscal Years 2612

and 201213 back on time by no later than the end of calendar year
2013. We have added a new Accounting Supervisor position in the
2013/14 Adopted Budget to assist with the backlog of work. We have
hired a mw audit firm to assist with the filing of the delinquent State
mandated reports from FY 2040 and FY 201412. This change will
aide in filing the Annual Street Report for FY 2012 as early as this
month.
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The proposed schedule for the audits is asvialo

FY 2012 | FY 2013 )
) . Audit Tasks
Audit Audit
Junel3 Jun13 Award of Contract
Junel3 Junel3 Interim Audit Procedures
Aug-13 Sepl3 YearEnd Audit Procedures
Aug-13 Oct-13 Issue Draft Audit Reports
Final Audit Reports, Financial Statementdanagement
Sepl3 Dec13 Letter, and Single Audit Reports Delivered
SCO6s Comment s

The City agreewvith thefinding and has taken steps to produce the eight
delinquent financial and audit reports identified and to produce these

report

that the delays in preparing the financial and audit repoats due to
demands of the ST auditors. As noted, the tifiee disclosed in the

on ti

me

going

forward.

Ho we

Objectives, Scopeand Methodology Section of this report clearly shows
that the SCO made every attempt to minimize its impact including
suspendinghe audits for several morgh

The City alsaindicated that it preferred to get the Gityiscal housein
order before working on theseerdue reportsWe have no objection to

this, but it should be noted that many of the eight reports were delinquent

at the time the SCO commernkis fieldwork in May 2012 and that at
the time this final report was issued| of themi nearly fifteenmonths
lateri remain outstanding.

The finding remains as stated.
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Finding 40 The General Fund is the main operating fund forGlg and its cash is
Cash impairment in the ~ maintained in an investment pool with cash from other funds, including
Cityods i nve: GasTaxand state and federal funds. During our review, we noted that

the City operating costs of the Generalrfelwerepaid for by funds from
theCi t y 6 s i n v weithdutmegard for the@source of funds.

The actualGeneral Fund cash balances were negatureng FY 2010

11 The General Fund continued to have negative cash balances for the
first six months inFY 201%112. When the General Fund cash balances
are negative, cash from the Gas Tax and state and federabfwhdsher
restricted local fundwith positivecash balances is being used to pay for
General Fundelated expenditures. Thus, any of these Gasand state

and federal fundsnd other restricted local fundkat 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 these funds.

It is clear that Genat Fund expenditures were chargedfiuads with

positive cash balances, suchthe Gas Tax and state and federal funds
within the investment poolHowever, we could not determine the
specific impact to the Gas Tax and state and federal funds or any other
funds because the citybdés investment
the balances on each fund or document specific loans to the General
Fund fom these other funds.

Recommendation

The City should develop and implement policies and procedures to
ensure that it does not impahie cash ofother state, federal or local
restrictedfunds. Additionally, the finance department should determine
eachf undés balance in the investment
from that pool are only used to address costs that can be paid from each
fund. Also, to the extent that it is allowable borrowcash from one fund

to pay for expenditures that should beadpfrom another, such loans
should be documented and ensure that the loan is repaid as soon as
required, with interest if required.

City of StockRaspoise Management

Managementdisagreeswith the Finding The SCO in their analysis
failed to include funds that are unrestricted thatre includedin the
General Fund for the Comprehensive Annual Financial Report
(CAFR) but segregatedin the accounting system for tracking
purposes. These funds consist of the Library, Recreation,
Entertainment Venuesand other auxiliary fee and general funded
operations. When including these funds the general fund cash
positionis reported as follows:

-21-



City of Stockton

Administrative and Internal Accounting Controls

Table A

Fiscal Year

FY 200809 FY 200910 FY 201011
Month GeneralFund GeneralFund General Fund
July 15,932,712 (12,755,358) 8,414,340
August 9,499,858 17,756,413 4,295,118
September 1,451,377 19,734,058 (1,039,616)
October 3,380,078 13,040,522 (7,960,241)
November 2,320,036 7,178,133 (11,600,274)
December 7,211,211 15,702,056 (5,967,707)
January 9,450,199 17,654,537 (7,840,504)
February 22,928,602 25,219,403 1,229,409
March 19,722,838 29,224,060 (613,797)
April 23,889,817 30,280,001 153,760
May 23,640,387 28,699,751 (2,319,246)
June 11,496,667 11,406,061 12,977,884

In addition, in FY 20092010, the SCO failed to considerthat the
City had access and utilized a $32,180,000,2009 CSCDA Tax
RevenueAnticipation Note (TRAN) to fund cash flow deficienciesin
the table below, the monthsin which the correctedgeneralfund cash
deficits aro®, therewas sufficient cashin the TRAN, the borrowing
funds establishegber accountingpolicy (e.g. selfinsuranceunds) that
wassufficientto cover any shortfallin the generdiund. In addition, in
most monthsthe GasTax Fund had a cashdeficit and wouldn't have
beena fund to borrow from but was borrowingin reversefrom the
General Fundto cover cost incurred prior to receipt of the
apportionmentfrom the Stateof California. The GasTax Fundcash
positionas a percentagef the total restrictedcashpositionis lessthan
1% on averageand would not be impaired andis a fund of last
resort not a fund of first resort.

Based on the review of the Article XIX of the Cdifornia
Constitution, Streetsand Highway Code Sections21062128.1and
Sections 21505157, and Guidelines Relating to Gas Tax
Expenditures for Cities and Counties issued by the State
Controlleg's Office in May 2004, none of the publications discuss
impairment of cashin the pooled cashsystem. In addition,thereis
no guidance about whether deficit cash balances in funds
participatingin the pooledcasharrangementreatefimpairmend.

The City& policy is to useCity's Workers Compensatioand General
Liability Internal Service Funds as the lending fundsto other City
funds with negative cash position at the end of each fiscalyear as
reported inNote 3 to the Ci & €AFR. The same policg applied
during any given fiscal year. Themonthly cashbalance reportor
all City fundscoveringfiscal years200809, 200910 and 201011
that wereprovidedfor your review,show that there were sufficient
cash balances irthe Workers6 Compensationand GenerallLiability
Internal Service Fundsvery month in which GeneralFund cash
balancewent negative, except for November2011 Howeve, in that
samemonth both the Gas Tax Fundand Traffic CongestionRelief
Fund cash balances werenegative, making it impossiblefor the
GeneralFundto borrow moneyfrom them.
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In reviewing the month end cash balances of the gas tax/federal
funds as comparedto therestricted fundsin total and applying the
established City policy, the SCO has leapt to an incorrect
conclusio. Our analysis shows thathe gas tax funds, as a
percentage tothe total of all other restrictedfunds, during the
period of the audit are insignificant to be a borrowing fund andin
fact are a borrowing fund themselve. SeeTableB below.

The City carefully monitors its available unrestrictedfund balances
to assurethat thereis no draw on the restricted funds cashthat the

City is not able to repay by the end of the fiscal year. The City

actually sought bankruptcy protection becage of its general fund

insolvencyand to avoid any chancethat the generalfund would not

be balarced and beginmplicitly borrowing from restrictedfunds.

Table B
Traffic Congestion All
GeneralFund GasTax Fund Relief Fund Restrictedrund %of All Restricted Fund:
Totals Totals Totals Totals GasTax TCRF

Juk08 15,932,712 199,500 27,443 280,237,562 0.07% 0.01%
Aug-08 9,499,858 197,704 (507) 251,844,293 0.08% 0.00%
Sep08 1,451,377 1,414,918 (43,460) 250,241,603 0.57% -0.02%
Oct-08 3,380,078 592,754 641,495 239,820,082 0.25% 0.27%
Nov-08 2,320,036 585,628 460,568 224,187,668 0.26% 0.21%
Dec08 7,211,211 1,381,983 174,928 240,067,960 0.58% 0.07%
Janr09 9,450,199 536,417 205,974 242,785,314 0.22% 0.09%
Feb09 22,928,602 536,982 66,248 230,707,210 0.23% 0.03%
Mar-09 19,722,838 537,253 (532,248) 217,117,725 0.25% -0.25%
Apr-09 23,889,817 224,495 (158,979) 226,183,694 0.10% -0.07%
May-09 23,640,387 225,103 (160,194) 239,539,563 0.09% -0.07%
Jun09 11,496,667 2,182,944 (160,857) 256,420,068 0.85% -0.06%
Juk09 (12,755,358) (127,952) 422,373 244,953,050 -0.05% 0.17%
Aug-09 17,756,413 (562,012) 422,373 220,645,661 -0.26% 0.19%
Sep09 19,734,058 (707,045) 423,991 228,142,310 -0.31% 0.19%
Oct09 13,040,522 (635,138) (368,440) 230,964,027 -0.28% -0.160%
Nov-09 7,178,133 112,710 (1,627,909) 221,399,297 0.05% -0.74%
Dec09 15,702,056 (258,122) (2,429,013) 225,051,732 -0.12% -1.08%
Janrl10 17,654,537 (562,775) (2,738,858) 227,766,330 -0.25% -1.20%
Feb10 25,219,403 (867,609) (2,746,250) 215,177,205 -0.40% -1.28%
Mar-10 29,224,060 (982,387) (1,652,004) 205,273,229 -0.48% -0.81%
Apr-10 30,280,001 924,360 (947,762) 228,873,441 0.40% -0.41%
May-10 28,699,751 713,098 (949,883) 218,088,904 0.33% -0.44%
Jun10 11,406,061 1,041,534 (201,770) 231,186,393 0.45% -0.09%
Juk10 8,414,340 625,728 529,822 242,967,128 0.26% 0.22%
Aug-10 4,295,118 (19,249) 377,776 198,796,802 -0.01% 0.19%
Sepl0 (1,039,616) (414,064) 380,195 195,745,663 -0.21% 0.19%
Oct10 (7,960,241) (619,399) (60,550) 217,309,059 -0.29% -0.03%
Nov-10 (11,600,274) (80,843) (139,179) 205,636,212 -0.04% -0.07%
Dec10 (5,967,707) (271,438) (140,598) 209,296,338 -0.13% -0.07%
Janll (7,840,504) (13,753) (141,552) 220,681,557 -0.01% -0.06%
Feb11 1,229,409 271,661 (141,698) 214,154,905 0.13% -0.07%
Mar-11 (613,797) 487,110 (141,917) 191,293,614 0.26% -0.07%
Apr-11 153,760 131,613 (142,157) 204,055,521 0.06% -0.07%
May-11 (2,319,246) 908,890 (142,483) 202,010,258 0.45% -0.07%
Junll 12,977,884 766,167 T 222,920,565 0.34% 0.00%
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SCO6s Comment

