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OFFICE OF INDEPENDENT BUDGET ANALYST
CITY OF SAN DIEGO

MEMORANDUM
Date: May 5, 2008
To: Honorable Council President Peters and Members of the City Council
From: Andrea Tevlin, Independent Budget Analyst /&fl
Subject: Item 330: Response to the Report from the Independent Oversight Monitor

At the first hearing of this item on April 1, 2008, the City Council requested Jay
Goldstone, COQ, to review his initial draft response with our office and revise
accordingly. Attached for your information is the strike-out/underline version with the
suggested revisions that we provided to Mr. Goldstone on April 9, 2008. The draft
prepared for Tuesday’s docket incorporates all of our substantive changes.

Attachment



April 1, 2008

Mr. Kelly C. Bowers

Senior Assistant Regional Director
Securities and Exchange Commission
Los Angeles Regional Office

11" Floor

5670 Wilshire Boulevard

Los Angeles, CA 90036-3648

Dear Mr. Bowers:

This is in response to the 36 recommendations contaunedun the Flrst Annual Report of the
independent Consuitant to the City of San Diego dated‘March 25, 2008 (Reporl) For many of
the recommendations the City and/or the San D|ego C:ty Employee Retirement: System
{SDCERS) have already taken corrective or proactwe action to |mplement \ftm

3 i
\Q‘;}?_ . E‘k
Financial Control Structure .
Audit Committee iﬁ‘\\k\\:
e e,
VR
Recommendation 1; \.3\2‘ “"\'1.\‘5-‘%\?

The City should submit to the voters; for ap&ovaf “in, June{;OOB and t:me!y take all action
to meet that schedule the establishrmen of: an Abdn‘ ‘Committee that meets the following
criteria: “\\ S ‘3‘ 3 e
s Has the reqursrte rndependenc J,frpm financial management.
s Hasi th' \‘requ.'srte expertfse to perform its oversight functions.
. Has 2 suff:c:ent re ffonsi'up with the Cfty Council to engender its confidence in
view of rhg_ {COUAGIES ToIB: m rhe Cfty_s financial reporting.
%“‘b&’\\.“‘t\\\‘ E “\?&
[RespOnSE T T, \&._‘ ..
S5 {THe City concd iW|th thls recommendatlon and has approved and placed on the June
‘%‘.\2008 ballot for consideration;; a‘\

]
R

2 o
Internal Audlt Fun(':%t‘lon
%“-’@% 'h{\
Recommendatior: 2+
The City shou!d ‘siibmit to the voters for approval in June 2008, and timely take alf action
to meet that schedule, the creation of an office of City Auditor that is separate from the

current office of Auditor and Complroller and with direct reporting responsibility to the
Audit Commit{ce.

Response 2:

The City concurs with this recommendation. The Office of the City Auditor was
established by the Mayor and City Council in calendar year 2007 by separating the
internal audit functions from the comptroller duties. The reporting structure was also

BOSI11 £2254106.2
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changed so that the City Auditor no longer reports to the Auditor & Comptroller (Chief
Financial Officer) but rather to the Chief Operating Officer.

In addition. the Mavyor has signed a Statement of Operating Principles (SOP) that
provides for the City Auditor to communicate directly with and be responsive to requests
of the Audit Committee. The City Council has appended the SOP to the Audit

Committee Charter, Until the Charter is amended, this is the most effective segregation ...--{ beleted: In addition, there is an

of duties permitted. In addition, the City has approved and will,place a Charter :2’&?2[.’5’{’?;?&%%2%?% Pl
amendment on the June 2008 ballot which would, among other\thlngs have the City Y

Council,
Auditor report to the Audit Committee.

Recommendation 3: ST R

The City should begin the process of significantly,i r{rcreasmg the staﬁ' ing of the internal
audit function in order to permit effective mternal aud:tmg to be accomphshed mcludmg
an assessment by the internal auditor of sta

progress to the Audit Committee.

Response 3: "x\‘ ‘,.,:3‘3\
The City concurs with this recommendahon Asapartsof the Mayor’s fiscal year 2009

~E’a-100% increase. This is the first
stepina grogosed three year plan to bnng the stafﬁn Eevels within the Office to a more
\<<.~. \%\,‘:\‘%’\ R 3

\h ’5" ""ff'"{\ i

Prior to the development\of the Mavers recommended budqet the Audit Committee
i(Yefferson Wells) to benchmark audit functions

prExey

of other similarmiunicipalitiesiand cietermme appropriate staff levels for an organizaticn

of our size % They recommended a staffifgilevel of approximately 24 auditors for the City.
The City Council:will be cohsidering the Mayor's proposal along with the results of the
Jefferson Wells"study difing figtaiyear.-2009 budget deliberations in April and May 2008.
. Final'buidget.decisionsiwill be made inYune 2008. Attachment 1 is a response
,ﬁprepared byithe, Clty Audltor to the Audit Committee in response to a recommendation
& by Jefferson We’ilsio bnng\the staffing level to around 24 FTEs.

B \;\\{\ -~
Whistleblower and: Hothne Complaint Systern
M\‘;x k\g

Recommendatron 4.5F
The City shoq_lq :mpfement within 45 days, consistent with the advice of Jefferson Wells
for steps priorg ro‘Chaﬁer revision, the procedure contemplated by the Audit Committee
charter for a confidential and anonymous hotline involving the Audit Committee
independent of City management for complaints and concerns regarding financial conirol
or financial and auditing matters.

Response 4:
The City concurs with this recommendation. In anticipation of the proposed Charter

amendment on the June 2008 ballot, steps are being taken to transfer oversight of the
hotline to the Office of the City Auditor. The proposed Charter amendment changes
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include having the City Auditor repart to the Audit Committee and the granting the City
Auditor the power to investigate any material claim of financial fraud, waste, or
impropriety within any City Department.

The City Council is expected to discuss and address the hotling reporting

recommendations from Jefferson Wells on April 28, 2008. In the interim period before

proposed Charter reform in June 2008, the City Council will consider adopting a

resolution providing that hotline complaints and activity be directly reported to the Audit

Commitiee as recommended by Jefferson Wells. Additionallyithe Council will consider

requesting the City Auditor to audit the hotline process andirelated reporting. , ...--1 Deleted: The City Council is

"""""""""" expected to address hotline reporting
issues at a City Council in April 2008.

Improper Influence Ordinance

Recommendation 5: :
The City should address any remaining :ss S expeditiously so rhar aniimproper

influence ordinance can be adopted as promptly as pract.rcable *:“;;\;_\
\w '-;-‘,_'\ kS
Response 5 na

The City concurs with this recommendation. A ft\grdmance has been circulated to the
Council and the Rules Subcommrttee \The outstand‘l‘ng issues deal with what entity
should enforce the ordinance, the type"of enforcement\and the definition of certain
terms. Efforts to resolve these i |ssues are’ contmumg and an _ordinance will be presented

to Council no later than December 2008 Q\\“'i{’:m\
SR R Qs‘%\\\ \&\':-\

Recommendahon (i} ,::;\ \“‘t 2o
The Crry should submrt to the voters for approval by June 2008, and timely take all
actran to meet that schedule the separat;on or’ the Audfror and Comptroller position info

N W
The Clty.,concurs W|th\th|s recommendation and has approved and placed on the June
2008 ballot for wnsgeratlon

“‘ﬁ:&.\.
Internal Controls Remediation

Recommendation 7:

The City needs to better integrate and coordinate its ERP process and ICOFR process
in order to align their objectives, maximize utilization of available resources and achieve
optimum results. This should be addressed (to the extent it has not been), with
identification of defined tasks, specific individuals with responsibility and specific
resources to be employed, within 45 days.
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Response 7:

The City concurs with this recommendation. Steps have already been taken to address
this recommendation and inciude: consolidating both efforts under the direction of the
Chief Financial Officer {(CFO} and the Comptroller, tasking the Comptroller's ICOFR

team with reviewing ERP system design specifications and process documentation and
documenting the “to be" process in accordance with COSQ internal control methodelogy
and developing the applicable policies and procedures in order to provide effective
empioyee training. The relation between the City's ICOFR | ‘ﬁé’tive and the ERP
initiative were defined in a presentation to the City Cou dit Committee on March 10,
2008.
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Recommendation 8:

The City needs to devote additional resources to the ICOFR process if the internal
control remediation acfivities are to be completed within a reasonable time frame. The
City should consider hiring an outside consulfing firm with experience in developing,
implementing and remediating an internal control sfructure within a governmental entity.

These efforts should be assessed quarterly to determine if adequate progress is being
made.

Response 8:
The City concurs with the spirit of this recommendatlonil

Comptro!ler s ICOFR team. If adgpted by the Cltv Councﬂ .tnls would bring, the total .-{ Deleted: T )
" { Deleted: s )

re met. S "
project needs a %c‘ Qﬁﬁ

_____ -:;:\\.\
internal controls. It is lmportant to note, that whlie the documentation and assessment of
internal controls is frequently conduct_ed by consultants in the private sector, the
recommendation runs counter in pmtto Kroll Recommendatlon 53 which states:

“The City should assign the I'eSpOI'ISIbHItIeS for..prepanng pubhc documents and filings to
the appropriate City employees Uitlmate responSIblhty for*preparlng these City
documents cannotf b assugned to the |ndependent-aud[tor disclosure counsel, fiduciary
counsel, actuary,for other- professmna!s~ :S-‘*

el W 5“%\
Accord:ngly":because internalicontrols are‘based on the objectives set by management
and are the pr&cesses thg Ig _§£d to construct public documents and filings,
management belteves hat the recommendatlon is mcon3|stent with that of the Report of
ttlg_ &k{d& gommlttee
o Jemal control dQSIgn ang documentation is critical to the success of continued

<Eimonitoring andqurovement of the City’s intemal control framework over time.

\t‘\'“-"’
Response & % ]
The City concurs with this recommendation and is currently reviewing the fimeline for

developing and implementing hoth projects. The results of this review are planned to be
presented to the City Council Rules Committee on April 23, 2008.
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Recommendation 10:

The City should continue to take a top-down, risk-based approach to remediating its
internal conirol weaknesses as a more effective way to timely identify critical internal
control processes, and should addresses the deficiencies and weaknesses identified in
the Kroll Report, the Yellow Book reports and the Auditor and Comptrofier annual reporis,
but should go beyond these fo look at internal controls on a comprehensive basis.

These efforts should be assessed quarterly.

Response 10: &

The City concurs with this recommendation and plans to, bnef the City Council on these
efforts quarterly. Additionally, upon completion of the ICG)F_R process, management
plans to extend its internal control review beyond Reporhng ‘and to other elements of the
COSO framework including Operaticnal, Compllance “and Straf;églc control objectives
and processes.

Recommendation 11: W
In assessing significant accounts and underlying processes as part of the ICOFR
process, the City needs to look below the top-level ‘government -wide financial

statements to the individual fi nagc:a! statements: thar comprise the CAFR. This should
be done within 60 days. X g2

g _
Response 11: R Wiy N
The City concurs W|th this process: and will éupplement 1ts quantutatlve assessment
through the use a, qualrtatwg process’t_ |dentn‘y controls related to unlque or s1gn|ﬂcant

The: Cfry should cons:der mtenm rerﬁeératron options to enhance confidence in the
;,re!fabrlrty of J‘" nanc:al repon‘rng in the near term, rncludmg development of period-end

T Commrttee on the p, ress of these efforts at least quan‘er!y

% «:' \,x

Resg‘t‘)\nse 12: ‘\%&
The City concurs \gv\\[th ithis recommendation. The City has predefined period-end
financial reportlgg routines; however, they are not documented. Staff plans to present
formal documentétlon of the City's existing period-end financial reporting routines to the
Audit Committéé no later than May 2008. These processes will reflect the City's current
“as is” routine for compiling monthly and fiscal year end financial reports. With the
implementation of the ERP system, the City will be moving toward calendar based
reporting periods rather than periods based on the City's payroll cycle. As such, the
ICOFR process in connection with the implementation of the ERP system will produce
completely revised financial reporting routines. These routines will be documented prior
to “go live” on the new accounting system.



Page 7 ' :
Mr. Kelly C. Bowers
April 1, 2008

Financial Reporting Enhancements .
Review of CAFRS

Recommendation 13:
The Audit Committee, with the assistance of its ad hoc advisory group and its
professional consultant, should review within 45 days and improve as necessary its
procedures for review of the City's CAFR fo determine if any :mprovements should be
made lo those procedures.

