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COUNCILMEMBER DONNA FRYE
City of San Diego
Sixth District

MEMORANDUM

October 13, 2009

Honorable City Councilmembers
Honorable Mayor Jerry Sanders

o ,<§w&%§
Councilmember Donna Frye éw -

s

Response to the SEC Regarding the Second Annual Report of the

Independent Consultant

Please find the attached letter to the SEC regarding my recommendations and observations on
the Second Annual Report of the Independent Consultant to the City. As you know, I was not
present at the City Council hearing when the Council approved the response. As such, I wanted
to make my thoughts on this report clear to the SEC.

CC: Jan Goldsmith, City Attorney
Andrea Tevlin, Independent Budget Analyst
Members of the Audit Committee
Eduardo Luna, City Auditor
Stanley Keller, Independent Consultant
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COUNCILMEMBER DONNA FRYE

SIXTH DISTRICT

October 13, 2009

Mr. Kelly C. Bowers
Senior Assistant Regional Director

Securities and Exchange Commission
Los Angeles Regional Office — 11th Floor
5670 Wilshire Boulevard

Los Angeles, California 90036-3648

RE: Second Annual Report of the Independent Consuitant to the City of San Diego, April
24,2009

Dear Mr. Bowers,

I was not present at the City Council meeting when the City responses to the Second Annual
Report of the Independent Consultant were discussed. I have reviewed the recommendations
contained in the Report and the joint responses from Mayor Sanders and Council President
Hueso and offer these observations:

ICOFR Initiative

Recommendation 5:

Given the current status and the priority being devoted to the OneSD project, it is important that
the City establish a realistic schedule for completing the ICOFR effort and for testing and
assessing the ICOFR remediation, as contemplated by the Kroll Report. The testing and
assessment process should be divided into three phases first, in anticipation of the fiscal 2010
audit; the outside auditor should evaluate the ICOFR design (this will both motivate and assist
completion of the work),; second, as part of the fiscal 2010 audit, the outside auditor should
assess through an integrated audit and report on the effectiveness of the operation of the ICOFR
process; and third, in connection with the fiscal 2011 audit, the City should have an external
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assessment of the effectiveness of its ICOFR (comparable to an independent auditor attestation
required for SEC reporting companies under Section 404(b) of the Sarbanes-Oxley Act). This
external assessment could be made by the City's regular outside auditor or by another qualified
party. To the extent there are deficiencies or weaknesses identified in any of these testing
activities, a third party consultant could be retained to assist with the remediation. Although
later than contemplated, this procedure is consistent with the Kroll recommendation on
independent auditor assessment of the City's internal controls.

Response to Recommendation # 5 - [ agree with the recommendation, but not with the City’s
response, particularly the following which is in bold and underlined.

“Management agrees that an external assessment audit of the effectiveness of the [COFR process
as part of the FY2011 audit would be appropriate. However, since the City is not subject to

the Sarbanes-Oxley Act, manarement proposes an assessment audit over internal controls
customized for municipal sovernment operations. We believe this is a better approach for
assessing the effectiveness of our ICOFR process.”

The City should follow the Sarbanes-Oxley Act.

Recommendation 6:
Executive oversight should be applied to monitor the achievement of ICOFR documentation
objectives against the established timeline. The prioritization of this effort over the next 60 days

should be communicated and maintained through executive mandate.

Response to Recommendation #6 - While I agree with the recommendation and response, it is
difficult to ensure the timelines are being met, as the City Council must rely on the information
provided by management, which is not always accurate and complete. For example, on
September 2, 2009, at a meeting of the City Council Rules Committee, management provided an
informational report and power point presentation on the OneSD project (see attachments #1 and
2) which was incomplete, painted a much rosier picture than was factual and did not disclose the
problems with accounts payable. Information on those problems was obtained by Council
President Hueso and provided to committee members at the hearing (see attachment #3). Asked
why this information was not included in the report, staff had a flimsy response. This behavior
does not instill confidence that City Council receives complete information, or that management
fully discloses the information they have. The video of that meeting is available at:

http://eranicus.sandiego.eov/ViewPublisher.php?view id=11

Recommendation 7:

Plans should be developed to obtain additional resources should the ICOFR timelines be
challenged by resource constraints with City personnel charged with responsibilities in
connection with the OneSD initiative and whose efforts are necessary on the ICOFR effort.
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Response to Recommendation #7- I agree with the recommendation, but I have no independent
verification that management is developing “several options” or “will bring in external
resources.” This is particularly true considering the most recent financial assessment (budget
deficit of at least $170 million, not including payment needed to adequately fund the retiree
health costs) in the City’s 5-year Financial Outlook provided by the Mayor on October 1, 2009.

Recommendation 8:
The City Council should approve the lease financing amounts required for the OneSD project so
that it can be successfully implemented.

Response to Recommendation #8- 1 did not support the “lease” financing structure for the
OneSD project. There is no assurance that more money will ensure successful implementation
since this project has seen numerous managers and cost overruns. I also question why the
Independent Monitor would recommend approving a specific type of financing, rather than
recommending that the City move forward in a timely manner with OneSD by ensuring adequate
resources.

Financial Reporting Enhancements

Review of CAFRS

The Audit Committee should review within 60 days of the date of this Report and improve as
necessary the procedures for review of the City's CAFR, including:

Recommendation 9:

The City should establish a schedule for completion of the CAFR process before the continuing
disclosure deadline and sooner if possible.

Response to Recommendation # 9- I agree; however, | cannot ensure that management will
always meet their proposed schedule, or that the CAFR will be issued before the continuing
disclosure deadlines. The City Council does not participate directly in the continuing disclosure
process. However, if any information becomes available to me that is material, T will bring that
information to the attention of the appropriate people.

Recommendation 10:
The CAFR process should reflect the requirement for legending the CAFR and refraining from

posting it on the City's investor information webpage upon its release but before completion of
the review process.
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Response to Recommendation #10- I agree with the recommendation. Under the current form
of government, however, the City Council cannot direct the Mayor’s staff. The Council can pass
a resolution or ordinance requiring such compliance, but it is the responsibility of management to
direct staff to follow the legislation passed by the Council. Should information become available
to me that is material, however, I will bring it to the attention of the appropriate people.

Recommendation 11:

The Audit Committee and DPWG should consider a process that allows designated members of
the Audit Committee, on an ad hoc basis, to have input on the CAFR before it is publicly
released.

Response to Recommendation #11- I agree with the recommendation and also believe that a
member of the City Council or their designated staff person should be allowed to attend meetings
of the DPWG as an observer, not as a participant. In the past, 2 member of my staff attended a
meeting of the DPWG, was told that unless he left, the DPWG meeting would be concluded
immediately. This led me to push for changes, some of which are finally being discussed.

Improved Discussion and Analysis

Recommendation 12:
The City, on an ongoing basis, should continue to improve the quality of its financial disclosure
by providing analysis that facilitates an understanding of the City's financial statements and its

Jinancial condition, financial results, liquidity and capital needs, including the risks faced by the
City.

Response to Recommendation # 12 - [ agree with this recommendation, but would reiterate that
the City Council must rely to a large extent on the information provided by management, ask
questions and offer our own recommendations regarding the quality of the City’s financial
disclosures. If I disagree with the information in the financial disclosures, I will provide the
information to the proper authorities.

Recommendation 13:

In connection with forward-looking statements, such as forecasts, projections and statements of
Juture intent, the City should evaluate the adequacy of its inclusion of appropriate cautionary
statements that would put those forward-looking statements in proper context.

Response to Recommendation # 13 - I agree, but cannot require that adequate and suitable
cautionary language will be used in the CAFR. If I believe the language is not sufficient and my
comments are not included in the CAFR, I will bring my concerns to the appropriate authorities.
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