The Citydisagreesvith thefinding.

The Cityos Gener al Fund caldh po.
Comprehensive Annual Financial Report (CAFRhcluded other
unrestricted funds such as Library, Recreation, Entertainment Venues,
and other auxiliary fee and general funded operations. Even with the
inclusion of those funds, there are still negative cash balances for a
number of months, therefore pairing other funds with positive
balances.

The Gty claims to have access to and can utilize a 2009 CSCDA Tax
Revenue Anticipation Note (TRAN) to fund cash flow deficiencieg,

this was not utilized. TheiCt y al so c¢cl aims to have
Workers Compensation and General Liability Internal Service Funds as
lending funds (Note 3CAFR). This is incorrect. Note 3 does not define

a policy and the funds noted above were not used.

Finally, theCity claims to be monitoring the availablmrestriced fund
balances; however, theit¢€ did not provide any documentation to
support this claim.

The finding remains as stated.
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Finding 50

Inadequate City
Council oversight over
contracting

The SCO identified areas in which the City Coureitl leadership staff
have failed tgroperly manage contract awards

Competitive bidding requirements are not always followetity

Municipal Code section 3.68.070 authorizes contracts at or above the
City Charter limit of $30,224 (FY 20101) to be awaled without
competitive bidding AdAin cases wher
findings which support and justify exceptions the competitive bid

pr oc &esamwpled of criteria where an exemption may be justifiable
include emergencies, sole source vendors, and negotiated contracts
following solicitation of competitive proposals.

TheCi tyds contract process is decen
and there is10 centralized listingf contracts awarded by the Citsee

Finding 2). Therefore, we have no means of identifying how many no

bid contracts the city has awarded.

I n reviewing the City Council és mee
of 17 instances in which staff presented proposals to exempt the
contracts from competitive bids. For the 17 proposals, we found one
instance where the contract was approved on atfewwo vote, after
guestions and aliberation during the meetin@he remaning 16 staff
proposals were unanimously adopted on consent withgutliscussion

or deliberationFurther analysis of the 16 adopted staff proposals found
that four were exempted under the criteria that they were negotiated
following solicitation of comptitive proposals. Thus, these four
contracts did undergo a competitive procesforeethey were fully
executed. The other twelve were approved based on staff
recommendations without discussion and deliberation.

For instance, @ June 29, 2010, the City Gacil approved on consent a
six-year, $1million contract with an outside vendor to maintain and
update the <citybdés outdatethes&iinGar d
justifications for exemptiomwere as follows

1 The vendor was the only softvea provider in the United States
capable of supporting the SunGard system and facilitating the
migration to a new system that employs current technology.

9 There is an urgent need to replace the current system, as it has
exceeded its designed useful life.

1 The cost for new software, data migration, and ongoing maintenance
and support is the same as being paid for the support of the current
system.

1 The City does not have the funds to consider and pursue alternative
replacement strategies.
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Our review of thestaff justificationsfound nosupport for theconclusion

that the vendomwas the only software provider in the United States
capable of delivéng the servies called for in the contracdt is also

possible that the contract scope was narrowly constrisgethat the

vendor was the only one eligiblalso the fact that this was a sjpear

contract should have raised questions alvdhther there was a valid
emergencythat necessitated a sole sourdé e Cityos i nfo
technology staff told the SCO atmlis that the system has not yeen
updatedAll work to date has been devoted to maintaining the antiquated
system that was reportedlte in urgent need of updating. response to

the external audi t o desciéibed imAppeendiRa | cCor
the City cited its antiquated system as one factorhhatprevented the

City from complying with its financial statements atige reporting
requirements mentioned above.

Finally, it should be noted thitte @ t foidner Chief Financial Officer,
who was instrumentally involved in the contract effort and in the
development of the staff proposal for exemption from competitive
bidding, accepted a position with the contractor and started to work for
the contractor the day aftbe resigned from th@ity.

The City Council has delegated critical decisions about other contracts.

For exampleCity staff annually awarded fuel contracts withtlue City
Counci | 0 sTheaxpenditweda fuel contracts is approximately
$1.73million for FY 201011 and $1.78 million for FY 20112. This

practice apparently has been in existence for more 30amars, as the

City staff appaently relied on a City Counciksolution that was adopted

in 1979 which allows the City Manager to eitleater into contracts with

the Cityds two base suppliers or f
Council 6s approval. ApliP89othel Gitpa t e |l y
Council adopted a resolution delegating its responsibility to approve fuel
contracts egeedingthe City Charter limit (currently at $3224) to the

City staff. More than 30 years lajén a report released in May 2012,

the City Auditor quest i tmdetedgatsiche Ci t
responsibility to staff under the City CharteiThe City Auditor also

noted that the same supplier has been awarded the contract for the past
three years through separate contradiise contracts were awarded
through a request for quotation process under which quotations were
solicited from suppliersral contracts were awarded to thgglier with

the lowest quoteAlthough the practice appears to be sound, the process

is susceptible to manipulation. The fact that staff knew the contracts are

not subject to City Council oversight raises further comeeabout
adequacy of controlsThus, even though the contracts may have been
properly awarded, the fact that they were executed without the City
Council 6s scrutiny and approval ra
accountability and oversight over the @itg contract pr o
process.

Recommendation

Revise the current Rbid contract approval press to require approval
by the City @uncil in a norconsent agenda.

-26-



City of Stockton

Administrative and Internal Accounting Controls

Ci

ty of StockResppdse Management

Management disagrees with the finding.
Fuel Contract:

We disagree with this finding. The City has been following the current
policy for fuel purchases and approved delegation of authority. City
Council Resolution #36,851 dated December 17, 1979, which
authorized and directed the City Manager teentto agreements with
the fuel suppliers and authorize payments ay i@ necessary to

c ont i nwufeel sGoply. Btaff utilized competitive quotes from fuel
suppliers as the way to get best prices. Recognizing that following an
old policy may not be &est practice, in 2012 staff followed the City's
contracting guidelines by bidding the fuel contract out, which resulted
in the change of fuel vendor. This was originally brought to our
attention in an internal audit from September 2012. In this prottess,
contract was subjected to City Manager, Risk Manager, Chiené&igla

Oof ficer and s @viewyTheAftiet acomtrace ig ow rebid
annually.

Innoprise/HTE:

We do not agree with your finding. The SCO Audit findings states City

Staff placed on # consent agenda the request to forgo the competitive
bidding process for contracting with Innoprise to support the

SunGard/HTE financial systems. The audit concludes the justification
to forgo (waive, actually) the competitive bidding process for these
savices was not supported. The audit provides no facts or findings to
support that conclusion. We disagree with the conclusion.

The overall goal of the project was to migrate from the use of an
outdated HTE/SunGard system to the newer Innoprise systerss. Th
plan involved replacing the most needed systems first with full
replacement over the sipear term.

Based on the best information available to staff at the time, Innoprise
Inc., was the only vendor with the expertise necessary to migrate the
data from the HTE/SunGard software into a new system while
continuing to maintain the old and new software. This expertise was
uniquely available to Innoprise because the programming staff at
Innoprise were former employees of HTE/SunGard. Moreover, based
on the inbrmation in the staff report, the City Council made the
necessary findings to warrant waiving the competitive bidding process
in this circumstance. That is what the City Charter requires.