Response 13: a0
The City concurs with this recommendation. The Clty has nowacompleted four CAFRs,

with three of them being reviewed by the Audit (;-_ommlttee The‘Audlt Committee began
reviewing the City's fiscal year 2006 CAFR on. April- 4™ and will regiime its review on April

14", Following the review of this CAFR, the Alidit Committee will docket a discussion . .+ Deleted: The Audit Cammittes will
W|th management and outside disclosure.counse! to discuss what hasiworked and begin reviawing the City's fiscal year

o 2008 CAFR in early April.
perhaps what improvements could be mAde to the CAFR:review pProcess:

\\c»'\ .‘\‘:1:\ “‘?
The Audit Cormmitiee appointed an ad hoc adwsor_\( groug in 2007 to analyze the City's
CAFR review process and make -recommendationsifor improvement, Additionally, the
Audit Committee similarly requestédsthat Jeffersofi:Wells examine the City's CAFR
review process. it is expecied that féports from the ad: hoc advisory committee and
Jefferson Wells will be presentedio the AlidiRCommitteet on April 28"

SN,
R LRl
Shelf-Like Dlsclo%hre\Sy&em

Recommendatron 14 &%
The City, with the assrsrance of the DPWG*‘shou!d evaluate within 6 months the
desrrabmty of a shelf hke d;sclosurs system‘ro improve the quality and timeliness of its
repg;tmg ‘to:ithe ﬁnaﬁciaf ‘markets on an‘ ongomg basis and to permit the efficient access
Jo=the caprtaf markets ‘for:-needed financing.
\-.Q-;;;x .
"{*:i‘\ Response 14 SN
The DPWG procedures for reviéw of Official Statements are designed to ensure, to the
extent Jpossible, thaf:Slich Statements contain no material misstatements or omissions
and“othenmse are consistent with disciosure best practices. The procedures require
muitsple levels of rewé“w including by a “Financing Group” and the full Disclosure
Practices’ Work|ng~Group The Financing Group is appointed for each transaction, and
consists of the E)eputy City Attomey for Finance and Disclosure, outside disclosure
counsel, and thé bond ﬁnancmg team {bond counsel, underwnter underwriter's counsel,
financial advisors, City staff - i.e., those persons generally thought of as the core working
group). An Official Statement will be prepared by the bond financing team, reviewed by
the Financing Group and the Disclosure Practices Working Group, certified as to its
accuracy by the Mayor and the City Attorney, and by the City Auditor as to the financial
statements and any abstracts from such statements in the bedy of the Official Statement.

3
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,ﬁecommendatron 15: ‘l‘{\

Such multiple levels of review require a considerabte amount of time. There are various
alternatives to address this that the City has under consideration. One approach would
be to move towards “shelf-like" disclosure. This has been used by municipal issuers,
which prepare, for example, annual information statements, quarterly updates to those
statements, and a separate bring-down supplement for each financing. This wouid
ensure that at any point in time the City's disclosure was relatively recent and would
avoid any delays as the City tries to come to market,

An alternative approac:h would be for the City's financial staff to carefully monitor the
accommodate the DPWG review procedures This is th'é'épproach that is, in effect,
being utilized today. The DPWG established and pulg ished Himelines for review of both
Official Statements and other disclosure documentsr :City sta respons:ble for
monitoring the forward financing calendar W|th '"ch timelines in’ m‘m\d

carefully the forward calendar is the most effi cac:lous
frequency of the Clty s financings. If the Clty‘wer

may be preferable On the other\hand‘;' ' n
twice a year, the constant review’ and updatmg-necessnated by the shelf-like process
may not be efﬁment W a\\l‘k\\\:&‘

fa‘r‘

disclosure counsel to amve at the Optl

considerationsidutiined above,; o
R

\m&}"i\ 26,
he City, with® the assktaqce of the DPWG, should, in connection with planning to
“reenter the pubhc? 1arket, evaluare the refation of the CAFR to the offering disclosure
<document and, in pamcu!ar “Should consider no fater than in connection with the 2007
CAFR the role and coverage of the Letter of Transmiftal in relation to the CAFR with a
view: to\enmmatmg unnecessary repetition and discussion.

s \\
Resgonse 3 5
The City concurs with this recommendation. tn this regard management will present to
the DPWG (a working group composed of City employees) for fiscal year 2007 a
significantly revised letter of transmittal which conforms to the consultants' other
recommendations and is in keeping with best practices for financial reporting. The
DPWG will consider whether certain information in the letier of transmittal should more
appropriately be included in any official statement provided 1o investors.
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Improved Discussion and Analysis

Recommendation 16:
The City, no later than in connection with its 2007 CAFR, should improve the quality of
its financial disclosure by providing an analysis, either in the MD&A or Letter of
Transmittal, as appropriate, that facilitates an understanding of the City's financial
statements and its financial condition, financiaf resuits, hqu:d:ty and capital needs,
including the risks faced by the City.

Response 16:
Financial Management notes that the recommendatio ects the existing function of
both the Letter of Transmittal and Management's Dis ss:on and Analysis and that they
are both prepared in accordance with accepted gutdance promulgated by the
Govemmental Accounting Standards Board and Govemment Flnance Officers
Assomatlon Management agrees, however,_ 'at ‘governmental accountlng isa complex

Transmittal or MD&A 2 rabular presenratrbn of its conrractual and off-balance sheet
obligations e and Dther comm:tments shown by relevant lime periods and with totals.
Q‘-* = >

Response 17: a?g_\.

Flnancnal Managemen 1 i
Standards Bgard St' \ents, the Clty 5-debt service {principal and interest) cbligations,
.-capxtal “and’ operatlng Iease obligations, pension and post-retirement benefit obiigations,
;:purchase commltments and other contractual obligations, and other long-term liabilities

\ sshown on the statement S net t.assets are currently discussed in detail in notes 5, 6,10,

“12 #7and 18to the»ﬁnancnal Statements in recently released CAFRS. For items not yet
reqmred to be dlsciosed in the Notes {OPEB), the City has voluntary disclosed that

Loss Contnngigcles and Risk Assessments

Recommendation 18:

The City, through the City Attorney Office, should, prior to the preparation of the 2007
CAFR, improve its systems for dealing with loss contingencies for financial reporting
purposes in order to remedy any deficiencies raised not by the City's independent
auditors to the extent not already remedied.

Response 18:
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Financia! Management agrees with this finding; however, notes that the City Attomey is
an independently elected official and that the valuation of contingent liabilities is almost
fully under the purview and expertise of the City Attorney. As a supplemental
recommendation, financial management recommends that the City Attomey should
immediately publish procedures for work product review by supervising attormey’s and
also publish procedures conceming the compilation of the FASB 5 letter from the City
Attormey. This would put in place revised internal controls that would demonstrate that
the FASB 5 respanse of the City Attomey not only refiects what is in the City Attomey’s
case files but that the case files themselves are mamtameq :_'i:cordance with attomey
work product standards. Once these procedures are in plac “the City Attorney could
request a rewew by the City's Internal Auditor to ensure: they are operating eﬁectlvely

meeting.

Response 18:

\“\‘*\\-.

\,.\esfabhsh a regular meeting schedula,
P

The Cltyj"_oncurs wrth '(hIS recommendation and the DPWG has aiready established a

set meetin .f'schedule The DPWG meets the 1% and 3" Wednesday of every month and
more frequentiyias necessary.

Recommendalion 21;
Any necessary changes fo the Disclosure Controls and Procedures to reflect changes fo
the Municipal Code should be effected within 45 days.

Response 21:
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The City concurs with this recommendation. A draft of a revised Disclosure Controls and
Procedures to conform to the Municipal Code and to make other appropriate changes
has been circulated and will be adopted within the recommended timeframe.

Recommendation 22:

The DPWG should assess the effectiveness of its review of the form and content of
“oress releases,... web-site posfings, and other commumcatrons reasonably likely to
reach investors or the securities markets” as set forth in Sectmn 22.4107(a)(1} of the
Municipal Code and within 45 days recommend changes, -'!f,gany, to reflect actual
practices within the City.

Response 22: B
Q.\\'.‘“.Q\

below, the Management is establishing an‘Invastor Informatlon web page on WhICh City
financial information that has been reviewed) and sxgned ‘off by the DPWG will be posted.
The DPWG will review Section.22 4107( ¥1) of the?.MumcnpaI Code and will recommend
changes as appropriate. 3

Recommendation 23‘ .

'\.\‘::‘\ 3
Response 23; :\ ;
The City concursawrth thlsf' ac

on ofﬁcnal statements ffor new bond offerings, which have been

‘rewewed by DPWG shall also be posted on the webpage. This site will also maintain all
\

ey, naterial event: not!ces and~the continuing disclosure annual reports disseminated to the

.\\market A prototype of the«lnvestor tnformation webpage created with the City

"

,..-5"‘

Recommendatron 24
The DPWG shiould, as required by the Municipal Code, continue to assess at least

annually the adequacy of its existing processes and propose modifications to enhance
the efficiency and overall effectiveness of its operations.

Response 24;
The City cancurs with this recommendation and the DPWG will at least annually assess
the adequacy of its existing processes and propose modifications to enhance the




-
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efficiency and overall effectiveness of its operations. This review will be especially
critical as the City prepares to re-enter the public bond markets for the first time since
the DPWG was established. The DPWG has conducted such intemal reviews on an
annual basis, and the third annual report was released on December 15, 2007,

Recommendation 25:
The DPWG, in conjunction with City financial management and the IBA, should assess

the current training program for City officials and staff and rscommend and implement
changes, if any, within 45 days. =4

255 -" .
V.QQ-:".;.-_. o
Response 25: E‘Eb\“&t
LR 3
e

The City concurs with this recommendatlon A ane! mcludlng representatwes from the
make recommendations regarding the curre?tiﬁirammg program for city: ofﬁcna!s and staff
and make recommendations and lmplement changes if; any, within 45 days
&
‘\:

e

Recommendation 26: . ;

The City should consider whethera any steps: Bre. neces ry .o ensure the availability of
legal counsel that wm’ foster the abll.rty of CJty oﬁrcrafs to consult with and obtain tegal
advice based upon a re!atronsh:p of triust.ahd" confrdence designed fo promote legal

compiiance. ¥ iy e
A *&“"& \\-‘* 3 S

Response 26 \
The Clty concurs: wnth th|§'

currentlyxwegy\s his- cl:ent as the publl faiher than the City and its officials. As such, the
ty Attomey;on occasnon.pursues policy and/or legal positions that are contrary fo the
gab’pollcy pos1tlons adopxted by the Council and/or the Mayor. The City Attorney also
eiieves that he’ can lnltlate CIVII proceedings without authorization by the City Council.
-:commlttee that revuewed the:City Charter recommended that changes be made o the

Charter to better clanfy that the role of the City Attormney, whether elected or not, is to

represent the City and |ts officials and that litigation can only be initiated with Council
hose r%commendatlons were not included in ballot measures coming before
the citizens:in. June :2008. Nonetheless, City officials work to promote procedures that
foster compl:ance “With disclosure and all other legal requirements, inciuding work on the
DPWG, the completron of 4 CAFRs, cooperation with the SEC independent monitor, and
implementation with Kroll recommendations. The issues of authorization and identity of
the client may require judicial resolution.
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San Diego City Employees Retirement System (SDCERS)

Recommendation 27:

The City Council should address within 30 days the “technical corrections ordinances
and the “waterfall” ordinance. It also should act on the matters required by the
compliance statement with the IRS within the time specified therein.

Reegonse 27:

City concurs with this recommendation. Docketed e Apnl -1, 2008 City Council
meeting is the first reading of an Ordinance to |mplement the Settlement Agreement
batween SDCERS, The City of San Diego and«theﬂnternal Revenue Service. in addition,
SDCERS and City Management have been attemptlng to modify the) Mumcrpal Code to

“officially” ellmlnate the use of surp|us e_an"\ gs" to pay for certain retlrement beneﬁts

{ial Required Contribution. As such,
Ui us -._IS\everaI atternpts to bring the
Munu:lpal Code into conformity wnth thlSwprachce have not been successful and staff will
continue to attempt to bring this matter forward for Clty Councﬂ action.
I
For additional mfonnat:on,xplease refer AGT SDCERS ~response to the First Annual Report

e
he: “SDCERS should "be asked to adopt promptly any necessary
mendments to rrs ot ers controﬂmg documents foﬂowmg final actron by the City

F’Iease refer to SDCERS' response to the First Annual Report of Independent Consultant
to the: Clty of San Dlego March 27, 2008 (Attachment 2).

