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ITEM-S404: Audit Committee of the City of San Diego 

(Citywide) 

TODAY'S ACTIONS ARE: 

Adopt the following resolutions: 

Subitem-A: (R-2005-933) ADOPTED AS RESOLUTION R-300203 

In order for the City to achieve the full benefit of the work of Kroll Associates, 
Inc. under an agreement with the City dated February 10,2005, the City Council 
affirms to the City's outside Auditor, KPMG, and all interested parties that, for 
the purposes described in such agreement, Mr. Lynn Turner, Mr. Troy Dahlberg, 
and Mr. Arthur Levitt are serving as the Audit Committee of the City as 
contemplated by the Sarbanes-Oxley Act of 2002 (Pub. L. 107-204, 116 
Stat. 745). 

Subitem-B: (R-2005-933) ADOPTED AND INCORPORATED IN RESOLUTION 
R-300203 (SUBITEM-A) 

In order for the City to expedite the work of the Audit Committee and facilitate 
the release of the audit letter by the City's independent auditor as well as to 
demonstrate the continued cooperation by the City of San Diego with the inquiries 
of the U.S. Securities and Exchange Commission and the U.S. Attorney for the 
Southern District of California, the City Council approves of the execution of a 
letter of cooperation. 

FILE LOCATION: Subitems A & B: MEET 

COUNCIL ACTION: (Time duration: 10:38 a.m. - 1 1 :30 a.m.) 

MOTION BY PETERS TO ADOPT THE RESOLUTION TO CREATE THE AUDIT 
COMMITTEE, AND AS PART OF THAT ACTION TO AGREE TO THE 
EXECUTION OF THE LETTER OF COOPERATION. Second by Madaffer. 

Vote taken to appoint the Audit Committee: Passed by the following vote: Peters-yea, 
Zucchet-yea, Atkins-yea, Young-not present, Maienschein-yea, Frye-yea, Madaffer-yea, 
Inzunza-yea, Mayor Murphy-yea. 
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Vote taken to sign the Letter of Cooperation proposed by Mr. Turner: Passed by the 
following vote: Peters-yea, Zucchet-yea, Atkins-yea, Young-not present, Maienschein- 
yea, Frye-nay, Madaffer-yea, Inzunza-yea, Mayor Murphy-yea. 

NON-DOCKET ITEMS: 

None. 

ADJOURNMENT: 

The meeting was adjourned by Mayor Murphy at 7: 13 p.m. 

FILE LOCATION: MINUTES 

COUNCIL ACTION: (Time duration: 7: 13 p.m.) 
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as A ; I ~ ~ ~ ~ . ~ I I W ~ ~ C X  - ~rt~mtimoln: s ~ t u s  

'%. f,-. is an ,&OH .to rupd~a ym on tl3e stztus d khc. hd?t  C e a m t s  
im;tigd'L.im; Ck~.&-t with om etll@g&n&t letter, the A u ~ t ~ ~ r : ~ ~ e  ha& hr.l$: 

~P&* the f~l3m1ng: 

w ktciewIK3 t I t ~  reports and &kd. gxhibik prepared by V:i~,on '& :E&k, 
City Atkmq;. artd Lnre Forward. 

,, .w&q Ld h~ldllhf; & ~ & ~ . U B ~ ~ Q B T S  with the .i ndepmdme a d t b ~ 4  P&~I?- 

, P~swwk. 
, . .[jnjpi~Ee-h 6 law ~ Q X M  , q e ~ ~ 3 t ~ :  