The SCO suggests that contracts where competitive bidding is waived
should be placed on the regular agenda rather than the consent agenda.
That would serve no purpose but to unnecessarily lengthen City
Council meetings or take away from other policy matters. The
justification to waive competitive bidding is either presenis not at

the time the decision to waive the requirement is presented to City
Council. If the City Council concludes the staff report is lacking in
evidentiary support to justify waiving the competitive bidding
requirements, it can make that determiovatregardless of where the
itemisontheagendd.hey r et ai n takomsentitegmbnd t o
specifically speak to it. If the City Council concludes the staff report is
lacking in evidentiary support subsequent to the bid process and upon
approvalof the contract, it can make that determination regardless of
where the item is on the agenda.
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Nevertheless, to insure the exceptions to the formal bid process are
granted in only the justifiable situations, all staff reports, including
those requestingnaexception to the competitive bidding requirement
are reviewed to ensure proper justification is provided.

SCO6s Comment

The City disagrees with the finding.

Regarding the fuel contract, the City contends that it was following
established policy Wdo not di sagree, however
recommendation was intended to point out the potential negative
consequences of dh policy. Also, as noted, theit¢ did not always
comply with established policy. For example, the annual fuel purchases
for fiscal years 2012011 and 2012012 of $1.73 million and $1.78
million, respectively were not approved by the CityoGncil. These fuel
contracts were bid andwarded at staff level without City d@incil
approval.The City of Stockton Municipal Code No. 3.68.040 requires
that contracts in excess of $30,224 (Fiscal Year Z) must be
approved by the city council. In any case the City apparently agrees with
the® concerns bewise in its current plans, thetyCis to rebid the fuel
contract annually

Regarding the SunGuard/HTE contract, the City merely indicates that at
the time of the contract, staff believed a waiving of the bid process was
justified. Howeverthe SCO report listed several concerns about this
justification which the City did not address. Given the many issues that
resulted from this contract, it appears that the waiver process was not
used properly in this case. The fact that the staff prapase the City
Council agreed to approve a project of this nature on consent and without
any question or deliberation demonstrates inadequate accountability and
oversight.

The finding remains as stated.
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Finding 60
Inadequate City
Council oversight ower
payments

The SCO identified that the City failed to properly renew contracts and
made payments on expired contra€Eis: examplethe City had contracts

with eight temporary help agencies that expired in October 2007. The
Human Resource Department &gilto take action to renew or issue new
contracts for such services, but departments continued to use the
agenciesbd services until 2010. I n
resolution retroactively approving more than $1 million in payments that
hadbeen made to these agencies after their contracts had expired. This
situation resulted in part because of the decentralization that is described
in Finding 2

The SCO identified that the city misusedAtsthorizationFor Payments
(AFP). Normally, the Cityés payments for goods and services is through

a purchase order processing system (requisition, purchase order,
invoices, payment approval, etc. hd Cityalso utilizes amtAFP process

t hat was established to enabl e
paymerts for certain types of claims deemed to be routine. Examples of
types of goods and services eligible for the AFP process include dues,
newspaper and magazine subscriptions, and utility bills.

We identified examples of AFP misuses as follows:

1 The paymentso temporary help agencies reemade through the use
of the AFP processWhen the City Council retroactively approved
payments in April 2011they were assured by staff that control
measures were installed to prevent recurrence of similar situations.
Actions taken to address this issue consisted of sampling 25 AFP
transactions each monthhis wasproven to be grossly insufficient
when theCity Council directed its Accounts Payable Unit to review
100% of the AFP payments. Accounts Payable identified A6
payments & be norcompliant in the threenonth period of July
through September 2011. The number of -nompliant AFP
payments declined to six one year later, in the thmeath period of
July through September 2012.

9 During 201011, the City processl more than 32,000 in
transctions representing more than7@G million in payments
through the AFP process. Further analysis indicates that 36 vendors
each received more than $100,000 in payments through the AFP
process during the fiscal year. The highastount paid was $2.2
million to a title company.Numerous payments in excess of
$500,000 were made to law firmayestment firms and developers.
While such payments may have been proper and légi, also
possible thatthe AFP processvas used to cicumvent the City
Charterrequirementhat contracts exceeding the prescribed limit of
$30,224must be approved by the City Council.
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Recommendation

SeeRecommendation undé&inding 2

Also, the City shouldevise the AFP process to ensure that paynterds
single vendor that exceed $30,224 for a single year are approved by the
city council.

City of StockRaspplise Management

Management partially agrees with this finding though this is not new
information. Contracts with a silggvendor over the €iy Masager 6
spending threshold of $30,224 do go before the Council. Staff reports

are provided and discussions are held in a public setting to answer all
guestions. We agree that the Authorization for Payment (AFP) and
contract monitoring process do nesttonger controls. Please see
response and plan in Finding 2.

Management has already corrected the issue with the temporary agency
contracts that had expired. On April 26, 2012, Council ratified the
expenditures and management presentembreective actio plan to
prevent future occurrences of lapsed contracts. Nevertheless,
management is aware of improvements needed for the citywide
contract management function. Administrative Services Department is
in the process of identifying a resource/vendor thak, wihong other
things, evaluate the City's contract management process, procurement
process, purchasing policies/procedures, staffing skills and levels;
identify deficiencies and rewrite outdated purchasing policies. After the
evaluation is complete, staffill evaluate the options of purchasing
contract management software to improve monitoring and provide
greater accountability and visibility.

SCO6s Comment

The Gty partially agres withthefinding. However, inits comments, the
City did not state any specific disagreement.

The finding remains as stated.
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Finding 70

L ost Opportunity to
Claim State/Federal
funds to offset General
Fund Expenditures

Under the current decentralized policy described in Findinlge2Gty

has thre departments that administsignificant number ofstate and
federal grants: the Economic Development Department (EDD), the
Department of Public Works @), and the Police Departmeror
EDD, the City recovered indirect costs because the grantor &genc
allow the City to recover indirect costs on a €id percentage of direct
costs.However, in the past, the DPW and the Police Department have
not included indirect cost estimates in any of theitestend federal grant
proposalswhich resulted in estimated loss of State/Federal funds of
approximately 8.6 million over a five year periadrhe estimate is based

on annual losses of $1.5 million for DPW and $225,000 for Police
Department (Refer to table on next pagehe grant cooridators for
these two departments provided explanations that do not appear to be
valid.

Department of Public Works (DPW)

The DPW grant coordinator explained that the department had not
included any indirect costs in any of its grant proposals, belietieg

could not do so without an indirect cost rate approved by the California
Department of Transportation (Caltrans). In actuality, the absence of an
approved indirect cost rate does not precludeCihefrom including an
estimated amount or an estinditete in its grant proposal§he DPW

staff also suggested that they did not develop an indirect cost rate
proposal because they did not receive any indirect cost reimbursement
guidelines or instructions from the Finance Department staff.

For the staterad federal grants administered by DPW, tigy must

have an indirect cost rate approved by the Caltrans in order to claim and
receive reimbursement for indirect costs. However, it does not preclude

the inclusion of an estimated indirect cost or ratghe Ci t y6s gr ar
proposals.n general, the indirect cost rate prodesare developed in

two phases.The first phase entails allocation of tlig t y 6 s cent
services (e.g., accounting, budget, procurement)the operating
departmentsThe second phasedindes adding the central costs to the
indirect costs of the operating department to arrive at an indirect cost

rate.

A survey of seven other cities shows that indirect cost rates fluctuate
significantlyd from 30% to 120% with a 75% average indirect cost
rate. The indirect costsf 3.42%associated with capital improvement
may be significantly understatebdecause itwas derived solely on
allocation of central services costs and thus did not include any DPW
department overheads.
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Grants/Awards

Based on the averageteaof 75% for direct labor costs and the rate of
3.42% for all capital impvement, we estimate that thdtyClost a
potential $1.5 million in indirect cost reimbursements during FY 2010
or $7.5 million over five yearsServices, supplies and other aret
eligible for indirect costs reimbursementinrecovered indirect cast
estimateshown in the tableelow.

Services
Supplies and
Other

Capital

Direct Labor  Improvements Total

Federal Highway Planning
and Construction Grants $
State Awards Capital

942,922 $ 12,166,54¢ $

4,339,457 $17,448,928

Improvement 336,831 4,092,864 4,444,709 8,874,404
Subtotal $ 1,279,75¢ $16,259,413 $ 8,784,166 $26,323,332
Anticipated indirect cost rate 75.00% 3.42% N/A

Unrecovered indirect costs  $ 959,81t $ 556,072 $ 1,515,887

Police Department

The Police Department staff suggesfetlowing two reasons for not
including indirect costs: in the

9 Staff believed thatmany of the federal and state grants do not

reimhburse indirect support expens&ghile that is true, we identified
the following grants that do allow reimbursemeninofirect costs

dep

9 Staff believed that indirect costs were not needed because the direct

costs often exceed the total amount of the grant. HoweoelY
201011, we identifiedhe followingfour federal grants in which the
direct costs werdess than the budgeted amowartd all of them
allow the City to claim indirect costsHad the Police Department
itemized indirect cost recoveries in its grant application, Ghg

could have recouped approximately $225,000 for administrative and

support expenses during FY 2010 or $1.1 million over a five year
period for these four grantsThe aboveestimats areshown in the
following table:

Amount Unspent
Grant Type Awarded Costs Award
Emergency Management Agency GRI $ 400,00C $375,508 $ 24,492
OTSAvoid the 10 Grant 243,000 140,608 102,392
OTS DUI EAP Grant 290,000 193,214 96,786
OTS Click it or Ticket 11,178 _ 10,165 1,013
Total $ 944,17¢ $719,495 $ 224.,68:
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The City has retained a consultant who completed the first phase of

allocating central services costs to the operating departments. The
allocation plan has been used by t@&y to allocate expendituse
between fundsand departmentsiowever, the @y did not complete the
second phase of the process by
costs to arrive at a rate for state and federal reimbursement purposes.