“b&%}‘nﬁ
Recommendation'29:
The Mayor should make reasonable efforts to appoint or reappoint trustee to fill the
current vacant and holdover positions on the SDCERS Board within 90 days.

Respense 29:
The City concurs with this recommendation. The Mayor has appointed several new

members to the SDCERS Board and regutarly searches and solicits qualified individuals
to fill vacancies on the Board. Recently, the SDCERS Board purchased Directors and
Officers insurance, which should assist in process of filling positions because there are
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concerns about lawsuits being initiated against the directors. Because of the importance
of the position and the extensive qualifications necessary, the appointment process is
necessarily stower than desired.

For additional information, please refer to SDCERS' response to the First Annual Report

of Independent Consultant to the City of San Diego dated March 27, 2008 (Attachment
2),

Recommendation 30

Response 30:
Please refer fo SDCERS' response to the,
to the City of San Diego dated March 27{.’:

Recommendatron 31

process and information flaw betwé'en SD\CERS andif e:City and adopt necessary
modifications, if any, to this process to e"r'?sure he compiete and tfrnely flow of pension
and benefit-related mformatron to the {City necesge fisc:

preparation of th , arich;

'
Ly

‘fi
::f’

faeN
Financial Man agement conéhrs with this:rec
mitigating procedures have already been put in place. These procedures include
monthly meehngs between the' SDCERS CFO and the City Comptroller and a mutual
rewew of each entity?}s*CAFR prior {0 issuance. Additionally, the two organizations
«Legularly comJnunlcat as nnecessary conceming issues of mutual interest. Management

“-Jrecognlzes hdb‘wever that eﬁechve communication is sometimes hampered by ongoing

Response 3 ;«\\
is:recommendation and notes that several

"'\\uhtlgatlon betweenathe two entities.

*&\t %\;‘ Ry

Recommendatib’ﬁ 32:
SDCERS should report quarterly on the actions taken to remediate its failures to comply
with applicable legal requirerments and to ensure that similar failures do not reoccur.

Response 32:
Please refer to SDCERS' response to the First Annual Report of Independent Consultant
to the City of San Diego dated March 27, 2008 (Attachment 2}.
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Recommendation 33:
The City, working with SDCERS and with the assistance of an experienced pension
consultant, should explore the range of alternatives for funding the City's pension and
post-refirement benefits commifments. Alternatives might include, for example, funding
alternatives, reduction or freezing of benefits, or establishing, as some private entities
have done, a separate employee/union controfled plan that relieves the employer of
further obligations. Whife all such alternatives are subject to n'egal contractual and
employee relation considerations, a comprehensive report shouid be issued by
December 31, 2008.

Response 33: S
The City concurs in this recommendation. The Ctty has taken sngnlﬁcant steps to reduce
its pensmn obllgatlons and its post-retlrement benef ts commltments The Clty is funding
The City is also proposing a new pension; system for new empioyees that reduces Clty
obligations significantly. Based upon court-decisions, reduction of obhgatlons for
existing employees has not been posmble‘"ﬂ' he City I ha 5-:a|so reduced post-retirement

commitments. By agreement effective July 2005 theCity eliminated retiree heaith
benefits. The City has also taken Steps to fund’ |ts current health benefits by establishing
a trust that with CalPERS and' has» posﬁed appmxlmately $30 million into this account
during fiscal year 2008. £ 33 Ry

For additional information, please refer to SDCERS' response to the First Annual Report
of Independent ConuIta to the Clty of %n"Dlego dated March 27, 2008 (Attachment

s -::-Q:{ S
L U B
Recommendation 34: U\:\%.{“\ T

SDCERS plan actuary should perform an, expenence study to assess the correctness of
the actuanal assumpf:on berng used 38" prompﬂy as pract.rcal but within 120 days. This

N W
*Resgonse 34: :’::'-\ R
Please refer to SDCERS response to the First Annual Report of Independent Consultant
to the: Ctty of San Dlego dated March 27, 2008 (Attachment 2).

Training

Recommendation 35:

The City, with the involvement of the DPWG and the IBA, as applicable, should develop
within 90 days a comprehensive and coordinated training program for City officials and
personnel on disclosure and financial reporting and then should report quarterly on the
implementation and effectiveness of that program and any changes made to it.

Response 35:




*
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The City concurs with this recommendation. In December 20086, the City Council
adopted a comprehensive financial fraining program deveioped by the Office of the
independeant Budget Analyst (IBA} at their request. Trainings to date covering disclosure
{March 2007) and financial reporting {Apg! 2007} have effectively been coordinated with _...--{ Deteted: i ]
cedain members of the DPWG and City fiscalllegal consultants. The City Council
training program is: comprehensive for glected official needs/purposes: systematic in
. reguiring that certain important financial topics be covered once every two vears: and
available to City staff/public live and via 7/24 replay an the City s website.
p\‘. h
A pane! including representatives from the DPWG, the 1BA“*‘15nd financial management
will review the current training programs for the City Cotinciizand City staff. The panel
wili make recommendations regarding the current tra\inlng programs,and implement ..----"| Deleted: and

changes, if any, within 45 days. *{ Deleted: for city oficials and staff
and make recornmendations

Fiscal Integrity

Recommendation 36:
The City should assess the value of its currenr\FJve'-' vear Financial Quticok as a
planning tool, and consider usg;of additional plannmg toofs, for ensuring that the City is
abie to meet its goals for prowdmg 'servicas to the’ crtfzens of San Diego at a cost they

are willing to bear. ‘;\:i?{ R \%\,
Ty
B =N

Response 36: r {% AR

The City's Five Year F:nanmai Outlook (Outlook) prowdes the framework for informed
budgetary pianmng and fhe adoptlon "of:4h e Tity's annlal budget. The Clty currently
works with sta&e ‘and reglonal .agencies?
policy trends\to inform the Clty ] forecast‘-'The City incorporates this research and
contmual in- house; analysasg\n penoghc updates to the Outlook throughout the year as

,‘term fi sca1 plam;gng angclntends to lmplement any enhancements that can be realistically
.k__‘_:supported by avallabte fesqurces.
T S
Add!tlonally, IBA Regort 4#08: Oirioted items that were not considered in the Outlook that
arailikely 10 impact thg'City's General Fund. The IBA Report also compared the City's
Qutlookito other municipal forecasts and suggested common features that couid add
value infiiture updat8s (i.e.. a discussion of risks). City management has reviewed the

IBA's recommendéti'c’ms and indicated that they will incorporate them into the next .- Deleted: suggestions with the IRA's
Qutiook,  “SEE Report and will consider

Lutiook, 3

’!n..

{ Deleted: ing ]

The City will continue to work with the Independent Consultant fo not only implement these
recommendations but also to go beyond in order to ensure that the City confinues to establish
best practices in its financial reporting and ultimate disclosure.
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Sincerely,
JERRY SANDERS SCOTT PETERS
Mayor City Council President
Attachments
Cc Honorable Members of City CounciI/Auqit_TiE:‘.

Michael Aguirre, City Attorney R

Stanley Keller, independent Consult"éx"}jﬁi};‘;
Jay M. Goldstone, Chief Operating Ofﬁ(:_g_‘r‘.\-%
Andrea Tevlin, Independent Budget Analysts:,
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May 6, 2008

Mr. Kelly C. Bowers

Senior Assistant Regional Director
Securities and Exchange Commission
Los Angeles Regional Office

11" Floor

5670 Wilshire Boulevard

Los Angeles, CA 90036-3648

Dear Mr. Bowers:

This is in response to the 36 recommendations
Independent Consultant fo the City of San D:ego date

Financial Contro! Structure
Audit Committee

Recommendatrbn 1

Internal Audit Function

Recommendation 2:

The City should submit to the voters for approval in June 2008, and timely take all action
to meet that schedule, the creation of an office of City Audifor that is separate from the
current office of Auditor and Comptrolier and with direct reporting responsibility to the
Audit Committee. '
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Response 2:
The City concurs with this recommendation. The Office of the City Auditor was

established by the Mayor in calendar year 2007 by separating the internal audit functions
from the comptroller duties. The reporting structure was also changed so that the City
Auditor no longer reports to the Auditor & Comptroller (Chief Financial Officer) but rather
to the Chief Operating Officer. Given certain restrictions in the City’s Charter which

limits a further separate duties, this organizational change separates the Department
and reporting structure of those responsible for preparing the City's financial information
and establishing the City’s internal controls from those responsible to oversee and report
on the adequacy of these confrols.

In addrt:on the Mayor has S|gned a Statement of Ope tm

_c_:iples (SOP) that

amendment on the June 2008 ballot whlq_
Auditor report to the Audit Committee.

Recommendation 3:
.‘ J e Llﬂ.y S5/ JUU}d Ut‘yl“ lf = ‘Uf Uu_

e inter faf

Giif Hy U.l I.H

Response 3:
The City concu

Whistleblower and Hotline Complaint System

Recommendation 4: ‘

The City should implement within 45 days, consistent with the advice of Jefferson Wells
for steps prior to Charter revision, the procedure contemplated by the Audit Committee
charter for a confidential and anonymous hotline involving the Audit Committee
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independent of City management for complaints and concerns regardmg financial control

* or financial and auditing matters.

hotline complaints and activity be directly ref

Response 4:
The City concurs with this recommendation. in anticipation of the proposed Charter

amendment on the June 2008 ballot, steps are being taken to transfer oversight of the
hotline to the Office of the City Auditor. The proposed Charter amendment changes
include having the City Auditor report to the Audit Committee and the granting the City
Auditor the power to investigate any material claim of fmanmai' raud, waste, or
impropriety within any City Department.

the Council will consider requesting the Ci
related reporting.
Impreoper Influence Ordinance

Recommendation 5:
The City should address any remaining rssues e_xpedft.'ou

sly S0 that an improper

Response 5:
The City conc

responsibil}"ty._' related accountability for the City’s financial reporting.

Response 6:

The City concurs with this recommendation and has approved and placed on the June
2008 ballet for consideration. The Independent Consultant, in his capacity as monitor,
has reviewed and approved the language contained in the ballot proposal.
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Internal Controls Remediation

Recommendation 7; .

The Cily needs to better integrate and cocrdinate its ERP process and ICOFR process
in order to align their objectives, maximize utilization of available resources and achieve
optimum results. This should be addressed (to the extent it has not been), with
identification of defined tasks, specific individuals with responsibility and specific
resources to be employed, within 45 days.

Response 7: :
The City concurs with this recommendation. Steps have dy been taken to address
thls recommendat;on and include: consoclidating both eﬁ er the direction of the

and developing the appilcable policies and-p <
employee training. The relation between:the City's ICOFR initiative and- th" ERP

initiative were defined in a presentation to’ the .City Council-Audit Committeg’dn March 10,
2008.

Recommehdation 8: S
The City needs to devote addmo a! resources,fo the IC _R process if the internal

made.,

Resgonse 8:

N If adopted by the City Council, this would bring the total
e prolect to 6240 hours WhiCh reﬂects an approxlmate

documentati fternal controls, there may be sntuahons whereby the retention of a
firm with expertise in a particular area may be of benefit to the City.

Recommendation 9:
The City should establish a reasonab/e schedule and budget for developing and

implementing installation of the ERP system that takes info account integration of the
ICOFR process. This should be done within 60 days. :
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Response 9:
The City concurs with this recommendation and is currently reviewing the timeline for

developing and implementing both projects. The results of this review are planned to be
presented to the City Council Rules Committee on April 23, 2008.

Recommendation 10:
The City should continue to take a top-down, risk-based approach to remediating its
internal control weaknesses as a more effective way fo t:melyfidennfy critical internal
control processes, and should addresses the deficiencie ‘Weaknesses identified in
the Krolf Report, the Yellow Book reports and the Audi Comptroller annual reports,
but should go beyond these to look at internal cont‘rofs comprehensive basis.

These efforts should be assessed quarterly.

Response 10:

The City concurs with this recommendatio_n5 id'plans to brief the Ci puncul on these

The City concﬁrs y
through the.use a’

Committee on thé progress of these efforts at least quarterfy

Response 12:
The City concurs with this recommendation. The City has predefmed period-end

financial reporting routines; however, they are not documented. Staff plans to present
formal documentation of the City’s existing period-end financial reporting routines to the
Audit Committee no later than May 2008. These processes will reflect the City's current
“as is” routine for compiling monthly and fiscal year end financial reports. With the
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Financial Reporting Enhancements

. Resgonse 13:

2008

implementation of the ERP systém, the City will be moving toward calendar based .
reporting periods rather than periods based on the City's payroll cycle. As such, the
ICOFR process in connection with the implementation of the ERP system will produce
completely revised financial reporting routines. These routines will be documented prior
to “go live” on the new accounting system. ‘

Review of CAFRS

Recommendation 13:
The Audit Committee, with the assistance of its ad ho
professional consuitant, should review within 45 day i
procedures for review of the City's CAFR to d i
made fo those procedures.