,. E% E ~ U W  *e ~ $ q  Ammp ,pm.rji&, R with a. ~9~~ .l%hlii~~g & mch 
mfimrn &meq b~ with mpct. &g ,ahaW~ d&' hdm. 
Add&o&; we h w e  reqtteuted dmumcnti~n supparting bkd CfLy 
&~~wY''B. colwems and iiwcfi~ipp 6411, including 4 of the pmsedme~5- and 
me&od~lagkz applied anrl dl ' dw~~ments id&t~fied. We bdim it & 
h n p ~ h ~ ~ i ; ~ ~ c s  raised by the Crty Attorney be thmighly irtw.tsdigat&. 
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AT Qu-jjmk .-*& -19 aob4P5''on g* d& m ~hangp in th+:Cit~~ 
, . .  . , , d $ t  ka&=fS ~&,t,io&p. The AurNt C m h c  d 8se dxe w a k  
ctrrtlyl,e& by ,vmh & &fu&ng d ~ m e ! m  qnd evf~lt~r~r rnre&.tO the 
ex~ tposs i l e  m&t & DUE engapment ldtcf. Ot COUZSO, dS d8t.1 # t . i~d~:h .  
mmr .A- I#,&&-* *v@ wiu d e ~ & r ?  necesss* pxmdw -Kt c3lmaq ~rm 
~ p ~ m 5 , . n t a n , a : ~  . . . . . . .  ad b m p h  ' 

& g& :&& .b :& hu&g :C'-% qw& I&&' *& :ay m,4, 
P;wip *&d .Y U~I on a ~ d  approved by City Xk~m% da .&,I&. 
Co~mxtittge Rpn detmrninad ta r c t h  their. own independent legal ~ ~ 2 n d  I& rvbph 
.- on of law. The o.~u~plett~x-~ nf fhe Audtt C ~ @ ! S .  wprk h 
k o ~ t i q p &  . . .  . . Y ~ J X  our tn reelain out.;& in+&= 1e.& c w d  pmamnt 
: t ~ e  t8sm. &arc eqpwmrtt. ~13i1~rln +i n k ~ .  in &c S Q ~ C . ~  imwtimxtgi shata 
;@&&z$i by C-*&cw5 YOI puWe$c~~nprii.~t~. We are 'kd wi&:a n e  
uf . M j  Mj, $m&. *, jnd~p-t rtPBgal pp$&m. $- 
.iadsctq batt iim it*. Jiinited b: h$&,+igatimg Eatnin ae@ a& as vwkg 
,- by .rhg indepdcnr audito~'~ and required by generally accq&d .&ucB$t~g 
-&&&&,. md S E E R S  wwrtilm et pivIkgo. We aEWEh fn~, yarrt .iy&~mion a 
cupy of ilrr .@~:tk ge~~ling how Mqnderrt  Inwiestiptiom . $@mdi 
&nd&?&d. Also {ci-hed B pih11ct;l by the A m r i m  .h,Utub af ~mEfi&'hrbk 
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 id^^ hare. di~cu~md qncsfions rcganding the length d time wc&w ta ' .  

m p & @  .ow jnue!j@h. We have bcc n clear r rmt  t:b incepttori af o;ux.~~t&t.f&m 
Xn. .&$? m a k g  &at wo wad fall rooperatim from ,dl Pmkia4;' invdlved Ih '&f to 
mrrtpiw fiiu ?nlu.&tig-~~tion. This d l  dsct rtqufw i'ull ct~rnp1i''nce and .pwdrn~h 
mq?m&d dpmna'srqu~sted by my law dfurmmt w y .  

a :&f$ ,& .&. -9- &ha@ Co&im hai g[lss~$y .&l$iru"lethd; g . 
my ~p-, pc.mq .md hhmgcr and. mmbms ~f tbe LSamd ht2Ehe.:crbihh 
w ~ ~ m  in & &yt!~w.ti~n S~ E ~ L  i t h e  arrmkpanyi.ng Em-<mn. 
&@&&#I- rqpmk cbmUg* r d d  to PB " % '  khs' XW!, ' m&&! t,e& . . 