However, even if it had developed such & r@and the rate was approved
by Caltrans, theCity would still be precluded from reimbursement
because such costs were not included in the grant proposal or budget.

Recommendation

The City should central&fiscal management functions amdplement
additional measures, such as centralized contract listing, to more closely
monitor the fiscal practices of the operating departments.

We alsorecommend that th@ity:

9 Complete and implement the cost allocation plan

1 Develop a uniform policy on indireciosts and train and educate staff

gué

on the appropriate use of indirect cost plans to charge programs and
activities.

7 Implement review procedures to ensureGity departments recover

indirect costs to the fullest extent permissible under state and federal

grant agreements and requirements.

Ci

ty of StockResppise Management

Management partially agrees with this finding though it is not new
news and is related to grants awarded prior to June 2011. We agree
improvements need to be implemented in tihevelopment and
application of indirect costs. We disagree on the lost opportunities. This
finding was previously reported in the Memorandum on Internal
Control and staff responses for corrective action were provided. We
brought this compliance issue tcethttention of our audit firm at the
beginning of their audit and asked for additional guidance in this area.
We are aware of the OMB -87 requirements and the recovery of
indirect coss. The City is working withits Indirect Cost Plan
consul t ainternpal Auditory udget, Human Resources and
others in order to improve the activity based costing currently used by
the City. Information on the specific programs cited by the SCO are as
follows:

Public Works Department: We are not convinced that the I€ft $1.5
million on the table. It is not appropriate to equate City of Stockton to
some generic rate from a survey of other cities without ensuring that
those cities utilize similar cost allocation structures and activity
charges. Some cities spend lés® identifying direct costs and rely on

a higher indirect recovery. It is misleading to say that the City's indirect
cost reimbursement of 3.42% is significantly understated when City
staff directly charge their time to projects which is already takém i
account in the City's cost allocation plan.
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Police Department: At the time the SCO Audit staff was preforming
their audit, grant funds were still being utilized. To this end, the actual
unspent grants identified in the SCO Audit is $60,775 notsthted
$224,683. The primary reason that the City of Stockton was not able to
fully expend the $60,775 was a direct result of the City of Stockton's
Police Departra n t experienci nofseasonadpaice fiexodl
officers as a direct result of the Cityfscal crisis which lead to
reduction in salary and benefit levels thus, making it extremely difficult
to staff the activities supported by the grants. The four federal grants
awarded to the City were mostly used to fund overtime expenses
directly relatedto the delivery of the main objectives of the grant
requirements such as the DUI enforcements, seat belt enforcement,
gang prevention missions, etc

SCO6s Comment

The City partially agrees with the findinghe City notes that it is
currently working vith an outside consultant as well as internally to
improve its abilities to recover indirect costs.

However, the City objected to the methodology used to estimate the $1.5
million on uncollected indirect costs for Public Works graeigen

though it wasbased on similar activities and accounting practices of

other likekind local government agencies any case, it is clear that

some amount of state and federal funding was not claimed and that the
Cityods dgeadda naake up that shortfalso cantrary to the
Citydbs assertion, the SCO did not 0
indirect cost rate was understatekdistead, we found that capital
improvement related indirect costs were not recovered.

Without an effective indirect cost recovenode, such as an indirect cost
rate proposal (ICRP), these costs would remain unrecognized, as the City
does not appear to have a process or an accounting system in place that
will enable these indirect activities to be recorded and charged directly to
the specific cost objectives. If the City had a process to record such
indirect activities, these costs, if directly charged to the federal and state
programs would be deemed unallowable because indirect costs are
eligible for reimbursement provided aathart, such as the City, has
approwed indirect cost rate in placéurthermore, the i§ did not
include an itemized request for indirect cost recoveries for federal and
state awards, thus, even if an approVe®P was in place, theil@

would forego such reimbursements.

The estimate of unspent Police Department Grants in the draft report was
as of fiscal year ending June 30, 20add was compiled and computed
by the depart @afindidggss basedmpmh theyrevense. and
expenditure reports generated.by ¢ttt
We do not disagree with the City that the amount of the unspent grant is
lower but we have not verified the City estimates of $60,775. The fact
remains thatfor the four grants identifieth the finding, for total awards

of approximately a million dollars, the grant instructions p#edi
indirect cost recoveriesHowever, indirect cost recoveries were not
itemized during specific grant requestsesulting in reimbursable
amountsyerenot fully claimed.

The finding remains as stated.
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Finding 81

Lack of written
procedures forthe
handling of cash from
parking meters

The City contracts with a private vendor (a security firm) to collect the
cash from its parking meters. Approximatehp00,000 annually is
colleaded through the parking metergsrom an internal control
standpoint, the handling of cash poses a high risk as utsteptible to
theft and abuséhus, it is particularly important to devise and adhere to
stringent control procedures to prevent misappropriation of funds.

The City Manager Administrative Directive Cash handling Policy,
Section IlIT prescribes that cash receipt procedures shiogldde the
following:

Departments are responsible for ensuring that every employee,
volunteer, vendor or other person whose assigned duties involve
handling City cash or funds adheres
handling procedures and thaibhg they a
training and obtain certification within a reasonable time of being

assigned cash handling duties. Training and certification will be

provided bythe Human Resources Department.

Departments will monitor and review the activities performed by the
deprt ment 6s ¢ a srbcommianck wighipreacedures. e n s

Departments shall review and update their written cash receipt
procedures every two years or sooner if requested by the
Administrative Services Department. Updated procedures must be
submitted to the Finance Division of the Administrative Services
Department for pproval by the Finance Officer.

Despite the above policy requirements, the City has no written
procedures governing cash handling for parking meter receipts. In
response to our inquir City staff asserted that it has processes and
procedures in place to monitor the activities of the contractor, including
having the Cityés Central Par king
the contractorés staff t oCiotbysbesr vset a
acknowledged that the process is undocumented and, as of April 8, 2013,

the City was still in the process of documenting it. Thus, the City is in
violation of its own policy.

Recommendation

The City should immediately complete written pedares with respect

to cash handling of parking meter revenues. The procedures should
include oversight and monitoring mechanisms to ensure that the
prescribed procedures are followed.

-35-



City of Stockton Administrative and Internal Accounting Controls

City of StockResppdse Management

Management disagrees withighfinding. The City had written
procedures for Parking Meter Collections. Staff revised the written
procedures in October 2008 and July 2013. In addition, detailed written
procedures, effective 2009, are maintained and followed by the City's
parking metercollection vendor Universal Protection Services. These
procedures are detailed to include the handling of cash such as
checking out the deposit bags, labeling the bags, how far to fill the
bags, where to obtain and return the bags, how many individuals ar
present at the collection point among other procedures. We believe the
SCO had the ability to review these procedures as part of our contract
with All Phase Security, Inc. and our internal policy.

Management is focused on continuous improvemeensure all cash
handling procedures from departments are current and periodically
reviewed. As an example in May 2013, the Administrative Services
Department (ASD}c onduct ed a r ewaskhanding t he C
policy and procedures and a comprehensivisiav of them was made.

This was implemented in ASD as a pilot program. It will be fully
implemented citywide in the 2nd quarter of FY 2€ARBL4 along with
unannounced cash receipt audits for the city's thirty nine (39) cash
handling locations to ensurermpliance with the new procedures. ASD

wi || conti nue & procadyras omn a-aAnhublebasi€i t y 6
Since FY 201011, ASD has been working with the Human
Resources Department to- conduct citywide cash handling training
classes and certification faver 70 employees. Additional trainings

will be provided to the rest of the group in the 2nd quarter of FY 2013
2014.

SCO6s Comment

The City disagrees witthefinding.

The City claimed thatit had written procedures for Parking Meter
Collections, however our review of the administrative directives (writte
procedures) that were on thety® svebsite did not relate to parking

meter cash collections. AdditionallyndApril 8, 2013, we received an

emai | from the Cityds Program Manac
deposit processes for cash collected from parking s\ébat do not

appear to have been officially formalized

However, we also agree that the actions the City is taking and will be
taking are important to ensure that cash collections are properly
accounted for.

