OFFICE OF LAURA N. CHICK 200 N, MAIN STREET, RM 300
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{213) 378-7200
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CONTROLLER CONTROLLER

January 28, 2008

The Honorable Antonio R. Viilaraigosa
The Honorable Rockard J. Delgadillo
The Honorable Members of the City Council

SUBJECT: CONDITION OF ALL CITY FUNDS IN THE CITY TREASURY AS OF
JUNE 30, 2007 AND AUDIT OF CASH AND INVESTMENT ACTIVITIES

| am releasing the enclosed report entitied “Condition of All City Funds in the City
Treasury as of June 30, 2007 and Audit of Cash and Investment Activities.” A copy of
this report was provided to the Office of the Treasurer.

If you have any guestions of comments, please contact Farid Saffar, Director of
Auditing, at (213) 878-7392.

Sincerely,

oa M. Chiete

ST

LAURA N. CHICK
City Controller

Enclosure

AN EQUAL EMPLOYMENT CPPORTUNITY — AFFIRMATIVE ACTION EMPLOYER
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CONTROLLER CONTROLLER

January 28, 2008

Ms. Joya C. De Foor, City Treasurer
Office of the Treasurer

200 N. Spring Street, Room 201

Los Angeles, California 90012

Dear Ms. De Foor:

Enclosed is a report entitied “Condition of All City Funds in the City Treasury as of June
30, 2007 and Audit of Cash and Investment Activities.” A draft of this report was
provided to you on January 9, 2008. Comments provided by your Department were
evaluated and considered prior to finalizing this report.

If you have any questions or comments, please contact me at (213) 978-7392.

Sincerely,

FARID SAFFAR, CPA
Director of Auditing

Enclosure

cc: Robin Kramer, Chief of Staff, Office of the Mayor
Jimmy Blackman, Deputy Chief of Staff, Office of the Mayor
Karen L. Sisson, City Administrative Officer
Frank T. Martinez, City Clerk
Gerry F. Miller, Chief Legislative Analyst
Independent City Auditors

AN EQUAL EMPLOYMENT OPPORTUNITY — AFFIRMATIVE ACTION EMPLOYER



City of Los Angeles
Office of the Controller

Condition of All City Funds
In the City Treasury
as of June 30, 2007

and Audit of Cash and Investment Activities

January 28, 2008

Laura N. Chick
City Controller
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CONDITION OF ALL CiTY FUNDS IN THE CITY TREASURY
As oF JUNE 30, 2007
AND AUDIT OF CASH AND INVESTMENT ACTIVITIES

EXECUTIVE SUMMARY

The Audit Division has completed a semi-annual audit of Cash and Investment activities
at the Office of the Treasurer (Treasurer or Department). The primary objectives of the
audit were to: 1) report on the condition of cash and the investment of securities, 2)
determine whether the banking activities have incorporated adequate internal controls,
3) determine whether the investment activities comply with the California State
Government Code and the City’s Investment Policy.

Background

Section 261(f) of the Los Angeles City Charter requires the Controller to verify the
condition of all City funds in the City Treasury and to report the results to the Mayor and
Council. Also, a 1989 City Ordinance requires the Controller to develop a written audit
program to review the Treasurer’'s compliance with the City’s Investment Policy.

Scope

We evaluated the Treasurer's compliance with the City’s Investment Policy as part of an
audit of accountability for public monies and investments for the period January 1, 2007
to June 30, 2007. The audit was performed in accordance with Generally Accepted
Government Auditing Standards (GAGAS). Audit fieldwork was conducted between
September and December 2007.

Summary of Audit Results

We verified the condition of all City funds in the City Treasury as provided on the
attached schedules (Attachment I, Il, and IIl). We also audited the cash and investment
activities. The Treasurer has adequate internal controls to give reasonable assurance
that cash and investment activities are carried out properly and that City funds are
invested in accordance with established policies and procedures as of June 30, 2007.
For example, we verified, on a sample basis, that investment purchases/sales were the
best bid based on a competitive bidding process, that investments were rated at or
above Standard and Poor’'s A-1/A or Moody’s P-1/A2, and that no investment had a
maturity of more than five years. We also verified that the Treasurer complied with the
maximum allowable concentration percentages (e.g., hot more than 40% in commercial



paper, not more than 30% in medium term corporate notes, not more than 30% in
negotiable certificates of deposit or time deposits, etc).

Our audit disclosed two non-major issues related to the accuracy of Investment and
Cash Management Reports and cash flow forecasts. These issues were discussed with
representatives from the Treasurer’s Office.

Review of Report

A draft audit report was provided to the City Treasurer on January 9, 2008. We
discussed the contents of the draft report with Treasurer representatives and
considered their comments before finalizing this report. We would like to thank the
Department management and staff for their cooperation and assistance during the
audit.



INTRODUCTION AND BACKGROUND

Section 261(f) of the Los Angeles City Charter requires the Office of the Controller to
verify the condition of all City funds in the City Treasurer and to report the results to the
Mayor and to the City Council. Also, a 1989 City Ordinance requires the Controller to
develop a written audit program to review the Treasurer's compliance with the City’s
Investment Policy.

The City Council, under authority of California State Government Code Section 53601,
delegated to the City Treasurer the authority to invest or reinvest the temporary idle
funds of the City. When investing the public funds, the primary objective of the City
Treasurer is to safeguard the principal of the funds under its control; the secondary
objective is to meet the liquidity needs of the City of Los Angeles; and the third objective
is to achieve a return on the funds under its control.