w .an :=PC& d 'm imre84iRation. . M a  hoard requiz& & i t  W&E 
jn~e.paw +ytdu&$ :in tlds inskee dze City. all dty emphja and .&fit&& ahJ 
m f k  fw -perat+! i m ~  provide complete mc& .m a.11. .inhwma~o.w.as w d  .;a 
di:-&lv r d t e  a q  iswes'tkxit axe i&ati?fic!al cl-g thr inv-, Ta 

sie&Fkte t r l a ~ ~ ~ c t i &  nf aU matcrjafs rcqumtcd by. the %. &ehs. ~ d d  . 
gbe& aot oocvrred in a timely ~ c ! T .  Syma .clmetl:~er~ag 'haw nnt 
been pm&grd. gime oithc pmH-erns with d&arnent pmduaion fisp havehm the 
mu# & F+$UR wrn hiWRy S& ~ p ,  bu t.c;&hrly .a& iR d i~ ma. geer . 

-9, a & 'jre ~ ~ & I Y  aJd=tldX 'h&r M. & . 
p ~ a ~ ~ . ~ ~ y i ~ d d  

111: h. m'lfib: 'impmaavc! a e . q I c t c  and thurmgh ~ ~ & i m  plan .be .&~~Iap.u,i mcj 
.hmp..Wd. ,bm 'in*mtigption. and a ~ ~ ~ ~ e n c t a t i c t n s  wjll iili$iclodc addna4.w the 
a-iak : w w p  ness51y to remediate iwus %at havet Qr mty E1;6i.&, Until,.&*. 
&g ane wu?& it is diir~tl~t .if M I  impnluible. to d- ~ k c n  ttt. 
ixm#.igat$m .. . . wXU 'k romphd, , . H~wever, we belkve. thatB the e&e& of k b u a d  
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.= , rn ail .imuL.!& it ig. b~p.c~rtal"A and ~wta idy  w gc4 .that 

. m & a i 5 m  .w:U be mdedbefatc the end of the. calm& ,year. 
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haY& of S!gn I3iego 
8 .  . . I . . . ,. . . . . . 

city Council of $an p i d g ~  . ' ' . . . _  - 
.. Y 

. ' .  
* I  . . . 

ziac.s&eet -. . . . . 

.Sari Diega, CA 92101 ' .- - 
. . . .  

. . - .  . . . . ' . I  

' liear~~.~wurtll:. . . . .  . . . . ! .  
. . .  

. - 
mS.lew CO& & s r m g  bf the smpt a d  teims ofthe kgaiement of ~ r o i  ' . . 

'.,, CLmll") .bi the '9'rn Diego City Comi l  C'ths. ~oun$"). It is uhdc~stsod thdt . . ' * .  , 

'- dhOUgh, a& b h g  h i d  by the Cbm~i]., w e  !xiU p d ~ r m  OW S@CX?S with complete ' . . . 
indtpendeiOe fio& . blfd, . the City, 'of S.d bkgb: CYbe fity'3, t& . C'l@'.s . . . .  

a d&iaaents, City'$agen~i@ h01ud.h~ iht $& ~ ) i e ~ ~ E r n ~ l o ~ ' ~ ~ ~ e t i r e r n e ~ t . ~ ~ y s t ~  :', . 
. . . . . .  . ~ s D c ~ ~ ' ) ,  -h City's elected officias *OX I _  &'o&~x . partj! .hl ihiolved *a . this . 

. . . - - .  . . .  

oi 2j0,-20b4, & City of San ~ i e g o  ~al30mig mads s v~1mkq dis~lonn~ . 
,wing +ith h e  four NatiOnally Rgcognked Municipal Securiges ~nformatio~~~e~ositO~es 
r&&d by &e S-tiei Exchange Cojunisshn (SBC); ' Thit fist'provided .a 
d ~ s ~ t ~ O ~  oftho &d:ed =rued kt'uarid liabilitr ,vf the Sand Mega City ~ r n ~ i o ~ c s ?  . 