The finding remains as stated.
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Observationi

The City Council and
other stakeholders may
not have had access to,
or may not have
considered, information
that could have affected
critical decisions that

|l ed to the
financial distress

(

At the June 5, 2012 meeting of the City Courgdb Deis, City

Managerprovided information abouhte Ci t y6s f iTheanci al

information in this presentation led the C@gpuncil to approve a
resolution fAiéauthorizing the City
protection under Chapter 9 of the United St&enkruptcy Code only if

the AB 506 mediation process currently underway does not result in
agreements that both prexensolvency for FY 201-A3 and meet the

City Council 6s objective of fiscal

\Y

I n Mr . Dei s0 presentation, six fact
financi al probl ems HOW DideWE GEf e he

HERES While these factors wercontributors, in varying degrees, to the

citybés financi al problems, the pres

officials did not have access to, or worse, did not appropriately respond
to downward trending economic indicators that should have watan
more cautious approach to decisions related to some of the six fd€tors.
the city had taken timely action to address some of the six factors, their
negative impact might not have been as significdite six factors and

our analysis follow:

1. Retiree Health Benefits: The analysis notes that when the City
developed FY 200708 budget estimates of health insurance
liabilities that were in compliance with Governmental Accounting
Standards Board (GASB) Statement 45, they increased dramatically
to $388.3 million. By 201611, the liability had increased to $416.7
million. However, while the provisions of GASB 45 were not
required to be adopted until June 30, 2008, the City retained an
independent actuary in 20@5 to assess the potential liabilitfthe
actuary estimated that it would be $25460 million. Thus the City
was well aware that increabeontributions above those being made
would need to be addressed well before other decisions, including
new bond debt, were made.

2. Labor Contract Restructuring: The analysis notes that decisions
were made that were neither transparent nor sustainable. However, it
i snbdt clear that they werenot t
incurred each year would have been in the approved budget and the
amaunts expended would have been in the annual financial audit by
an independent audit firm. To the extent this information was not
available or understopdhe City did not taketimely action to
address it.

3. Excessive Debt Burden (A Skfold Increase in General Funds
and Related Debt): The analysis indicates that the increased debt
was based on an expected continuation of high growth in the housing
sector. However, indications that this growth was not materializing
was available as early as 2006 when haygiermits fell from a high
of 2,954 the year before to only 1,604. By 2007 the number fell to
680. During this period the City entered into three long term debt
obligatiors, all of which identified the Generalfd as the primary
source of payment (or ¢hbackup source of payment in case the
primary was insufficient):
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Taxable Pension Obligation Bonds ($125 million)

Thesebondswere issued pursuant to an Indenture of Trust dated
April 1, 2007. The bonds were issued in two series and received an
AAA rating and a relatively low interest rate (5.140% to 5.455% for
Series A; 5.675% to 5.795% for Series B) because of a bond
insurance policy that cost nearly $520,000041% of the bond
proceed). While the Indentureof Trust notes in Table All
(Appendix &) that total revenues between 2002 and 2006 increased
by $35 million, it also indicated that spending jublic safety had
increased by $3tillion during the same periodirtually wiping out

any gainsln addition, Table A8 (Appendix 3) shows that housing
permits had decreased beeme2004 and 2005 by nearly 80thus
there was information available that, with the information about the
impact of GASB 45 described above, could have raisstarns
about the decision to issue this bond.

Variable Rate Demand Lease Revenue Bonds ($41 million)

Thesebondswere issued pursuant to an Intdee of Trust dated
November 1, 2007Like the pension obligation bond, they were
issued in two series andaeived an AAA rating because of a bond
insurance policy that cost over $301,000073% of the bond
proceeds)The Indenturef Trustnotes in Table ALl (Appendix )

that total revenues between 2006 and 2007 only increased by about
$3 million but that pending on Public Safety increased by over $6.6
million and the excess of revenues over expenekt decreased by
$6.2 million. In addition, Table A8 (Appendix 3d) shows thdhe
number of housing permits went from 2,346 in 2005 to 1,084
indicating thathe expected housing growth was clearly not going to
happen at the level that the City had expected.

Lease Revenue Bonds

These were issued pursuant to an hridee of Trust date@eptember

1, 2009.They were issued in one series but only received eatiAg
apparently because the insurance premium was too high and that it
would be less expensive to pay a higimerest rate (7% to 7.15%).
Public Impact Fees were identified as the primary source of funding
to pay the bonds, however, Table9XAppendix 3e) showed that
revenues for such fees had been declining from $28.4 million in
200304 to $27.6 million in 200-08. The backup source of payment

for these bonds was the General Fund, but Tabe(Appendix 3)
showed that the number of new housing perinad fallen taa new

low in 2008 of only 172By this time, the Health Benefits impact of
GASB 45 described above should have been available to the City
and any other party to this transaction.
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4)

5)

In making decisions to proceed with these three-kengn debts, the
City may have violated provisions
Debt Management Policydo as follow

Page 3 The City willdl only u
appropriate to match projected revenue streams with facility
needs As noted above, this does not always appear to be the
case.

Page 5: The City will only use General Fund as a Bgck
Guarantor and only if the Gener
significant risk of loss of assets or impairment of liquidity

Again, as noted above, this does not always appear to be the
case.

In _Addition, consideration of the following should have raised
concerns.

Page 4: Revenues available for
reliable such that lorterm financing can be amketed with an
investment grade credit ratinbhe A rating given to the 2009

bond is considered an fdinvest mer
that a higher interest rate was needed to obtain even this rating
should have raised concerns.

Page 5: | pirgpseesupearted debt service will not
exceed seven percent (7%) of the total General Fund budgeted
ex pendi While e¢his éappears to apply to situations in
which the general fund is the primary source of funds, it is worth
noting that since the priany sources for the first two bonds
described above were in trouble at the time the third bond was
issued it appears that the prudent course would have been to
subject it to this rule.

The Impact of National and State Economy Hit Hard Locally
There is no doubt that this was a major factor. However, as noted
above, there were indications as early as 2004 (GASB 45) and 2007
(for the first of the three bonds described above) that sustained
growth that was the justification for several major gobterm
commitments were questionable.

Elimination of Redevelopment and Financial Adjustments The

analysis indicates that many of the financial problems described were
caused by poor decision making regarding projects and financing
sources. Whiletheal t i mate result is a | egi
ability to address its financial issues, the lack of internal controls and
effective oversight described elsewhere in this report is the more
likely cause of the problems described.
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6) Poor fiscal management and bookkeeping errorsExamples cited
include doublecounting parking cash, failure to writeoff
uncollectible receivables, redevelopment cash overdrafts, and
del ayed i ssuance -1d Comprehensiv@iAbtnyad s F \
Financial Report (CAFR)The findings contained in this report and
t he Cityods external auditorsé re
further underscore poor fiscal management practices. For example,
t he Cityd2CAFR dug tnlDkcember 31, 2012, has not
been issued as of M&4, 2013.

We agree with the caiusion in the analysis thatone of the above

factors can be cited as the sole cause of thedGty cur r ent fi
situatonn.Howe v er , it appears that stake
conditioni City Council, Citymanagement, bond advisors and counsels,

etc. - could have been able to mitigate the extent of this situation by
taking information about revenue and expenditure trends, housing
contractions, the impact of GASB 4&nd other factorsnto account

earlier hanthey did.Also, the lack of comprehensive internal controls

and appropriate oversight on financ
current financial condition.

The City should address internal control deficiencies identified in this
reporttor educe or prevent further .threa

Cityds Response

The Gty did not respond.
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Appendix 10
Evaluation of the Elements of Internal Control

\ | YES | NO COMMENTS
Management Oversight and Control(Control
Environment)
Al. | Integrity and Ethical Values

a. Are code of conduct and other X | Inadequate City Council oversight of roampetitively bid contracts resulte
policies regarding acceptable in one former staff member being investigated by the Fair Political Pract
business practice, conflicts of Commission for possible conflict of interest. (Paglit Finding5.)
interest, or expected standards to
ethical and moral behavior Annual performance evaluati®of department headsenot routinely
established and communicated to performed (County Grand Jury Report #0909B). Titg stated in its

all city management and

employees? response that performance will be reviewed annually; however s

information to validate that corrective activas taken.

Certain issues identified in the 2600 County Grand Jury Report (Case N
1009, released on June 30, 2010)
Commissions and Council (BCC appointees) were dopted or not fully
addressedl'he Grandlury Report noted that some BCC appointees tiave
authority to hire and fire personnel, approve budgetd set policy.

Brown Act and fiduciary training is not routinely provided to BCC appointeg
Criminal and credit background checks arepwformed on BCC appointees
BCC appointee performance is rarely revieyat,

Policy for BCC appointee removal is not always defined

E

The City does not require its employees to periodically sign documents {
acknowledge awareness and familiarity with todes of conduct or other
policies governing ethical behavior.
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Is the reasonable management

attitude of "Tone at the Top"

established and communicated to
city management and staff?

Management did not take prompt action to implement findings and
recommendations from reports completed by internal and external
auditors. (See Audit Finding)1

For fiscal years 20620, 201011, and 201112, no meeting was
conducted to emphasize the importance of integrity and ethical val

Turnover ofCity persomel at key positions such as ttepartment
heads was extremely high. For examjdem July 1, 2010through
December 31, 2012, four different Chief Financial Officers assume(
position for the City.

Is everyday interaction with
vendors, clients, alitors and other
parties based on honesty and
fairness?

We did not identify any material complaints from the public relating
business dealings with tizty.

Is appropriate remedial action tak
in response to hecompliance?

City management wadow to take action when the City Auditor
identified issues of significaec(See Audit Findind..)