18. The f"nh/ Cm mml rn\nnwnd_t =5

a3 oV

in 2007 to analyze the City's
ﬁnda’uons for |mprovement and on Apnl 28,

Recommendation 12
The City, with the as _
desrrabmfy,of a shel !_f'e disclosure system tc improve the quality and rrmehness of its

fo the capita éts for needed financing.

Response 14:
The DPWG procedures for review of Official Statements are de&gned to ensure, to the

extent possible, that such Statements contain no material misstatements or omissions

-and otherwise are consistent with disclosure best practices. The procedures require

multiple levels of review, including by a “Financing Group" and the full Disclosure
Practices Working Group. The Financing Group is appointed for each transaction, and
consists of the Deputy City Attorney for Finance and Disclosure, outside disclosure
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counsel, and the bond financing team (bond counsel, underwriter, underwriter’s counsel,
financial advisors, City staff - i.e., those persons generally thaught of as the core working
group). An Official Statement will be prepared by the bond financing team, reviewed by

. the Financing Group and the Disclosure Practices Working Group, certified as to its.
accuracy by the Mayor and the City Attorney, and by the City Auditor as to the financial
statements and any abstracts from such statements in the body of the Official Statement.

Such multiple levels of review involve significant commitment of time and City resources.
There are various alternatives to address this that the City has’ under consideration.

One approach wouid be to move towards “shelf-like” disclos il & This has been used by

municipal issuers, which prepare, for example, annual i 1ation statements, quarterly

updates to those statements, and a separate bring- d ‘supplement for each financing.
This would ensure that at any point in time the C|ty §'disclosure,was relatwely recent and

Recommendation 15:°

The City, with the assistance of the DPWG, should, in connection with planning to
reenter the public market, evaluate the relation of the CAFR fo the offering disclosure
document and, in particular, should consider no later than in connection with the 2007
CAFR the role and coverage of the Letter of Transmittal in refation fo the CAFR with a
view to eliminating unnecessary repetition and discussion.
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Response 15: ' :
The City concurs with this recommendation. In this regard management will present to

the DPWG (a working group composed of City employees) for fiscal year 2007 a -
significantly revised letter of transmittal which caonforms to the consultants’ other
recommendations and is in keeping with best practices for financial reporting. The
DPWG will consider whether certain information in the letter of transmittal should more
appropriately be included in any official statement provided to investors.

Improved Discussion and Analysis

Recommendation 16: .
The Cfty, no later than in connect:on with its 200 'CAFR shouid improve the quality of
L

incfuding the risks faced by the City.

Response 16:

Financial !\.ﬂan:\nnmnnf nntag fhﬁ v

: "'ihe context of the SEC's Plain English
_ent will revise the Letter of Transmlttal and

obhgat' ns and other.commitments shown by relevant periods and with totals.

Financial Management notes that in accordance with Governmental Accounting
Standards Board Statements, the City's debt service (principal and interest) obligations,
capital and operating lease obligations, pension and post-retirement benefit obligations,
purchase commitments and other contractual obligations, and other long-term liabilities
shown on the statement of net assets are currently discussed in detail in notes 5, 6,10,
12,17 and 18 to the financial statements in recently released CAFRS. For items not yet
required to be disclosed in the Notes (OPEB), the City has voluntary disclosed that
liability in its Letter of Transmittal.
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" Loss Contingencies and Risk Assessments

Recommendation 18:

The City, through the City Attorney Office, should, prior to the preparation of the 2007
CAFR, improve jts systems for dealing with loss contingencies for financial reporting
purpeses in order to remedy any deficiencies raised by the City's mdependent auditors
fo the extent not already remedied.

Response 18:
Financial Management agrees with this finding; howev

....... confingent liabilities is almost

fully under the purview and expertise of the City Attorney As a’supplemental
recommendatlon financial management recommends that the Clty Attorney rewew and

t would demonstrate that N

hat is in the City Attorney s'case files but

accordance with attorney work product
ity Attorney could request a

n‘ hpnrnhng aﬂectntelw 'Addinonglhr

response of the City Attorney not only refleq
that the case files themselves are maintaine
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Recommendation 20:
The DPWG should continue to establish a regular meeting schedule.

Response 20:

The City concurs with this recommendation and the DPWG has already established a
set meeting schedule. The DPWG meets the 1% and 3" Wednesday of every month and
more frequently as nacessary.

Recommendation 21:
Any necessary changes to the Disclosure Controls a:_
the Municipal Code should be effected within 45 days.

es to reflect changes fo

Response 21: : Gl
The City coneurs with this recommendati A draft of a revised Disclosurg:Controls and

Procedures to conform to the Municipal Code.and to make other appropriate’ bhanges
has been circulated and will be adopted WIthln_the reSommended timeframe.

Recommendation 22: 3
The DPWG should assess the effe' tivene
‘press releases, .. web site posrmgs -and or

of.ifs review ‘of the form and content of

:_ommumcations reasonabiy likely to

Municipal Code and Wrt
practices withiri the City.

change as approprlaté'

Recommendation®23:
in connection with the foregoing, the City should revise its website within 90 days to

have a dedicated portal where official documents reviewed by the DPWG can be posted.

Response 23:
The City concurs with this recommendation. The City's Investor Information webpage

shall provide a portal in which official statements for outstanding bond issuances will be
archived. In addition, official statements for new bond offerings, which have been
reviewed by DPWG, shall also be posted on the webpage. This site will also maintain all
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material event notices and the continuing disclosure annual reports disseminated to the
market. A prototype of the Investor Information webpage, created with the City
disclosure counsel's assistance, was reviewed by the DPWG on April 2, 2008, and the
webpage is anticipated to go live by early May, 2008, The City staff will administer
ongoing updates to the website in consultation with the DPWG.

Recommendation 24:
The DPWG should, as required by the Municipal Code, continué to assess at least

annually the adequacy of its existing processes and propose:modifications to enhance
the efficiency and overall effectiveness of its operation

Resgonse 24:

the DPWG was established. The DPWG haé' C
annual basis, and the third annual report was re

Recommendation 25:
The DPWG, .'n conjunctfon with CI

legal counself Will foster the ability of City officials to consuit with and obtain legal
advice based upon a refationship of trust and confidence designed to promote legal

comphance

Response 26:
The City concurs with this recommendation. There is some disagreement among City

officials on the role of the City Attorney. The City Attorney as a city-wide elected.official,
currently views his client as the public rather than the City and its officials. The City
Attorney on occasion pursues policy and/or legal positions that are contrary to the
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legal/policy positions adopted by the Council and/or the Mayor. The City Attorney also
believes that he can initiate civil proceedings without authorization by the City Council.

As noted by the Independent Consultant, that “because of the potential for tension
between separately elected officials there may be a need for legal counsel who is in a
position to serve as adviser to other elected officials and thus able to advise on legal
compliance as matters are being considered." The City Council-has from time-to-time
hired outside counsel to advise it and the Mayor on particular issues and has even
retained outside legal counsel to represent the City on matterswhere it has been
determined that the City Attorney has taken a position contr, to the best interest of the

City.

including work on the DPWG, the completlon"' 5
Independent Consultant and i |rn Iementatlon w; :

between SDCERS The C|ty of ‘San Diego and the internal Revenue Service. In addition,
SDCERS and City Management have been attemptlng to modify the Municipal Code to
ofﬂcxally ellmtnate the use of * surplus earnings” to pay for certain retirement benefits.
ifplus earnings” ended with the City's June 30, 2006 actuarial

; ne, SDCERS directed its actuary to include the payment of the 13"
check and Corbett:Benefits in its valuation liabilities and as a result these two benefits
are now being paid for by the City as part of its Annual Required Contribution. As such,
no benefits are being paid from “surplus earnings.” Several attempts to bring the
Municipal Code into conformity with this practice have not been successful and staff will
.-cantinue to attempt to bring this matter forward for City Council action.

For additional information, please refer to SDCERS’ response to the First Annuel Report
of Independent Consultant to the City of San Diego dated March 27, 2008 (Attachment

2).
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Recommendation 28:

To the extent necessary, SDCERS should be asked to adopt promptly any necessary
amendments fo its other “controlling documents,” following final action by the City
Council regarding the matters listed in the preceding recommendation.

Response 28: .
Please refer to SDCERS' response to the First Annual Reportof.independent Consultant

to the City of San Diego March 27, 2008 (Attachment 2

Recommendation 29:

Ofinors imgurance which chnulrl E i n'v'l hnerhr\ne haranica +|’1C\FQ ara
Stin proce i pesi =]

NI O PO GGG, WY r.t bt 'rl % Tl A it et v N et e

to the Clty of San Djego datad March 27, 2008 {Attachment 2).

Recommendation 31:

SDCERS, in conjunction with the City management, should evaluate the communication
pracess and information flow between SDCERS and the City and adopt necessary
maodifications, if any, to this process fo ensure the complete and timely flow of pension
and benefit-refated information to the City necessary for fiscal planning and the
preparation of the City’s financial statements. :
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Response 31:
The City concurs with this recommendation and notes that several mitigating procedures

have already been put in place. These procedures include monthly meetings between
the SDCERS CFO and the City Compfroller and a mutual review of each entity’'s CAFR
prior to issuance. Additionally, the two organizations regularly communicate. as
necessary concerning issues of mutual interest: Management recognizes, however, that
effective communication is sometimes hampered by ongoing litigation between the two
entities. As part of the DPWG's review of the City's 2006 CAFR, SDCERS’ CFO
participated in the DPWG meeting in order to respond to g estions from DPWG
members. Questions focused on those areas of the City’s.CAFR where information was
obtained from SDCERS' CAFR.

For additional information, please refer to SDCERS response to'the First Annual Report
of Independent Consultant to the City of San Die Jo dated March 272008 (Attachment

2).

Recommendation 32:
SDCERS should report quarterly on the actrons takeri to remediate its failures to comply

milar f:wfrlrc:o do not repoour
W J Il .

Cwilth onnlfr--:shl'n fnnaf regquirem o ensure f!‘ta
aep equ ] 3

Response 32:

comm:tmenis Alfernat:ves might include, for example funding
-freezrng of beneﬁts or establishing, as some private entities

not only its full pensnon yearly obligations but also paying in excess of its Annual
Required Contribution. The City is alsc proposing a new pension system for new
employees that reduces future City costs significantly. Based upon court decisions,
reduction of obligations for existing employees has not been possible. The City has also
reduced post-retirement commitments. By agreement effective July 2005, the City

. eliminated retiree health benefits. The City has also taken steps to fund its current
health benefits by establishing a trust that with CalPERS and has deposited
approximately $30 million into this account during fiscal year 2008.
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For additional information, please refer to SDCERS' response to the First Annual Report
of Independent Consuitant to the City of San Diego dated March 27, 2008 (Attachment

2).

Recommendation 34:

SDCERS' plan actuary should perform an experience study to assess the correctness of
the actuarial assumption being used as promptly as practical but within 120 days. This
and future experience studies, as well as future actuarial rep ris, should reflect the effect

of the DROP program.

Response 34:

Training

Recommendation 35:
The f‘n‘u with the Jn\.rnhf.amanf"”

Fiscal Integrity

Recommendation 36: '
. The City should assess the value of its current Five-Year Financial Qutlook as a
" planning fool, and consider use of additional planning tools, for ensuring that the City is
able to meet its goals for providing services to the citizens of San Diego at a cost they
are willing to bear. :
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Response 36; _ _
. The City's Five Year Financial Outlock (Outlook) provides the framework for informed -

budgetary planning and the adoption of the City’s annual budget. The City currently

~ works with state and regional agencies to incorporate relevant economic research and
pelicy trends to inform the City's forecast. The City incorporates this research and
continual in-house analysis in periodic updates to the Outiook throughout the year as
economic condifions and demands on city resources change to keep the forecast
relevant to current conditions. The City continues to eva!uate‘best practices for long
term fiscal planning and intends to implement any enhan nts that can be realistically
supported by available resources.