As of June 30, 2007, the Treasurer’'s General Pool investments showed a value of $5.5
billion and were invested in different financial instruments with various maturity terms as
follows:

Description Investment Cost Market Value
at 6/30/07 at 6/30/07

1 | Local Agency Investment Fund $2,204,903 $2,663,563
2 | Commercial Papers 670,886,081 671,976,225
Total Short-term Core Portfolio $673,090,984 $674,639,788
3 | Corporate Notes $1,145,078,331 $1,134,089,081
4 | U.S. Federal Agencies 2,050,397,754 2,016,316,000
5 | U.S. Treasuries 1,672,141,921 1,647,709,756
Total Long-term Reserve Portfolio $4,867,618,006 $4,798,114,837
Total General Pool Investments $5,540,708,990 $5,472,754,625

The market value of the total General Pool investments as of June 30, 2007 was lower
than the investment cost by 1%. The market value decline as of June 30, 2007 should
be recorded as an unrealized loss in accordance with Government Accounting
Standards Board Statement No. 31.

The City Treasurer also has $1.1 billion invested in Special Pool Funds, which are for
specific purposes. These include DWP Funds, MICLA Funds, the Harbor Emergency
Fund, and the Solid Waste Resource Fund.




The City Treasurer contracts with Bank of New York to provide custody services and
manage a securities lending program for the City. Under the securities lending
program, the City is allowed to lend up to 20 percent of the City’s investment portfolio to
gualified institutions on a short-term basis. For these services, the City earns an
interest differential on transactions for which the City had earned approximately
$795,000 for the six months ended June 30, 2007. As of June 30, 2007, the market
value of the securities on loan was $1,095,575,277 or 20 percent of the total market
value of the General Pool funds.

Prior to January 2006, the California State Government Code required annual City
Council approval of the City’s Statement of Investment Policy and quarterly report
submission to the legislative body. The Los Angeles Administrative Code Chapter 5,
Article 1, Section 20.90 requires the City Treasurer to submit an annual Statement of
Investment Policy to the City Council for its review and adoption. Legislative changes,
effective in January 2006, eliminated the requirement for annual approval of the
Statement of Investment Policy and rendered the submission of the quarterly report
optional.

The City Treasurer submitted a new Statement of Investment Policy and proposed a
reconstitution of the Investment Advisory Committee (IAC) to the City Council for review
and approval on May 1, 2006. The current IAC, established in 1987, is composed of the
Office of the Mayor, City Controller, Chief Administrative Officer, Chief Legislative
Analyst, Director of Office of Finance, the City Treasurer and an external investment
advisor. Under the proposed reconstitution, the Treasurer will nominate members who
possess the education, knowledge and experience to critically review and discuss
investment policy, performance and practices. It was also proposed that there would be
one or more ad hoc committees that focus on the operational, customer service,
reporting, forecasting, and explanation of investment strategies, etc. of the City’s
Investment Program.

Since the City Council has not approved the new Investment Policy and the proposals,
we audited against the last approved Investment Policy of September 2004.

Audit Objectives and Procedures

The main objectives of this audit were:
1. To report on the condition of cash and the investment of securities.

2. To determine whether the banking activities have incorporated adequate internal
controls.

3. To determine whether the investment activities comply with the California State
Government Code and the City’s Investment Policy.



In order to achieve these objectives, we interviewed Treasury staff and management,
reviewed policies and procedures, and performed audit tests on selected transactions.
Our audit was limited to performing only the following procedures:

>

Counted cash on hand on June 30, 2007, at the close of business for the
fiscal year.

Confirmed the Treasurer's cash held by banks and investments held by the
Treasurer’s safekeeping agent and other custodians as of June 30, 2007.

Verified the condition of all City funds in the City Treasury (see Attachment I,
I, and I11.)

Tested bank accounts and investment reconciliations.

Reviewed internal controls over wire transfers, including verifying that wire
transfers were properly approved.

Tested for compliance with key requirements of the California State
Government Code and the City Investment Policy.

Evaluated and tested daily cash flow forecasting procedures.

Reconciled the total of cash and investments on hand, and cash and
investments held by banks and other safekeeping agents as of June 30, 2007
to the totals shown on the books and records of the Treasurer and the
Controller.



Respectfully submitted,

Wai Ling Wong, &PA, CIA
Internal Auditor Il

%/Z ' -é(f

Mike Lee, CPA, CIA
Chief Auditor

& ok, o Vegueh
Ricky Defuchi, CPA, CIA, CISA
Chief Internal Auditor,

oy

Farid Saffar, CPA
Director of Auditing

December 21, 2007



Description

Short-term Core Portfolio:

Treasurer's Reported

CITY OF LOS ANGELES OFFICE OF THE TREASURER
SCHEDULE OF GENERAL POOL INVESTMENTS
AS OF JUNE 30, 2007

ATTACHMENT llI

Adjusted Investment

Bank Deposits

L.A.LLF. (State of California)
Commercial Paper
Total Short-term Core Portfolio

Long-term Reserve Portfolio:

Corporate Notes

U.S. Federal Agencies

U.S. Treasuries

Total Long-term Reserve Portfolio

TOTAL GENERAL POOL INVESTMENTS

Notes:

Investment Cost Adjustments Cost
$0 $0 $0
2,204,903 0 2,204,903
670,886,081 0 670,886,081
$673,090,984 $0 $673,090,984
$1,145,078,401 @$70) © $1,145,078,331
2,050,863,768 (466,014) @ 2,050,397,754
1,672,141,921 0 1,672,141,921
$4,868,084,090 ($466,084) $4,867,618,006
$5,541,175,074 ($466,084) $5,540,708,990

W The adjustment refers to an amortized discount related to an investment security sold in February 2007.

@ The adjustment refers to an incorrect amortized premium/discount related to some investment securities

sold before 2003.
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