Is management appropriately
addressing intervention or
overriding established controls?

| mproper segregation of duudtes
report in whichan accounts payable staff was able to create new
vendors in the Financial System (Internal Audit Finding 208)
Management acknowledged that shifting of limited staff resources \
be implemented by June 30, 20f@address thiissue. There was no
information to validate that applicable corrective action was
implemented.
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A2. | Commitment to Competence

a. Is management identifying and X | TheCity declared two fiscal emergencies, on May 26, 2010, and Mg
defining the tasks required to 17, 2011. As a result, theity implemented costutting measures whic
accomplish particular jobs and fill caused turnover of key staff. In addition, a hiring freeze and furloug
various positions? program were implemented, causing additiomaikload for many staff

Duty statements are not updated to reflect changes in responsibiliti

Departmenheads in Information Technology, Human Resources,
Budget Office, and Administrative Services were new or just rotate(
their new positions. Althugh thes€ity personnel were knowledgeab
and experienced, they lacked the time and experience required to

properly evaluate tasks. Most of tGéy departments were understaffe
due to budget cuts.

The knowledge, skills, and abilities needed for various jobs might b
lacking due to understaffing and employee redirection caused by th
VoluntarySeparation Program and layoffs.

Formal job descriptions are not clearly defined for most employees
to the added workload.

b. Does the city conduct appropriate X | Costcutting measures and budget constraints due to fiscal emerge
analysis of the knowledge, skills, are affectingth€ityd s a b i | i tjop analyses prel evialagations
and abilities needed to perform jol The Cityis unableto timely address key control deficiencies identifie
assignments? in the external auditorso inte

further questions about the st
knowledge skills and abilities to perform assigned duti&ee Audit
Finding 1.)
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c. Isthe city providing training and The City does not have a formal training plan for its employees. For
counseling in order to help example purchase card approvers were not provided adequate trai
employees maintain and improve on Purchase Card policies and
their job competence? 200803). Management stated that training sessfongxisting

approvers were completed as of November 1, 2011. However, City|
Auditor staff were not provided documentation needed to verify anc
close this audit finding.
The Brown Act and fiduciary training is not routinely offeredB©C
appointees(See Ataabove)

A3. | Audit Committee and City Council

a. Does the city have an audit The number of audit committeeemberss dictated by the City
committee that is appropriate for Charter. The Office of the City Auditor no longer exists as of Septel
the size and nature of the entity? 7, 2012. The City Auditor retired and the remaining staff were

reassigned to Administrative Services.

b. Are members of the audit Members of the audit committee were selected by the Mayor with (
committee independent from the Council approval. The audit committee is comprised of tlige
city management? council members and one alternate.

c. Do audit committee members hav Based on each memi@eofficial autobiography, it appears that the
sufficient knowledge, experience, members of the audit committee have sufficient knowledge, experig
and time to serve effectively? and time to serve effectively.

d. Does the audit committee meet The audit committee met four times per year during the period of

regularly to set paties and
objectives, rev
performance, and take appropriate
actions; and are minutes of such
meetings prepared and signed on
timely basis?

February 2009 through July 2011. Agla items included discussion ¢
the audit plans by external auditors and by the Office of the City
Auditor, audit findings of internal and external reports, status of auc
findings, and other audit and review reports issued by the Office of
City Auditor.

The audit committee did not exercise adequate oversight over the
activities of the Office of the City Auditof(SeeAudit Finding1.)
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Do the members of the audit
committee regularly receive the
information they need to monitor
ma n a g e whjeatived and
strategies?

The audit committeeos
insufficient (SeeAudit Finding1.)

oversigh

Does the audit committee review
the scope and activities of the
internal and external auditors?

The audit ovemmiitgthee @ t he
insufficient (SeeAudit Finding1.)

City

Does the audit committee meet
privately with the Chief Financial
Officer/and or accounting officers,
internal auditors, and external
auditors to discuss the
reasonableness tife financial
reporting process, the system of
internal control, significant
comments or recommendations, a
management performance?

Basedonreviewdheaudit commi tteeds me
not find any evidence to suggest that such meetiage taken place.

Does the audit committee take
actions as a result of its audit
findings?

Audit findings were discussed during the quarterly meetings; howe
there were no actions from the audit committee to address issues 1
in the audit findngs. EaclCity department was responsible for
implemerting audit finding corrections.

A4.

Management Philosophy and Operating Style

a. Is management conservative in X | Although several meetings were conducted to address risk due to t
accepting risks, and does fiscal emergency; the budget constraints and its effect on several k
management move carefully, and positions offer no flexibility towards conservative management .
proceed only after careful
evaluation?

b. Is management endorsing the usg X | Although annual performance reviews were conducted for several |

performancebased management?

positions, performanebased management was not coesigy
practiced or implemented.
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Is personnel turnover in key
functions at an acceptable level?

There is excessive turnover at almost every level because of the
Voluntary Separation Program and layoffs due to the fiscal emerge
This limited staff resources best exemplifieth one of the City
Auditorés audit repos, which states that in ordeotaddress proper
separation of duties staffill be shiftedbetween Purchasing and
Accounts Payable.

Additionally, the City has implemented a mandatory furlough progrz
which demandadditional work from the existing staff.

Does management haveasitive
and supportive attitude towards
internal control and audit functions

Based on its response to the external auditdosember 2012 report o
internal controls, the current management team appears to have a
positive and supportive attitude tosdanternal control. However, in

light of staff turnover, vacancies, and resources constraints, questi(
remain regarding the Citybds ab

. Are valuable assets and informati

safeguarded fromnauthorized
access or use?

a timely manner.

The external audi torsé Novembe
contains numerous findings on safeguarding of assets and informa
(i.e., bank reconciliations, tracking of noapital asset@and
information technology). At hough the Cityods
the issues have been corrected or will be corrected, such assertion
not been validated. Additional
system forrecord retention is antiquated.

Are there frequent intactions of
senior management and operatior
management in both formal and
informal settings?

There were no documented formal interactions between senior
management and operation management. For example, the purche
City vehicles is based on individudepartments withowiscussion
with the City Fleet Division, who possess expertise in manadgityy
vehicles.

It should be noted that many senior and operation management ar¢
which affects management interaction.
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g. Is management attitudgopropriate Until June 30, 2011, several audit issues noted contradict positive
towards financial, budgetary and management attitudes. For example, issues noted in the internal ar
other operational reporting? external audit reports during this periogne not yet fully corrected an

some of the recommendations were not implemented.

Several financial reports were not completed or submitted to the St

Controler 6s Office in a timely mail
A5. | Organizational Structure

a.ls the cit yéractue TheCityshouldree st abl i sh i ts .(Geday Aud
appropriate for its size and the Recommendation under Auditnding 2)
nature of its operation?

Management acknowledged in its response to several audit finding
stating that som positions are lacking. For exampleFinding 33104,
direct training of office personnel was curtailed to after hours and
weekends due to theansferof a supervising office assistant to anoth
department. In addition, a Program Manager positionreaassifiedo
fill a position need.

b. Are key areas of authority and Key areas of authority and responsibility are not defined and not
responsibility defined and communicated throughout ti@ity. For exampleaccording to the
communicagd throughout the | nt er nal A uh FleebDividisn does npiohave sufficient
organization? authority and responsibility to manage the fleet asadtse best interes

of the City. The Fleet Division has not been provided any authority,
written or implied, that places the decisioraking and asset
management with them.

c. Have appropriate and clear Key areas of authority and responsibility have been established.
reporting relationships been
established?

d. Does management periodically Budget constraints and limited resources affect the implementation

evaluatd he organi z ¢
structure and make changes as
necessary in fluctuating conditions

necessary changes. For example, an employee that is no longer w
City was still listedasresponsible for the Underground Storage Tank
Response Plan. It was also noted that staff turnover, administration
oversight and competing priorities have contributed to the lack of
compliance with fuel spill laws and regulations.
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amount of supervision?

e. Does the city employ an X | TheCity lost a number of experienced employees at the manageme
appropriate number of employees and staff levels due to the Voluntarg@ration Program and layoffs.
particularly in managerial There is crossover of funotis due to inadegte staffing.
positions?

A6. | Assignment ofAuthority and Responsibility

a. Is the city appropriately assigning X | Several instances were noted in ithternal audit reports where
authority and delegating personnel were improperly assigned authority and responsibility. Fe
responsibility to the proper example;
personnel to deal with { The anual fuel contract is bid and awardedrastaff level;
organllzatlonal goals and 1 Most employee benefit contracre renewed dhe staff level based on
objectives? provisionmade at the time of contract; and,

1 A property room supervisor in the Police Department has disproportig
authority in relation to responsibilitincluding having access to
modify/edit records while having ghical custody of all property.

b. Does eachrmaployee know how his X | An accounts payable staff has access to create vendmarfdemake
or her work interrelates to others i paymentsisi ng the Cityo6s eWhltincreasesi
the way in which authority and the risk of unauthorized transactions.
responsibility are assigned, and
how duties are related concerning
internal control?

c. Is delegation of authority X | See ABa above.
appropriate in relation to the
assignment of responsibility?