Additionally, IBA Report #08-9 (Attachment 3) note'd_.l ams that i ere not considered in

compared the City's Outlook to other municipal; forecasts and suggested common
features that could add value in future updafes i.e., a d|scussron of rlsks) City

The CII.)‘ will continue to work with thu

Sincersly,
JERRY SANDERS.. SCOTT PETERS
Mayor City Council President

Attachmenis

Cc: Honorable Members of City Council/Audit Committee Members
Michael Aguirre, City Attorney
Stanley Keller, independent Consultant
Jay M. Golidstone, Chief Operating Officer
Andrea Tevlin, Independent Budget Analyst
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EXECUTIVE SUMMARY SHEET
CITY OF SAN DIEGO

DATE ISSUED: April 25, 2008 REPORT NO:
ATTENTION: Council President Peters and City Council
ORIGINATING DEPARTMENT:  Mayor Sanders Office

SUBJECT: Response to Report from the Independent Monitor
COUNCIL DISTRICT(S):

CONTACT/PHONE NUMBER: Ed Plank/ 236-6433

REQUESTED ACTION: Docket for City Council discussion the Mayor’s response to the
annual report from Mr. Stanley Keller, the Independent Oversight Monitor and authorize Council
President Peters to co-sign the response prior to its submittal to the Securities and Exchange
Commission.

STAFF RECOMMENDATION: Authorize Council President Peters to co-sign the Mayor’s
response to the Annual Report.

EXECUTIVE SUMMARY: The 2006 Report of the Audit Committee of the City of San
Diego (the “Kroll Report™) and the Cease and Desist Order of the United States Securities and
Exchange Comission issued in November 2007 established an Independent Monitor/Consultant
to oversee and report on the City of San Diego’s implementation of remedial actions included in
the Kroll Report’s recommendations and as required by the SEC. Mr. Stanley Keller with the
firm Edwards Angell Palmer & Dodge LLP was contracted to serve as this Independent Monitor
in January 2007.

Mr. Keller issued the First Annual Report of the Independent Consuitant to the City of San
Diego, dated March 25, 2008. The report is attached.

The Mayor’s Office, with input from the Office of the Independent Budget Analyst and the
Disclosure Practices Working Group, has prepared a response to Mr. Keller’s Report. This
response is being provided for review by the City Council with a request for the Council
President to be authorized to co-sign the response prior to its submittal to the United States
Securities and Exchange Commission.

FISCAL CONSIDERATIONS:

PREVIOUS COUNCIL and/or COMMITTEE ACTION:

COMMUNITY PARTICIPATION AND PUBLIC OUTREACH EFFORTS:

KEY STAKEHOLDERS AND PROJECTED IMPACTS:
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First Annual Report of Independent Consultant to the City of San Diego

1. Introduction

This is my First Annual Report as Independent Consultant to the City of San Diego (the
“City”) in accordance with the Cease-And-Desist Order of the United States Securities and
Exchange Commission (the “SEC”) dated November 14, 2006 (the “SEC Order”). I became
Independent Consuitant under the Agreement between the City of San Diego and Edwards
Angell Palmer & Dodge LLP for Independent Consulting Services dated January 16, 2007 (the
“Agreement”). The Agreement also provides for me to act as Independent Monitor as
contemplated by the Report of the Audit Committee of the City of San Diego issued on August 8,
2006 (the “Kroll Report™) to oversee and assist the City in implementing the recommendations of
the Kroll Report. 1 issued my Initial Report required by the Agreement and the SEC Order on
June 7,2007. It described my activities as Independent Consultant and Independent Monitor.

The Initial Report also made certain recommendations based on these activities. As provided in
the Agreement and the SEC Order, this First Annual Report describes my review and assessment
of the City’s policies, procedures and intemal controls regarding (1) its financial and other
disclosures, (ii) the hiring of internal personnel and external experts for disclosure functions, and
(1ii) the implementation of active and ongoing training programs to educate appropriate City
employces regarding compliance with disclosure obligations, and my conclusions and
recommendations with respect to these matters. The SEC Order provides for subsequent reports
to be delivered after the second and third anniversaries of my appointment. .

This Report contains recommendations, both those included in the Initial Report and
those developed subsequently, concerning, among other things, the City’s policies, procedures
and intemnal centrols regarding its disclosures for offerings, including disclosures made in its
financial statements, pursuant to continuing disclosure agreements and to rating agencies, with a
view to assuring compliance with the City’s disclosure obligations under federal securities laws.
It also includes my assessment and report on compliance by the City with those policies,
procedures and internal controls and whether it has adopted recommendations previously made.
Under the SEC Order, the City is to implement those recommendations or alternatives that the
Mayor and City Attorney certify they reasonably belicve are expected to achieve the same
objectives. Co

My Initial Report focused on my activities both as Independent Consultant under the SEC

Order and as Independent Monitor under the Kroll Report, with emphasis on the latter because of
.the nature of my activities at the outset of my éngagement. This Report deals solely with my

role as Independent Consultant.! I have been assisted in my activities by lawyers and other
personnel in my law firm, most notably Walter St. Onge, an expert in municipal finance law. 1
also have been assisted by Rod LeMond of McGladrey & Pullen LLP based in Riverside,
California, who I retained to provide independent governmental accounting and auditing
expertise. McGladrey & Pullen is a leading national accounting and auditing firm with
recognized expertise in governmental accounting and auditing.

' My focus has been on the City's ongoing ¢fforts and future compliance. My role is not to revisit or replicate the
cxtensive internal and forensic investigations that have taken place at great cost to the City, and I have not done so.

BOS111 12254106.3
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11. Summary of SEC Ordell

The SEC Order resulted from the SEC’s investigation into whether the City violated the
antifraud provisions of the federal securities laws in connection with its offer and sale of over
$260 million in municipal bonds in 2002 and 2003, its filing of information pursuant to its
continuing disclosure obligations with respect to its outstanding bonds and notes, and its annual
presentations to the rating agencies. In particular, the SEC found that, in connection with these
activities, City officials knew or were reckless in not knowing of the failure to disclose the
severe difficulty the City faced with respect to funding its future pension and retiree health care
obligations. The Kroll Report also concluded that the City knowingly violated federal and state
legal requirements regarding the allocation of costs to residential and industrial users of its
wastewater sewer system. '

According to the SEC Order:

BOS111 12254106.]

During the relevant time period, the City engaged in several disclosure-related
activities. The City conducted five municipal bond offerings during 2002 and
2003, totaling over $260 million in face value. In connection with each of these
offerings, City officials assisted with the preparation of offering documents,
namely the preliminary official statement and the official statement. These
documents contained information relating to the City’s pension and retiree health
care obligations in appendices A and B, which appendices City officials were
directly responsible for drafting and updating,.

Further, in 2003 the City prepared and filed annual continuing disclosures relating
to $2.29 billion in outstandisig City bonds and notes. These disclosures included
information relating to the City’s current fiscal state, including the state of its
pension obligations. City officials were responsible for ensuring that these
disclosure filings contained current and accurate information.

Finally, during the relevant time period, the City made yearly presentations to the
rating agencies both with respect to specific bond offerings and to update the
agencies on the City’s general credit. The agencies specifically requested that the
City address its pension plan in these presentations, as this information directly
affected the City’s bond ratings. These presentations were prepared and presented
by City officials. .

In connection with these disclosure undertakings, the City provided information
relating to its pension and retiree health care obligations. Such information,
however, did not include disclosure of the gravity of the City’s financial problems
with respect to funding these obligations. In particular, the City faced substantial
and growing pension and retiree health care liabilities, primarily as a result of the
City’s intentional under-funding of its pension plan over a number of years, the
granting of additional retroactive pension benefits, its use of pension fund assets
to pay for those additional benefits, and the pension plan’s unexpectedly low
investment earnings.
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When the City eventually disclosed these liabilities i fiscal 2004, the credit rating
agencies lowered or suspended the City’s credit ratings. The City also was unable to timely
provide audited financial statements. The SEC, in turn, conducted an investigation into the
matter. The SEC found that the City’s failure to disclose information regarding the current
funding of its pension and retiree health care obligations, the future funding of those obligations,
and the City’s ability to pay those future obligations constituted a violation of Section 17(a) of

- the Secunities Act of 1933, Section 10(b) of the Securities Exchange Act of 1934, and Rule 10b-5

thereunder, which prohibit the making of any untrue statement of material fact or omitting to
stale a material fact in the offer or sale of securities. The SEC recently stated that its
investigation is ongoing as to individuals and entities that may have violated federal securities
laws. :

III.  Objectives of Remedial Action

As noted in the Initial Report, over two decades ago, a disclosure model comparable to
the model of full and fair disclosure that was developed for the corporate securities world under
the SEC’s registration system was imposed upon the municipal securities world, resulting in SEC
Rule 15¢2-12 and an increased focus on antifraud enforcement. Rule 15¢2-12, as amended,
mandates that an underwriter obtain from the issuer and review a final official statement, as
defined in the rule, and reasonably determine that the issuer has undertaken to provide

mrmtiesritney Alorlacsiien ~AF navinie smfrmenntsam sm o mwdne Fae tha s dame et fe fm stnsds noemaka dae A
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municipal securities offering. e

The current post-Sarbanes — Oxley world places heavy emphasis on the governance
structures, internal controls and disclosure processes and systems of public companies to ensure
the adequacy of financial reporting and disclosure. In this environment, there is now a parallel
opportumnity to bring similar structurcs, controls, processes and systems to municipal catities, but
adapted to fit their unique nature and needs. Thus, although my assignment as Independent
Consultant is focused on the City, and in particular on its compliance with the SEC Order, there
is an opportunity to help create a model for other governmental entities. As noted in my Initial

" Report, this opportunity has been embraced by key offictals within the City who view the

difficulties the City has experienced as an opportunity not merely to comply with the SEC Order
but to create a framework that can serve as such a model, utilizing the roadmap set out in the
Kroll Report, with appropriate modifications.

IV. Suhject Matters Addressed

My activities have involved analyzing, assessing and making recommendations with
respect to specific areas that relate to the adequacy of the City’s disclosures, financial reporting
and intenal control structure. These are discussed below and specific recommendations with
respect to each area are set forth. Because any work, by necessity, took place as of a specific
date and the City’s remediation efforts are ongoing, there may be subsequent developments that
are not reflected. In addition, because the City has not yet been in a position to return to the
public markets for financing, I have not been able to observe its disclosure processes and
controis in that context. I expect to do so before my next report.

BOSE!T 122541063 ' . ‘ 3
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Governmental Structaral Changes

The City took a number of actions to modify its governmental structure following the
events that led to the SEC investigation and.prior to my engagement. Significantly, the voters
approved on a trial basis a strong Mayor form of government to replace the City Manager form
of government under which the City Manager was chosen by the City Council. With this change
came the appointment of an expenienced Chief Financial Officer, who has since become Chief -
Operating Officer, and a new CFO has been appointed. These changes have centralized and
focused responsibility and accountability for the City’s financial affairs. The City also replaced
a number of officials and retained new outside advisors following the events that led to the SEC
investigation.

At the same time, an office of Independent Budget Analyst (“IBA™) was created that
provides important assistance to the City Council in the performance of its legislative function
and serves as a key check and control on the actions of the Executive Branch.

Another-component of the City’s governmental structure that performs an essential role
in the City’s compliance with legal requirements and serves as another control point is the City
Attorney’s Office led by an independently elected City Attorney. The capabilities of the City
Attorney’s Office in the disclosure process were significantly enhanced by the appointnient ofa
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ﬁnance and mumclpal disclosure, in addition to two deputy city attorneys assigned to this
function. In addition, the City retained new outside disclosure counsel with extensive

qualifications.

As described below, the City took a number of other steps to improve its disclosure
process, including creating a Disclosure Practices Werking Group and adopting Disclosare
Controls and Procedures, requiring senior officials to certify the accuracy of the City’s
disclosures, providing for an annual evaluation and report on the City’s internal financial
controls by the City’s Auditor and Comptrolier, and instituting training program for City officials
and staff.

Alsa, shortly before my engagement, the City Council formed an Audit Committee with
three Council members to assist the City Council in providing oversight of the City’s financial
rcportmg and disclosure. Followmg its formation, the Audit Committee began the process of
organizing itself and increasing itscapabilities to carry out its functions.

Financial Control Structure

Audit Committee

My Initial Report made a number of recommendations to strengthen the effectiveness of
the Audit Committee established by the City Council to oversee the City’s financial reporting
and internal control structure. Many of these have been accomplished, including adoption of an
ordinance setting forth the Audit Committee charter, creation of a three person citizen’s advisory
group to provide expertise, and retention of a professional consulting firm with experience in
accounting and auditing, Jefferson Wells. As provided in the Audit Committee’s charter, its
purpose is to, among other things, provide independent legislative oversight of the City’s

BOS111 12254106.3 4



accounting and financial reporting and disclosure processes, internal controls over financial
reporting, intemnal financial audit function and audit of the City’s financial statements, including
retention of the independent outside auditor.