~ ~ k . ~ t  system .tagether 4th + jec t i o~  anticipating ths .gii,wth 'in the liabigty= an 
:cs&&te & w e d  Kabi1w for Pqrt ietirexrht health c e  baikfiis konferrf:d cai th= 
. citfs retirkd WOI:&E~S. WED, as i description i f  the atchaniicdby w w  the City funded 
the system. ThL. saona desc?ibd tluipesbus. arors ' d i s ~ o ~ a k d  i$ ths footnotes of the 

.. c,i~', audited. &&I f i c i d -  . statements ...... subseqdentlYi . rathi ag@1'es . have 
domgr&d &e i+hg of t h o i t y ' s  debt-and h ~ e s t i g i t i o ~  have bem odinrhmcad . .  .- . 'by the 

. . . SEC *d G.S. .Atto~ey. - . . . . :  
. - . , . . . . a - ' . 

. . :. ideIc&a.fii city h! &&d K P M ~  io pe&mii ai in'dep&&nt audit if its ib03 . ' 

mual. fbxicial' &itementi. - We also understand Vinson & E W  (V&E). issled an . 

' invcstiga;tive xport d a M  September 16,- ,2404 entitled . "The City of S m '  Diego, . . 
. . , . * 
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I A ,  . ,  
I . . .. . . .  . . . ' I  . . . . I .  . . I  , 

.. 
. ' Z '  - Calif0mia3j. ~rndoikrd ' of ~bl i~at iof i  -'to ~unh the ' San Diego City Binp1o)eesy ' ,  

Rekement Sys- and Related Disc~asure - pmctices ' 1996-2004. VV~& RkCo~4'mded . . . ' . 
, ~ ~ ~ b c d ~ ~ ~  and changed jb t+ Municipal ~6de.'' ' . Subsequent td tha issWce of ibis . . . 

rtipOh ye m & m d  that requesh$.additional compefenl evidential maker it 
. ' . deems necessary to  in 3aqcbrdAw with applioable accountbg; auditing . . *L . . 

, :. d d  ~mfe~sinnal'st:ahdardsds~d that frnther i$ekigatiori .be ,we into ceffai? .%a&,. . . . 5 

' . ,we. alsq &d&&d' V&E has been engaged to perfpm this 'additional work ' It is o&, . . . . . 
:, mrrL&ding W M G  h& re.q&sted the redd of the V&E invcstigatiohs, '.is wdl as' ths ' 

5 .  

, results ~f :o&s0ing investig- by the City ~ttomey, bs received, revitwed aad . . . . 
evatuated'by an iiildep&dent . . third . party, . ' 

. I 

. .. I 
 he City h i  &4ucitd thar KIOU (1) ricteive, raviiw ev&vaie ~IE findings of the 
idvestigatiocms bi v&E ind &the City Attorney, The..City h& also nque%ed Kroll ptovidc, 

- coMting &-ce in ksessing 'intend &ntral d=fi~isncies affectting mattefs di&xised' . ., 
. - 

, . . .in the investigation reports. :. . . . . . 
. ... I f .  . . . . . . 

. . i . of ingngdmmt:A~ ;illbe in two h e $ .  ke .first d the engrigizmA. . 
will be for KrdU tb sesvk as' m:hdipcnd.ent Tnvest;gatdr for rnaees relatktg to {l) tbe . .  . 

' . . &&d miliity of.the SDCE& 9nd (2) emrs'discavmed.irt,ths foothotes of-the kity's. . 
. au&ed -ua;t finm~id statehents. we . . .  exp& . tbm pbrise ittbeJjrojeot will includei - . . . . . . B .  . . . . . '. . a 

. ., w&&~. with KPMG to. mierstand heir con~erii~ & akrnPi to : r+a&. a '1 
. s&sfa&ry work p~bg& .&at .will' assh fikn ki. ob$&hbig the necebsary. - . . 

. . -. , ehdencc bnd docmen&n . .. ?q&ed. .. by applicable 'accounting, 'auditin& and . . 'i-., 
' . % . . .  

5 .  . . piafessional standards. . 8 .. .' ~ e c ~ i ~ ~ ~ . ~ s v i n v  imi ndcvduite tiit reparts ii invtGigatiins of ttis mattkr* we . . 
. . 