A7. | Human ResourcesPolicies andPractices

a. Are policies and procedures X
established for hiring, training, anc
promoting employees and
management?

b. Are background checks conducte X | The County Grand Jury report number 1009 reported le®8@CC
on candidates for employment? appointeesre not subject to criminal and credit checks.

c. Are employees provided the propg X | Employees received guidance andtbejob training from supervisors

to help ensure proper work flow and processing. However, some of
newly hred supervisors lacked experience to properly supervise
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Risk Assessment | |
B1. | Establishment of Entity-wide Objectives
a. Are there entitywide objectives X City-wide objectives were established by managemenpahlished on
that were established by the City website.
management?
b. Are city-wide objectives clearly X City-wide objectives were communicated to all employees, and
communicated to all employees, published on the City website.
and does management obtain
feedback signifying that
communication has been effective
c. Isthere arelationship and X Cityd e p a r topeeationad strategies are consisteith the City
consistency between the wide objectives.
department 6s op
and the citywide objectives?
d. Isthere anntegrated management| X TheRisk Services Division under the Department of Human Resou
strategy and risk assessment plar was created for this purpose.
that considers the cityide
objectives and the relevant source
of risk from internal management
factors and external sources, and
that establishes a control structure
to address those risks?
B2. | Risk Identification
a. Is management appropriately and| X Budget study sessions and meetingaddress risk of losing
comprehensively identifying risk experienced and knowledgeable employees were conducted.
using various methodologies?
The Risk Services Division identifies and manages risk associated
activities and projects, reducing the chance of loss, creating greate
financial stability, and protectinCity resources.
b. Are there mechanisms in place to| X See B2a above.
anticipate, identify, and react to
routine events or acts that affect
achievement of objectives?
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Do adequate mechanisms exist to
identify risks to the city arising
from externafactors?

See B2a above.

Is management assessing other
factors that may contribute to or
increase the risk to which the city
exposed?

See B2a above.

Is management identifying risks
city-wide and for each significant
activity level of thecity?

See B2a above.

B3.

Risk Analysis

a.

After risks to the city have been
identified, does management
undertake a thorough and comple]
analysis of the possible effect?

Management has established a formal process of analyzing risks.

Hasmanagement developed an
approach for risk management an|
control based on how much risk cj
be prudently accepted?

See B2a above.

Control Activities

CL

Policies and Procedures (General Applications)

a.

Do appropriate procedures,
techniques, anthechanisms exist
withrepect to each
activities?

X

Appropriate procedures, techniques and mechanisms exist; howev
issues were noted in several audit reports relating to activities such
approvals, authorization, reconciliation, and the pradof records
and documentation. Some of the issues were noted two or three ye
prior; however, recommendations to correct some of the issues we
yet fully implemented as of June 30, 20Ebr example:

1 Roles and responsibilities ensuring propehatrity to expend furglhave
not been established and documented, tieiaccounts payable unit and
operating department view each other as responsible for verifying
authority,

1 There are no comprehensive writt€ity-wide policies and procedures f
Paynoll processingand,;

1 Some transaction logs for various purchases were not in compliance
City procedures.
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b. Are the control activities identified See Cia above.
as necessary in place and being
applied?

c. Are control activities regularly See Cia above.

evaluatedo ensure that they are
still appropriate and working as
intended?

measuresdoes management
compare different sets of data anc

investigate differences?

C2. | Common Categories of Control Activities

a. Are top level reviews made of X Due to the fiscal emergencies declared byGhyg, extensive reviews
actual performance relative to were performed by top level management, especially regarding bug
budgets, forecasts, and prior and forecasts. In addition, regular meetings were conducted with th
periods? City Council to discuss budget updates.

b. Do managers review performance| X Based on our observation, managers at all activity levels review rej
reports? and measure results against targets (Budget Adoption and Penden

Plan).

c. For information processing, are Various control weaknesses were noted in prior audits relating to
varieties of controls in place for accuracy, completeness, and authorization of transactions. For exa
performing check accuracy, T Lack of separation of dutiés whichaccounts payable staffereable to
completeness, and authorization ¢ create new vendor fifgand to make payments
transactions? f Transactions have been processed without adequate evidence of

documented authorityand
1 Lack ofaprocess ensuring special revenue funds are expended for
intended purpose

d. Are controlled items periodically Annual physical inventories were conducted related to the annual
counted and compared to amount financial audit. However, an internal control weakness due to lack ¢
shown on control records? tracking was noted, rafed to norcapital assets valued below By

capitalization threshold of $5,000. In addition, data in the Fleet Moc
Is inaccurate and incomplatewhichsold and inactive assets still
appear in th inventory as active vehicles.

e. For performancéndicators and X
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f.  Are duties properly segregated
among different people to reduce
the risk or error or inappropriate
actions?

Several issues regarding lack obper segregation of duties were not

in audit and review reports. For example:

9 Accounts payable staff was able to create new vendor files and to ma
payments; and,

1 System passwosdind profiles are shared by employees in the Fuel
Management System

g. Are administrative and operation
policies in writing, current, and do
they set clear procedures for
compliance?

There were no comprehensive policies or procedures for some
departmerg(i.e. Payroll). Updates, amendments, and changes to th
policy and procdures were documented in a series of administrative
directives; however, administrative directiwgsre not reviewed
periodically.

Information and Communication

D1.

Information

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

Information critical to achieving th€ity objectives (Budget Adoption
and Pendency Plan) including information related to legislative and
regulatory developments, and economic cleangere reported to
management.

b. Is information provided to the righi
people in sufficient detail and on
time to enable them to carry out
their responsibilities efficiently ang
effectively?

It appears from our review of available documents that adequate
reporting was made to management and the City Council. Informa
is summarized and presented appiadpty during Council meetings.

c. Is development or revision of
information systems based on the
strategic plan
overall strategyand is it responsive
to achieving citywide objectives?

A City-wide strategic plan, adopted by the City Council, is the basis
management and improvements in technology througho@itie

d. Does management support the
development of necessary
information systems and show its
support by committing appropriate

resources?

Severalnformation technologgassessment recommendations were
slowly implemented due to lack of permanent staffing.

-52-



City of Stockton

Administrative and Internal Accounting Controls

D2. | Communications

a. Does management ensure that Formal and informal meetings were conducted to communicate
effective internal communications important information. Emails, telephgrand inperson meetings are
occur? made available to staff to allow easy flow of information throughout

organizatiao.

b. Does management ensure that Citizens are allowed to present complaints and other issues of con¢
effective external communication during City Council meetings. In addition, tBityd6 s we b s i t
occurs regarding issues with serig available for submitting questions, complajratsd comments from
impact on programs, projects and interested parties.
other activities?

c. Does the city employ various fos See D2a above.
and means of communicating
important information with
employee and others?

d. Does the city manage, develop, a| TheCity is utilizing its website for information purposes. Thigyo s
revise its information systems in a webpage was last reviewed on April 13, 2013.
effort to continually improve
usefulness and reliability?

Monitoring
E1l. | On-going Monitoring

a. Does management have a strateg There is ongoing monitoring to ensure that findings of audits and of
to ensure that ongoing monitoring reviews are resolved; however, there were numerous audit findings
is effective and will trigger separat prior years in which recommended corrections were not implement
evaluations? or were partially completed.

Ongoing monitoring includes insuring that managers and superviso
know their responsibilities for internal control, and the need to makg
control and control monitoring part of their regular operating proces
Many employees at key positions were neuwhr jobs; consequently,
some of these managers are not performing the ongoing monitoring
process. For example, some transactions have been processed w
evidence of documented authority.
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Do city personnel, in the process (
performing their reglar duties,
obtain information about whether
internal control is functioning
properly?

Based on our observations, so@igy personnel were aware of interng
control functions; however, many of the staff wassigned additional
duties and some were new to their assigned tasks.

Are communications from externa
parties corroborated with internally
generated data and able to indicat
problems with internal control?

Based on our observations, there wereusiamer complaints to
indicate that deficiencies may exist.

Is there appropriate organizationa
structure and supervision to help
provide oversight of internal contrt
functions?

Automated edits and checks, as well as clerical activities, are used
help control accuracy and completeness; however, there were seve
instances where internal control functions failed. For example,
payments to temporary employees were made past the contract tin
limit.

Are data recorded by information
and financiakystems periodically
compared with physical assets an
discrepancies?

There were no issues noted for annual inventories relative to the
preparatio of the financial statements.

Are the City Au
other auditors regularly providing
recommendations for improvemen
in internal control, and is
management taking appropriate
follow-up action?

The Office of the City Auditor provides recommendations and perfo
follow-up actions to findings from internal and external audits.
However, managaent was not taking prompt action to implement
corrections and recommendatio(See Audit Findind..)

Are meetings with employees use
to provide management with
feedback on whether internal
control is effective?

We are not aware of any formaketings between management and
employees to determine if internal control is effective. Some of the
issues were discussed in the audit committee meetings.

Are empl oyeesd
state explicitly whether they
comply withothe
conduct?

Based on our inquiry there were no evidence to suggest that city
personnel were periodically asked whether they comply witiCity® s
code of conduct.
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E2. | SeparateEvaluation

a. Are the scope and frequency of X | TheCity audit staff appear to have the appropriate skills to evaluate
separate internal contrelaluations portions of internal control. However, during the period of August 2
appropriate for the city? through February 2012, only seven audits completed were related |

Ctydbs i nternal control. I n addi
eliminated after the City Auditor retired September 7, 20%2e Audit
Finding1.)

b. Are the methodologies for X | The Office of the City Auditor did not perforensufficient number of
evaluating the audits of theCityd s i n t e r (Also) SeecAndit Findind.).
logical and appropriate?

c. If the evaluations are conducted b| X | For fiscal year 20141, there were four auditors assigned to the qffiq
the City Audito including the City Auditor. In prior years, the Office of the City Audit
office have sufficient resources, operatedvith seven auditors including the City Auditor.
ability, and independence?

d. Are deficiencies founduring X | Some deficiencies noted remain outstanding or partially implement
separate evaluations promptly even after several years. For examplenternal audit issue relating tc
resolved? theCitydps record retent i onCusentytthem

target date for correction is December 31, 2016.