Certain of these arrangements were viewed as interim measures pending revision of the
City Charter to permit a restructured Audit Committee with financial and accounting expertise
within its membership.

A Charter Review Committee made recommendations for Charter revisions, one of which
deals with creation of an Audit Committee with citizen members. The City Council has
approved submitting for voter approval in June 2008 a package of Charter revisions, one of
which would establish a reconstituted Audit Committee. Under the proposal, the Audit
Committee would consist of two Council members, one of whom shall be chair, and three
citizens with financial and accounting expertise appointed by the Council from a pool of
candidates recommended by a screening committee. This proposed revision is consistent with
my recommendation that an Audit Commuttee be created that is independent, has relevant
expertise and has a relationship with the City Council given the Council’s role in the City’s
financial reporting.

Recommendation;

The City should submit to the voters for approval in June 2008, and timely take all action
- 1o meet that schedule, the establishment of an Audit Committee that meets the following

criteria.
e Has the requisite independence from financial management.
o Hasthe requisite expertise to perform its oversight functions.

o Has a sufficient relationship with the City Council to engender its confidence in
view of the Council’s role in the City’s financial reporting.

Internal Audit Function

In my Initial Report I focused on the critical role of the internal audit function, which at
that time had virtually disappeared within the City. 1 worked with the City to establish based on
a Statement of Operating Principles an internal audit function with a direct relationship with the
Audit Committee so that intemal audit could operate with independence across the range of
functions required of that office. It was recognized that this was an interim arrangement pending
Chatter revisian to create a truly independent internal audit function. Afier appointing a
temporary internal auditor, following a search process that involved the Audit Committee and the
IBA, the Mayor, in consultation with the Audit Committee, appointed an internal auditor with
professional qualifications to serve in this position under the interim arrangement.

The Charter Reifiew_Committee proposed, consistent with my recommendations,
separating the audit and comptrotler functions now under the Auditor and Comptroller and
creating a separate office of City Auditor to perform the internal audit function with direct
reporting responsibility to the Audit Committee. There was significant debate on the method of .
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selection of the City Auditor. I expressed the view that there were several acceptable alternative
methods of selection, with the important objective being to create an effective and independent
internal audit function on a timely basis. The City Council approved submitting to the voters in
June 2008 a revision of the City Charter which will create a separate office of City Auditor who
would be nominated by the Mayor, in consultation with the Audit Committee, and would be
subject to confirmation by the City Council. The City Auditor would have reporting
responsibility to the Audit Committee and tenure to ensure independence from management.
This proposed revision satisfies the criteria of my recommendation.

Although efforts have been made to reestablish an operational internal audit function, the
internal audit office is currently inadequate!y staffed. If this office is to perform its '
function and the internal audit staff needs to be significantly expanded. The Audit Committee
professional consultant recently issued a report analyzing, among other things, the staffing needs
of the internal audit function. The Mayor has indicated that five new positions will be included
in the fiscal 2009 budget. This is a beginning but more resources will be required over time if
the City Auditor is to fulfill the internal audit responsibilities,

Recommendation:

= The City should submit ic the voters for approval in Juie 2008, and iimely iake all
action to meet that schedule, the creation of an office of City Auditor that is separate.
from the current office of Auditor and Comptroller and with direct reporting
_responsibility to the Audit Committee.

o The City should begin the process of significantly increasing the staﬁ?ng of the
internal audii function in order to permii effective internal auditing (o be
accomplished, including an assessment by the internal auditor of staffing needs, and

- should periodically report its progress to the Audit Committee.

Whisteblower and Hotline Complaint System

The Audit Committee charter provides for establishing procedures for the Audit
Committee to receive complaints regarding intemnal financial control or financial and auditing
matters, in each case on 2 confidential and anonymous basis if so desired by the reporting person.
The City has 2 hotline operated by the Office of Ethics and Integrity and utilizing a third party
provider. However, the hotline operation can be improved to ensure its independent operation
and effective oversight. Recommendations have been made by the Audit Committee
professional consultant, including direct reporting to the Audit Committee of hotline activity
involving improper financial conduct and fraud, waste and abuse and hotline monitoring, with
increased monitoring and reporting responsibility for the City Auditor following Charter revision.

Recommendation:

o The City should implement within 45 days, consistent with the advice of Jefferson
Wells for steps prior to Charter revision, the procedure contemplated by the Audit -
Committee charter for a confidential and anonymous hotline involving the Audit

BOSI11 12254106.3 6
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Committee independent of City management for complaints and concerns regarding
financial control or financial and auditing matters.

Improper Ihﬂuence Ordinance

The Kroll Report recommended that the City adopt an ordinance making it unlawful for
any City official or employee to improperly influence the outside auditor or other professionals
in connection with the preparation of the City’s financial statements and financial reporting. A
draft ordinance patterned afier Section 303 of the Sarbanes-Oxiey Act and SEC Rule 13b2-2 has
been prepared but appears stalled, apparently over concerns that there be proper safeguards to
insure that the ordinance is properly used and rights of the accused adequately protected, and
over issues regarding the enforcement authority, particularly considering the important role of
the City Attomey in the disclosure process. These concerns and issues should be resolved
expeditiously so that the ordinance can be adopted as promptly as practicable.

Recommendation:

o The City should address any remaining issues expeditiously so that an improper
influence ordinance can be adopted as promptly as practicable.

Focused Financigl Management Responsibility and Accountability

The City’s financial disclosure problems in the past were in part attributable to diffuse
financial management responsibility. The City has taken some steps through appointment of a
Chief Financial Officer (CFO) to address this problem. However, the City needs to complete the
actions necessary to accomplish this by submitting to the voters Charter revision that not only
separates the audit and comptroller functions now located with the Auditor and Comptroller but
establishes clearly the position of CFO with focused responsibility and accountability for the
City’s financial reporting.

Recommendation:

»  The City should submit to the voters for approval by June 2008, and timely take all
action o meer that schedule, the separation of the Auditor and Comptroller position
into two and the creation of the position of Chief Financial Officer in order to focus
responsibility and related accountability for the City's financial reporting.

Internal Controls Remediation

The City is engaged in a process to strengthen its internal controls, including internal
controls over financial reporting (ICOFR), and to remediate internal contro! weaknesses
identified by the Kroll Report, the Yellow Book® reports of its independent auditors and the
annual reports of the City Auditor and Comptrolier.

? Refers to the Independent Auditor’s Report on Internal Control Over Financial Reporting and on Conpliance and
Other Matters Based on an Audit of Financial Statements Performed in Accordance with Government Auditing

Standards.
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In reality, there had been two processes underway — one related to the enterprise resource
planning (ERP) process and the other focused on the City ICOFRs. Until recently, there appears
to have been insufficient coordination between the two processes, and this lack of coordination,
if not overcome, would likely impede the effectiveness of each and result in inefficiencies.
Recently, the City has reorganized management of this effort and taken steps to increase
coordination. Since this coordination has only recently begun, its effective implementation still
needs to be shown. Moreover, there are questions whether the City is devoting sufficient
resources 1o its ICOFR effort and is being realistic about the timeline for the ICOFR effort and
the ERP process, especially given the need for their integration.

The ERP process involves City information technology personnel, with the assistance of
an outside consultant. A key initial phase of the ERP process is the blueprint alignment or
mapping activity that is a precondition to launching system applications. This phase consists of a
thorough analysis of requirements and business processes to be supported by the ERP system. It
is the foundation for succeeding phases and is designed to (i) define how existing processes and
controls operate, (ii) define how the processes, as modified and remediated, will work under the
ERP system and (ii1) map how to get from (i) to (ii) procedurally and programmaticaily. The
blueprint phase for the financial information and procurement applications is in process and is
scheduled for completion shortly. The City will have to coordinate this with the overlapping
ICOFR effort.

The City’s ICOFR process is designed to identify the critical accounting and reporting
processes that enable preparation of the City’s Comprehensive Annual Financial Report (CAFR),
determine the necessary relevant controls and assess when these controls are in place and
operating as intended. The City, in one analysis by financial personnel, identified 131 critical
accounting and reporting processes that support preparation of the CAFR. Based upon a
prionitization analiysis, influenced by which processes wiii be affected by installation of the ERP
system and thus might wait upon that, the City has begun to document these processes as a
means to identify the relevant internal controls necessary for reliable financial reporting.
Financial management estimated that 5,000 hours will be necessary to document the processes.
The City’s ICOFR approach is consistent with the approach to identifying critical processes
recommended by the Committee of Sponsoring Organizations (COSO) and the approach now
recommended for SEC reporting companies by Auditing Standard No. $ and the related SEC
guidance for management. This represents a change from the bottom-up process followed
initially by the City that focused on detailed documentation of all processes rather than focusing
on those most critical. The approach the City now is following includes a quantitative and
qualitative assessment of the financial statements, taking into account the financial reporting
objectives, to determine significant accounts that present the greatest risk of reporting errors and
the underiying processes that support those accounts and the financial reporting objectives.

It is obvious that the ICOFR effort of identifying the significant accounts and
documenting the critical processes that support them significantly overlaps with the important
blueprint phase of the ERP process. Yet, initially there appeared to be only limited coordination
taking place between the ICOFR process and the ERP process. This coordination, which the
City has begun to implement, is necessary in order to align the objectives of these processes,
define reasonable schedules for implementing these processes and maximize utilization of
available resources.

BOSI11 12254106.3 R



The City’s assessment under the ICOFR process of significant accounts and underlying
processes has been focused at the top-level, government-wide financial statements included in
the CAFR. However, under Governmental Accounting Standards Board (GASB) standards, a
CAFR of a governmental entity is intended to serve various purposes and the interests of various
constituencies by including multiple financial statements by different fund types, some with
different accounting methods, which through a final reconctiliation process result in the
government-wide or top-level financial statements. Accordingly, the assessment process to
determine significant accounts and underlying processes, and therefore the necessary controls
and remediation, must be more granular by considering the reporting objectives of the individual
financial statements that comprise the CAFR in order to ensure reliable financial reporting.

In view of the long-term nature of the ERP and ICOFR processes, it is desirable to
consider on a more immediate basis the adequacy of the process for financial statement
preparation currently in place and the feasibility of interim external checks to assure that
adequate remediation progress is being made. To date, the City’s independent auditors have
been able to satisfy themselves through compensating audit procedures that, despite the
identified internal control weaknesses, they could issue their reports on the City’s CAFR. In
order to support management’s assertion in the financial statements prepared prior to completion
of the planned remediation efforts, the City should consider other remediation options to deal
with the gap. One option would be to develop effective “period-end” financial reporting routines
that would be mcorporated into the financial statement closing process. These routines, which
serve to identify and capture the information necessary to achieve financial reporting objectives,
utilize checklists, involve account analysis, reconciliations and journal entry identification and
require technical reporting skills and significant supervisory oversight. In many situations, these
period-end routines effectively compensate for the lack of system or process controls that
otherwise would be necessary. A period-end reporting routine would be consistent with the
applicable Kroll recommendation.

As another measure, the City should pay particular attention to prioritizing the
remediation efforts to address the most critical needs as promptly as possible. -Following the
top-down, risk assessment approach can facilitate this prioritization and permit progress to be
made more rapidly without waiting for completion of a comprehensive effort.

Recommendations:

o The. City needs to better integrate and coordinate its ERP process and ICOFR
process in order to align their objectives, maximize utilization of available resources
and achieve optimum results. This should be addressed (to the extent it has not been),
with identification of defined tasks, specific individuals with responsibility and
specific resources to be employed, within 45 days,

e The City needs to devote additional resources to the [COFR process if the internal
control remediation activities are to be completed within a reasonable time frame.
The City should consider hiring an outside consulting firm with experience in
developing, implementing and remediating an internal control structure within a
governmental entity. These efforts should be assessed quarterly to determine if’
adequate progress is being made.
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¢ The City should establish a reasonable schedule and budget for developing and
implementing installation of the ERP system that takes into account integration of the
ICOFR process. This should be done within 60 days.

¢ The City should continue to take a top-down, risk-based approach to remediating its
-internal control weaknesses as a more effective way fo timely identify critical internal
control processes, and should addresses the deficiencies and weaknesses identified in
the Kroll Report, the Yellow Book reports and the Auditor and Comptroller annual
reports, but should go beyond these to look at internal controls on a comprehensive
basis. These efforts should be assessed quarterly.

* In assessing significant accounts and underlying processes as part of the [COFR
process, the City needs to look below the top-level, government-wide financial
statements to the individual financial statements that comprise the CAFR. This
should be done within 60 days. '

* The City should consider interim remediation options to enhance confidence in the
reliability of financial reporting in the near term, including development of period-
end financial reporting routines. The City also should prioritize its remediation
efforts to address the most critical needs as promptly as possible. It should report to
the Audit Committee on the progress of these efforts at least quarteriy.

Financial Reporting Enhancements

Review of CAFRS

The Audit Committes plays an important role in reviewing the City’s CAFR as part of
the procedure to ensure reliable financial reporting and disclosure. In this role, the Audit
Committee, following its review, transmits the CAFR to the City Council. The Audit Committee
has adopted procedures for this review. These procedures were followed in the case of the 2003
CAFR and 2004 CAFR, which were forwarded to and received and filed by the City Council,
and the 2005 CAFR, which has been forwarded by the Audit Committee to the City Council and
is pending before it. The 2006 CAFR has just been completed and forwarded to the Audit
Committee for review. With the benefit of its experience in reviewing City CAFRs and with the
advice of its experts and consultants, it would make sense for the Audit Committee, as part of its
oversight responsibility over financial reporting, to periodically review its CAFR review
procedures.

Recommendation:

*  The Audit Committee, with the assistance of its ad hoc advisory group and its
professional consultant, should review within 43 days and improve as necessary its
procedures for review of the City's CAFR to determine if any improvements should be

made to those procedures.
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Shelf-Like Disclosure System

Improvement in the quality of the City’s CAFR, coupled with periodic update
information, can form the basis for both useful reporting to the financial marketplace and timely
and efficient access to the capital markets when necessary. The City, with the assistance of the
DPWG@G, should strive to establish a shelf-like disclosure system akin to the one that has worked
so well in the private sector for larger publicly-held companies. The key factors in such a system
are (i) annual reports that, through effective disclosure controls and procedures, provide reliable,
quality financial information and disclosure, (ii) periodic and current reporting to keep that
disclosure up-to-date, (iii) access to that information electronically and (iv) incorporation of that
information into offering documents (either electronically or by physical attachment). In this
way, the City will be able to go to market quickly when conditions justify by focusing on any
required updates to the information and a description of the terms of the offering.

In planning for reentering the public market, the City should evaluate the relation of the
CAFR to the offering disclosure document and, in that connection, should evaluate the
component parts of the CAFR, including the role and coverage of the Letter of Transmittal.

Recommendation:
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desirability of a shelf-like disclosure system to improve the quality and timeliness of
its reporting to the financial markets on an ongoing basis and to permit the efficient
access to the capital markets for needed financing.

o  The City, with the assistance of the DPWG, should, in connection with planning to
reenter the public market, evaluate the relation of the CAFR 1o the offering disclosure
document and, in particular, should consider no later than in connection with the

2007 CAFR the role and coverage of the Letter of Transmittal in relation to the
CAFR, with a view to eliminating unnecessary repetition and discussion.

Improved Discussion and Analysis

The City should improve the quality of the discussion and analysis related to its CAFR so
that there is meaningful analysis that facilitates an understanding of the financial statements and
the City’s financial condition, financial results, liquidity and capital needs, with the following
principal objectives:

e Enhance overall financial disclosure and provide the context for analyzing and
understanding the financial statements, including relevant information not reflected in

the financial statements.

* Provide information about the quality and potential variability of the City’s fiscal
results and liquidity so that readers can ascertain the likelihood that past results are
indicative of the future and appreciate the future challenges, demands and risks facmg
the City as indicated by known trends and uncertainties.
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» Provide a narrative explanation that enable the reader to see and understand the Citf/
through the eyes of City management.

This analysis in the corporate world is required in the Management Discussion and Analysis
(MD&A), and the City, in consultation with its independent auditor, should determine whether to
include this analysis in the MD&A or Letter of Transmittal.

Recommendation:

» The City, no later than in connection with its 2007 CAFR, should improve the quality
of its financial disclosure by providing an analysis, either in the MD&A or Letter of
Transmittal, as appropriate, that facilitates an understanding of the City’s financial
statements and its financial condition, financial results, liguidity and capital needs,
including the risks faced by the City.

Disclosure of Contractual and Off-Balance Sheet Obligations .

Disclosure for private sector public cormpanies has evolved to include tabular information
showing future contractual and off-balance sheet obligations and other commitments by relevant
time periods to supplement the information required in financial statements. This information
would provide in one place an indication of what the City’s capital and liguidity requirements are

going forward and, therefore, the amount of revenues it will need either from internal or external
sources. '

Such a table, in either the Letter of Transmittal or MD&A, could include such items as
debt service (principal and interest) obligations, capital and operating lease obligations, pension
and post-retirement benefit abligations, purchase commitments and other contractual chligations,
and other long-term Habilities shown on the statement of net assets. These items could be shown
for relevant time periods such as within one year, one to three years, three to five years and more
than five years, and with totals.

Recommendation:

o The City, beginning with the 2007 CAFR, should include, in either the Letter of
Transmittal or MD&A, a tabular presentation of its contractual and off-balance sheet
obligations and other commitments shown by relevant time periods and with torals.

Loss Contingencies and Risk Assessments

An important element of financial reporting is identifying and assessing litigation and
other loss contingencies. This is govemed by Financial Accounting Standards No. 5
(Accounting for Contingencies). Lawyers play a unique role in the process because of the legal
matters involved. In the City, this would involve the City Attomey Office. Lawyer’s responses
to auditors regarding loss contingencies are handled under a well-established process, but as a
management matter there must be effective systems and controls in place to catalogue, assess
and retrieve information about claims. The City’s independent auditors have noted deficiencies
in this area. To the extent not already done, those deficiencies should be remedied.
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Recommendation:

e The City, through the City Attorney Office, should, prior to the preparation of the
2007 CAFR, improve its systems for dealing with loss contingencies for financial
reporting purposes in order to remedy any deficiencies not by the City’s independent
auditors to the extent not already remedied.

" Disclosure Practices Working Group (DPWG)

The DPWG plays an important role in ensuring the quality and reliability of the City’s
disclosures. Ifit is to succeed in this role, it is critical that the DPWG operate in a professional,
cooperative and non-political manner. While there are legitimate issucs and differences in views
that should be debated in the public arena and the need for appropriate checks and balances, the
DPWG, as an important operating group within the City’s organization, can best serve its
purpose as a vehicle for ensuring accurate, complete and quality disclosure if it operates on a
coliaborative basis, vetting key issues as part of the disclosure process. It is the responsibility of
all members of the DPWG to see that this is the case.

Although the DPWG often functions well, it sometimes suffers from a lack of continuity
that impedes efficiency and effectiveness. This problem can be addressed through regularly
scheduled meetings with sufficicnt advance notice, appointment of designiees in a position o
regularly participate, and definition of the scope of the DPWG’s responsibilities more
realistically as discussed below. The DPWG’s 2007 annual report recognizes the need for some
of these improvements,

In my Initial Report, after consultation with various City officials and DPWG members, 1
recommended certain changes in the composition ¢of the DPWG and cther changes to the
Municipal Code provisions pertaining to the DPWG. The City Council approved these changes
in April 2007, subject to adoption of a definitive ordinance, which recently occurred. One of the
issues that arose in connection with adoption of the ordinance was the composition of the DPWG.
1 previously indicated my view that the DPWG is best viewed from an operational perspective in
developing and ensuring the quality of the City’s disclosure, much like a “disclosure committee™
in the private sector as suggested by the SEC and now followed as best practices by most public
companies. Viewed from this perspective, it is appropriate for the DPWG to be composed of
those who have the responsibility for disclosure, so that they both are involved in the process and
are accountable. Actual DPWG membership, as opposed to participation, s related mostly to
voting, and voting should not normally be the DPWG’s method of operation. In fact, the DPWG
ordinance could be revised in the future to eliminate the concept of voting. The necessary
checks and balances in the disclosure process should be derived from the DPWG’s participatory
process, the need for different officials within the City to be involved in the City’s disclosures
and the oversight provided by the Audit Committee and, ultimately, the City Council.

With the ordinance revising the Municipal Code having been adopted, the appropriate
members of the DPWG should now complete appointment of designees, if desired, and the
DPWG should continue to establish a regular meeting schedule well in advance, as it has begun
to do, in order to assure the availability of quorums and, perhaps more importantly, continuity
among the members of the DPWG with respect to the matters discussed and reviewed at its

BOS111 12254106.3 13



2
s

G0

¢

meetings, In addition, conforming changes to the Disclosure Controls and Procedures of the
DPWG should be made, together with any other revisions considered necessary or destrable by
the DPWG. The DPWG is in the process of making these changes.

Section 22.4106(a)(3) of the Municipal Code, as recently amended, provides that the
DPWG shall submit an annual report to the City Council and Audit Committee on or before
December 15 of each year, which is to include an assessment of the effectiveness of the
disclosure controls and procedures. The DPWG also is to recomimend changes to the disclosure
controls and procedures to the extent necessary to improve their overall effectiveness.

Specifically, the DPWG should continue to review its practices and those of appropriate
City officials with respect to the dissemination of press releases, website postings and other
communications, such as media interviews, press conferences and similar media items,
reasonably expected to reach investors or the securities markets to determine the extent to which
DPWG advance review of these items is realistic. Section 22.4107(a)(1) of the Municipal Code
currently refers to such matenal as included within the scope of the DPWG’s review of the form
and content of disclosures. In view of today’s near instantaneous availability of information via
the internet, as well as the practical need for City officials to be available to the public and media
to address any and all matters affecting the City, it appears that the DPWG is given limited, if -
any, opportunity to review such matters prior to actual dissemination. While it may be debatable
as 10 whether any paiticular coimmunication is iniended (v reach Invesiors or ihe securliies
markets, it is likely that most of them do. It is also likely that many of them are received as the
normal communications of a large American city and not specifically intended to provide
information to investors or markets. Moreover, it is obvious that the DPWG cannot perform a
review function for communications it does not receive. Accordingly, the DPWG should
evaluate the desirability of modifying its practices and procedures so that the communications it
is required to review comports more with the realities of City operations and still meet its
disclosure responsibilities. -

In addition, in order to identify which documents have been reviewed by the DPWG and
are official documents of the City intended to reach investors and the securities markets, the City
should complete the effort begun to restructure its website so that there is a separate portal
identified for this purpose, such as “Information for Investors.” Only documents that have been
approved by the DPWG and issued as official City documents would be included in this portal.
For example, a CAFR would not be included in this portal until it has been received and filed by
the Council and thus officially issued. This portal also could include an archive section to which
outdated information could be transferred. The portal could inciude a legend identifying its
purpose and disclaiming other documents from being official communications of the City
intended for investors or the market. These other documents, to the extent there is uncertainty as
to their status, could bear a legend indicating their status with an appropriate disclaimer. Also,
the opening page of the City’s website could advise that the only information posted on the
website with the intention of reaching investors is that posted on the “Information for Investors”™

webpage.
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Recommendations:

o City officials should, to the extent they have not done so, appoint designees 1o the
DPWG within 30 days to ensure availability of quorums and continuity from meeting
to meeting.

s The DPWG should continue to establish a regular meeting schedule.

o Any necessary changes to the Disclosure Controls and Procedures 1o reflect changes
to the Municipal Code should be effected within 45 days.

o The DPW( should assess the effectiveness of its review of the form and content of
“press releases, ... web-site postings, and other communications reasonably likely to
reach investors or the securities markets " as set forth in Section 22.4107(a)(1)} of the
Municipal Code and within 45 days recommend changes, if any, to reflect actual
practices within the City.

s [n connection with the foregoing, the City should revise its website within 90 days to
have a dedicated portal where official documents reviewed by the DPWG can be
posted.

o The DPWG should, as required by the Municipal Code, continue to assess at least
annually the adequacy of its existing processes and propose modifications to enhance
the efficiency and overall effectiveness of its operations.

o The DPWG, in conjunction with City financial management and the IBA, should
a5s5€35 the current training program for City officials and staff and recommend and
implement changes, if any, within 45 days.