E3. | Reporting Deficiencies

a. Are reports of deficiencies from X | Although thegeneral public could request reports under the Public
both internal and external sources Records Act, it is difficult to identify reports that were issued. Also,
easily obtained some internal audit reports completed by@iggd6 s i nt er n a

were not available. Of the 25 audit reports completeitteynal audit,
only five reports are accessible fromtigyd s websi t e.

b. Is there ongoing monitoring of X See E2a above.
internal controls?

c. Are deficiencies reported to the The deficiencies noted in the internal audit reporteveemmunicated
person directly responsible and to| X with management.
person at least one level higher?

d. Are the identified transactions or X | There were several audit issues noted in the reports completied by
events investigated to determine Citydébs internal audit depart me
causes and correct problems? audit report, dated November 12, 2012, in which audit deficiencies

not completely corrected.
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Appendix 20
Widespread Accounting and Reporting Deficiencies

The @ t yds external camprhensivaassessmentnoti uct e
theG tyodos internal cont r pdateddNgvemiberm a n ¢
17,202wi t h 12 findings of imateri al v
isi gni fi can tOurdaeafysiscbithe findimgsdésclodedthat
eight of the 12fimaterialwe aknesses o0 and nine of
deficiencieso findings have direct
ti meliness of the Citybés financi al
reports.As of April 30, 2013, inghhavee xt er
not yet been fully addressed, which led to continuing delay in financial
reporting andraises questions about the accuraeyd reliability of

financial statements.

Moreover, due td h e  @ahility @ submitin a timely mannethe
Annual Street Report for FY 20112, due on or before October 1 of
each year, the SCO was compelledwithhold Highway Users Tax
Allocations dueto the City beginning February 2013. Asiday 31,
2013, the amount withheld was approzitely £.3 million. In addtion,
pursuant to Government Code section 53888,SCO assesdthe City
fines totaling $15,000 fonot submitting theFY 201011 RDA report,
the FY 20101,1 and FY 201112 City Financial Transaction Repert
(%$5,000 for each report).

Material Weaknesses

A material weakness is a deficiency, or a combination of deficiencies, in
internal control, such that there is a reasonable possibility that a material

mi sstatement of the Citybds financi e
detected and corceed on a timely basis. The following material
weaknesses were noted in thex t e r n a | inteenal dadnttolorep6rts

t hat are directly related to the C
transaction reports:

1 Finding 201%3: Accuracy and timeliness of financial statement

information

1 Findin_g 20114: Preparation of financial statements extended
reporting

1 Finding 20115: Maintaining allowances for Doubtful Accounts

1 Finding 20116: Reconciliation of subsidiary ledgers to geaidedger

9 Finding 20117: Reversal of prior year liabilities

9 Finding 20118: Marina debt reporting

i Finding 201110: Journal entries reviews

9 Finding 201111: Accrued interest on long term receivables should be
recorded
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Significant Deficiencies

A significant deficiency is a deficiency, or a combination of deficiencies,
in internal control that is less severe than a material weakness, yet
important enough to merit atttion to those charged with governance.

1 Finding 201113: Investment report timeliness

1 Finding 201115: Conformity of budgetary reporting in the financial
statements to the annual budget

1 Finding 201116: Completeness of proprietary fund receivable
balances

Finding 201119: Accrued compensated absences calculations
Finding 201120: Pollution remediation liability calculations
Finding 201126: Depreciation expense does not recalculate properly

Finding 201127: Redevelopment rental property not cajied

= =4 =4 -4 -

Finding 201135: Prompt recording of cost disallowances
9 Finding 201137: Permanent funds

Citybs Response to the External Aud

In its response, thei@ agreed with the above x t er n a | auditor
control audit findings andndicated that corrective actions were or will

be taken to adtess the control deficienciedVhile agreeing with

Findings 20113 and 20144, regarding the accuracy and timeliness of
financial reporting, the&€ity indicated that its remedial efforts have bee
compromised by turnover and shortage in key positions, increased
workload demand from its bankruptcy filing, increased workload as a
result of SCO audits, and difficulties withsiantiquated computer
system. Thus, the key issues regarding accuracy dnkliness of

financial reports remain unresolved.
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Appendix 30
Excerpts from City of Stockton
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Appendix 3a Excerpt from CITY OF STOCKTON
2007 TAXABLE PENSION OBLIGATION BONDS ($125,310,000)

Table A-11
City of Stockton
General Fund
Comparable Statement of Revenues, Expenditures and Changes in Fund Balance
(For Years Ended June 30 of 2001 through 2006)
(3 in thousands)

2002 2003 2004 2005 2006
REVENUES
Taxes
Property 518,992 $21,091 $24,349 $26.676 $32418
Utility 31462 32,157 33322 14,908 34,313
Sales and Use 32489 33,250 36,723 40,639 37,725
Other 14,959 16,716 17.214 22,881 125,666
Licenses and Pennits 5,493 431 517 337 346
Federal Grants and Subsidics 121 0 0 0 0
Other Governmental 16,006 16,831 13,384 16,196 18,857
Charges for Services 17,103 10,210 11,005 10,545 10,821
Fines and Forfeitires 1,549 1461 1.905 3214 3,900
Usc of Moncy and Property 60 629 607 791 537
Investment Income:
Interest Income 0 0 734 1,503 586
Net increase (decrease) in fair value of investments 1,461 807 (686) 38 65
Refunds and Reirmbursements 2,309 2,645 2.569 5,254 4,020
Miscellancous 5432 7,004 5.179 __4.860 4,784
TOTAL REVENUES $147,977 $143,232 $146.822 $167,392 $183312
EXPENDITURES
Current:
General Government $15,066 $12,241 $12,345 $13,444 Si4,110
Public Safety 100,770 104,145 110,387 121,460 131,689
Public Works 13,347 10,582 11,464 13,426 13.334
Parks and Recreation 12,295 7,167 7.298 7.676 8,027
Capital Outlay 33 102 34 101 6
Debt Service - Costs of Issuance 0 287 41 0 0
TOTAL EXPENDITURES $141,511 $134,524 $141,569 §156,107 $167,166
EXCESS OF REVEMUES OVER EXPENDITURES 56,466 $8,708 §5.253 S11,285 516,146
Other Financing Sources (Uses)
Transfers In 54.651 $8,374 $7.482 $10.633 510,848
Transfers Out (18.851) (27,348) (12,913) (16,303) (18,992)
Sales of Fixed Asscts 0 15 5 2 -
Proceeds of Long-Term Debt 0 13,300 0 0 2
Discounts on Debt Issuances 0 (98) 0 [¢} -
TOTAL OTHER FINANCING SOURCES (USES) (514,200) (85,757) (85,426) (55,668) (58,142)
NET CHANGE IN FUND BALANCES (57.734) $2,951 (5173) $5.617 $8,004
FUND BALANCES, BEGINNING OF YEAR §22970 $15,069 $18,020 $17,847 23,464
Prior Period Adjustment 13 0 0 0 0
FUND BALANCES (DEFICIT), END OF YEAR $15,009 §18.020 $17.847 $23.464 $31,468
A-13
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Appendix 3b Excerpt from CITY OF STOCKTON
2007 TAXABLE PENSION OBLIGATION BONDS $125,310,000

Table A-8
CITY OF STOCKTON
Total Building Permit Valuations
(in thousands)

2001 2002 2003 2004 20051

Permit Valuation v
New Single Family $239,673.0 S408.514.3 $525340.1 $585,834.6 $532,975.4
New Multiple Family 4,5746  25,299.5 10,480.8 6,735.] 6,857.5
Residential Alterations/Additions 8.860.6 _10.352.6 12.225.9 7811 264920,

TOTAL RESIDENTIAL $53,108.2 $444,166.3 $548,046.8 $607,350.9 $560,024.9
New Commerzial $20,775.0 $33.853.8  $62,661.3  $59,935.1 §I 00,896.4
New Industrial 40,458.5 15,808.1 31,087.6 25,704.5 7,124.3
New Other 16,703.5  37,331.0 38,844.0 28,639.5 28,396.9
Commercial Alternations/Additions 39.293.5  54.558.7 73315.8 42.698.3 40,874.2

TOTAL NONRESIDENTIAL S117,230.5 $141,551.5 $205,908.8 $156,977.4 §I 77,291.9
New Dwelling Units
Single Family 1,579 2,564 3,082 3.138 2312
Multiple Family _112 _396 _177 _136 __ 83

TOTAL 1,691 2,960 3,259 3274 2395

+ Mos! recent annual data available.
Source: Construction Indusiry Rescarch Board, Building Permit Summary.

A-7

-60-



-61-