Roie of Counsel in Legal Compliance

It is widely recognized that counsel plays a critical role in legal compliance by an
organization, such as the City. See, for example, the SEC Part 205 Rules and related releases,
Report of American Bar Association Task Force on Corporate Responsibility and Report of the
Bar of the City of New York on the Role of Corporate Counsel, In order for counsel to piay that
role effectively, there needs to be a mutual relationship of trust and confidence between counsel
and the representatives of the organization charged with managing its affairs and implementing
its policies. This permits the representatives of the organization to have the necessary
confidence to consult counsel with knowledge that counsel is acting in the best interests of the
organization as the client and providing objective legal advice, Only with such a relationship
will counsel be consulted and be in a position to advise effectively on legal compliance based
upon full knowledge of all the facts. When that bond of trust and confidence is broken, the
chances increase that representatives of the organization will take action without the benefit of
reliable advice of counsel designed to ensure legal compliance. Trust and confidence is an
important requirement for effective governance thronghout the City and one that has to be earned
through sustained efforts by all parties involved. The focus of this section is on the need for
mutual trust and confidence between counsel and City officials in need of legal advice in order to
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foster a climate that promotes legal compliance. The City Attorney is the chief legal officer of
the City and plays a crucial role in ensuring legal compliance, particularly in an independent
capacity. However, the City’s governance structure, because of the separately elected officials,
contains a nsk that the necessary mutual relationship of trust and confidence could be eroded.
For various reasons, that in fact is what has happened within the City.

The Charter Revision Committee recommended addressing this structural problem by a
Charter amendment to identify the City and its elected officials as the client of the City Attorney
and to establish a procedure for the retention of other counsel when the City Attorney has an
ethical or financial conflict. This recommendation was not followed. There are other
alternatives that the City could consider. One alternative would permit the City Attorney, as a
separately elected official, to independently define his or her role and constituency and would
formally provide for appointed counsel, who would not replace the City Attomey as the City’s
chief legal officer, but rather would serve as a recognized legal counselor for other elected
officials, possibly one for the Executive Branch and one for the Legislative Branch. This is not
an unusual arrangement when there is a separately elected chief legal officer. For example,
states often have an elected attomey general as a separate constitutional officer but also have
separate counsel to the governor and to the legislature. Although lawyers may serve on the
executive and legislative staffs, by having someone designated as counsel that person takes on
the focused professional and ethical responsibilities that serve, in addition to the independent role
played by the separately elected chief legal officer, to promote legal comphiance. Any alternative
also could provide formally for rctention of outside counsel when necessary.

It is important to emphasize that the roie of counsel in legal compliance does not stop at
providing legal advice to a client, including advice on legal compliance. As recognized by the
SEC Part 205 Rules and by state ethics rules, there are times when counsel, whether elected or
appeinied, must go beyond advising and is required to report possibie wrongful conduct to a
higher authority within the organization and, potentially, consistent with ethical confidentiality
rules, outside the organization, including, if neccssary, to regulatory officials. This obligation
would apply under whatever approach is followed.

Recommendation: .

o The City should consider whether any steps are necessary to ensure the availability of
legal counsel thar will foster the ability of City officials to consult with and obtain
legal advice based upon a relationship of trust and confidence designed to promote
legal compliance.

San Diego City Employees’ Retirement System (SDCERS)

The Kroll Report included a number of remediation recommendations related to
SDCERS. Some of these recommendations still need to be addressed. In particular, as noted by
the Administrator of SDCERS in a status report from August 2007, three matters were then
pending before the City Council relating to (i) technical corrections ordinances, (it) the proposed
revised “waterfall” ordinance and (iii) approval of group trust participation agreements. Item -
(iii) has now been satisfied and items (i) and (ii) remain outstanding. The City Council should
act promptly on these putstanding matters. In particular, the discussion of the various concerns
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regarding changes to the “waterfall” ordinance could continue indefinitely, but not apparently
with any new information being provided. Unless such new information is available, it is
appropriate for the City Council to make a decision on this matter and take action. Other
changes are considered technical corrections and there does not appear to be any real reason for
further delay. In addition, the City Council should timely act on the matters required to be
addressed under the December 18, 2007 compliance statement with the IRS.

The SDCERS Board of Administration currently has one vacancy and two holdover
appointees among the members appointed by the Mayor. While it may be difficult to find
qualified candidates to serve, the Mayor should make every effort to promptly fill these positions.
The Board has established various committees and it will function best if it is able to operate
with a full complement of members that reflects the careful balance contemplated by the reform
efforts that led to the current composition of the SDCERS Board. The sooner a member is
appointed, the sooner he or she will be able to actively participate and assist the Board in
fulfilling its fiduciary responsibilities.

A potentially serious failure of internal controls over financial reporting occurred in
connection with the preparation of the City’s 2005 CAFR when there was a failure to have
brought to the attention of City management information that the number of retirees who were
receiving pension benefits in excess of IRS limits for benefits that may be funded through an
actuarial accrued 401(a) pension plan and the aimouni of those vavess benelis were gresier than
previously reported. As a result, this information was not reflected in the City’s 2005 CAFR
when it was initially issued. Although the matter subsequently got resolved through a settlement
with the IRS that resulted in a compliance statement, and regardiess of the mateniality of the
specific numbers, this was evidence of a breakdown in communication and financial reporting
that needs to be remedied. Moreover, there was a demonstrated failure by SDCERS over a
number of years to compiy with appiicabie iegal requirements, as indicated in its voluntary
compliance filing with the IRS.

SDCERS recent actuarial valuations have shown that the City’s pension plan has
experienced liability losses in most of the years reported on. This could indicate that the
actuarial assumptions used do not correctly reflect the anticipated experience of the plan. In
view of these results, it would be appropriate for SDCERS to implement the planned experience
study by the plan actuary as soon as practicable. In addition, the experience study and
subsequent valuations should reflect the effect of the DROP program,

Recommendations:

o The City Council should address within 30 days the “technical corrections
ordinances and the "waterfall” ordinance. It also should act on the matters required
by the compliance statement with the IRS within the time specified therein.

e To the extent necessary, SDCERS should be asked to adopt promptly any necessary

amendments to its other “controlling documents” following final action by the City
Council regarding the matters listed in the preceding recommendation. :
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*  The Mayor should make reasonable efforts to appoint or reappoint trustees to fill the
current vacant and holdover positions on the SDCERS Board within 90 days.

o  SDCERS should continue to develop and implement a comprehensive training
program for its trustees and staff, including training in pension finance and investing
and in prudent trustee requirements. It should report quarterly on these training
activities.

o SDCERS, in conjunction with the City management, should evaluate the
communication process and information flow berween SDCERS and the City and
adopt necessary modifications, if any, to this process to ensure the complete and
timely flow of pension and benefit-related information to the City necessary for fiscal
planning and the preparation of the City's financial statements.

s SDCERS should report quarterly on the actions taken to remediate its failures to
comply with applicable legal requirements and to ensure that similar failures do not
reoccur.

e The City, working with SDCERS and with the assistance of an experienced pension
consuitant, should explore the range of alternatives for funding the City's pension
and post-resirement benefits commitments. Alternatives might include, for example,
Junding alternatives, reduction or freezing of benefits, or establishing, as some
private entities have done, a separate employee/union controlled plan that relieves
the employer of further obligations. While all such alternatives are subject to legal,
contractual and employee relation considerations, a comprehensive report should be
issued by December 31, 2008.

»  SDCERS'pian actuary shouid perform an experience study to assess the correctness
of the actuarial assumption being used as promptly as practical but within 120 days.
This and future experience studies, as well as future actuarial reports, should reflect
the effect of the DROP program.

Training

Training is an important part of a control structure designed to ensure legal compliance.
My Initial Report described the actions on training undertaken by the City through the date of the
report and those planned. Specifically, the DPWG has a role in ensuring that City officials and
staff receive appropriate training, and the IBA has been directed by the City Council by an
ordinance adopted in December 2006 1o develop a comprehensive financial training program for
Council members. In this connection, the DPWG developed training programs for Mayoral staff
and other City employees and the IBA developed and has been implementing a financial training
program for Council Members, assisted on disclosure-related topics by members of the DPWG.
For example, training sessions were given on disclosure obligations under federal securities law,
including review of the San Diego and other SEC municipal enforcement actions, by the City’s
outside disclosure counsel, assisted by the Deputy City Attorney for Finance and Disclosure, in
March and April 2007 to the City Council, the Mayor and his senior staff, and City employees
involved in disclosure and financial reporting. Also in April 2007, a training session was held
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for the City Council on municipal financial statements presented by the City’s outside auditor.

In September 2007, a training session was given to the City Council by outside disclosure
counsel, the Deputy City Attorney and staff of the Department of Debt Management on debt
issuance and administration. In January 2008, a training session was given to the City Council
on variable rate debt and derivative options, The IBA is planning on a training session in June
2008 and three more during the fiscal year ending June 30, 2009, one of which will cover current
and multi-year budget planning and another, afler new Council members are seated, will revisit
disclosure obligations. Training sessions are recorded for future use and are available on the
City’s website for viewing,.

1 have identified elsewhere the need for the DPWG, as part of an ongoing process, to
assess the current training program for City officials and staff and for SDCERS to develop and
implement a comprehensive training program for its trustees and staff. In addition to the
schedule for City Council member training developed by the IBA, the City should develop a
regular schedule, on an annual-cycle basis, for training programs for City personnel, including
repeat of previous training. This is important as refreshers for City officials and staff and in
order to ensure training for new officials and staff.

A training program should focus in a practical way on the disclosure and financial
reporting requirements of the federal securities laws and applicable accounting standards. It also
snouid be targeted 1o ihe speciic roles and responsibiliiies of ihe persons invoived in ihe
disclosure and reporting process. In addition, the training should be comprehensive in covering
City executives and financial management, City Council members and their staffs, and other City
employees involved in the disclosure and financial reporting process.

Recommendation:

o The City, with the involvement of the DPWG and the IBA, as applicable, should
develop within 90 days a comprehensive and coordinated training program for City
officials and personnel on disclosure and financial reporting and then should report
quarterly on the implementation and effectiveness of that program and any changes
made to it.

Fiscal Integrity

The City’s fiscal problems were not created overnight and will not be solved overnight.
As discussed in my Initial Report, fiscal integrity and reliable financial reporting and disclosure
are closely intertwined because full and accurate disclosure can become a challenge when there
are fiscal difficulties. The City now prepares an annual Five-Year Financial Qutlook that serves
an important planning role supplemental to the annual budget process. While the City should not
be expected to resolve “out year” projected deficits in years one or two, it should seek to keep
projected deficits within manageabie bounds, The City should periodically review the
assumptions underlying the Outlook and assess the accuracy of the Outlook over time. To the

" extent actual results vary significantly from the projections, the City should assess why those

variances occurred and whether changes to its planning process are appropriate. Although longer
term planning that simply extrapolates current results will likely not be useful, the City should '
look beyond the five-year outlook period to assess whether the five-year picture is indicative of

BOSI1112254106.3 19



longer term trends and needs. The City should consider engaging a financial advisory firm
experienced in dealing with municipal finance matters to assist it in evaluating its Qutlook and
longer term assessment, including through comparative analyses, and considering options to
enhance their value as planning tools that assist the City in addressing its unfunded liabilities in
the context of the other demands on City government.

Recommendation:

o The City should assess the value of its current Five-Year Financial Outlook as a
planning tool, and consider use of additional planning tools, for ensuring that the
City is able to meet its goals for providing services to the citizens of San Diego at a
cost they are willing 1o bear.

V. Conclusion

The City has taken meaningful action to address various of the problems of the past and
to begin to put control structures and procedures in place. However, much more needs lobe -
done. The most progress has been made in establishing the structures needed for an effective
disclosure and control environment, including a strong Mavor form of government with
centralized responsibility and accountability, an Audit Committee to provide independent
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revamped pension administration. These structural measures need to be completed and made
permanent through Charter revision and, at least in the case of the internal audit function, require
significant additional staff. Although the City has begun the process to improve its internal
controls and procedures, less progress has been made in that area and a strong, concentrated
effort will be required if sufficient progress is to be made in a timely fashion. In addition, the
success of the City’s remediation efforts will depend upon the Ciiy’s ieadersiup having the will
to face up to the fiscal realities confronting the City and upon the several groups within the City
govermnment operating together to create a culture of compliance rather than one of convenience
and disharmony that would impede moving the City forward to address its problems.

The City has begun the process to restore its credibility and create a model that other
local governments can look to. 1t is important that this process move forward as rapidly as
possible to achieve its objectives.

Respectfully submitted,

Stanley Keller
Independent Consultant

March 25, 2008

BOS111 122534106.3 20


http://UUU.ll