' . - -e5].Qy undagtand will be ismed by V&E and thbb~ity'~ttomey.. We gderstand . . . . ' . . 
'that.the Com~il wilJ d.i+ct V.dtB 'ahd Me CitS;.Attomey to prctvid~ us scc;ss to - . . .  - . 

I .  . .  . . whats~er.~omati6n they have related to their &v?stigatiow. . This :shall indude . ' 
' .  
. ., . . (a) readin' and ,reviewing these reports,. (b) reoo&eading chwges' in scope of . . 
. . tip: wbrk perf~&ed thai'.will m e t  a e '  need3 d KPMG and where' i e  ( l e e m a ' .  . i n  , 

. ne~essw (c) pcrf~&g d d i t i o d  pro~ed~es 'we considsr nccessarjr to reach,: ' .: , . 
' 

- ,' . conclusion$ or obtaiti ividexitial mattor tbat is required by KPMG; Xn doing kioi.: . . 
4; will reqiire &condition@ i ~ c s s  to all bformatiibn gathered; by the per son&. . '.. 

and dbcum~nts of thb City, $?CERS,. V&E, the City Attorney h d  my 6ther' ' . 
' + ' .  p d e s  b~volved wiih this matter, We also E& direct V&E' to ptxforrn hdditional. . -. . . . . . .  

. .hvestigsti~e proccdur~snwo deem Lecess ivy... Should w= deem it necessary we . 
A . &@.also retain legal cdunsel. . We will .attcmpt.'mt to d~~lica&',wo~k thtd has . . . - - : 

. . , aIr&y been perfore&. .unless.we believe that additional work needs to. be 'done I.I . 
- to cbmplete, our investigation a$ provide KPl$G with evidence they require in , . . . . 
' or& tb  issue d opinion &L tb&.fiumcial 'statements. . A Iack'of: access - t i the . ' . . '. . . . . . . . . . 
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, ' . ' .  . .. . .  
. . 

, ' : i a fOr~ t id f i  'pr pmsom1' we "equifee may idpact out ability to qdiplett our 
+ : 

* .  
- in+estigation a d  ability to:complete this project' .' . . 

. . .  

. We will repont o& tindings to Ithi CQ&. . 
. . . . 

T '  
. . 

. . . . 
-4' 

. ( .  . I .  
r -  

, - work'will be %wed on thd investigation reports and any additional .prhcedmes . I . 
dkem &&-esaary.. Howeve, we are not re$~nsiblrfor.tbe work performed by V&E or the . . 

, . civ A&*~~,. We am dso not i~poasiblp  for the issum& o f  auditid .statements Iy . '. . C - 
' = K'MQ &j any itlid. e$tmal aCoo&ting ,fm. he ~ i l y  bas hired to' audit its' . . . . . # .  

. . . .. . ,  . 
sta-ents.. " . . . ' .  . I _  . * ,  . . . .  . i - 1 

'you h o e  &i~  quest& a sepnd. phass tq our engagement, w&ih-wo will nbt be 
, . ptcpqd to m-tnce until thb fist p h e  is o~mplet ,  Io the stcond phase, we &ay be : 

mgjged 'io wasult with pmome1. d the Cit)! to establish ktemal. doritrdls that if . 
implemmted md pierated pmp'~1'~t. by ths City could provide rqasonable'assmapie that:. 

. . 'fie &sactiob identified in rqortn in p b e  one are properly sported mil +siloged 
in &= &ankid stateqcpts of the City. . We eduld coordinate our ~ork'with'the city 

-: 'Auditor a6a ~d&~6oller, the h&..of the hternal audit department @ tho Ciry's butside 
. .. .ind&s~.dent bwditors. +.to .the ?cope ahd nat;ue of the i n t d  oonttgls . . that hate- C ~ Q  

. . '&uld nmd to assess, ';fo&ent, . imx,~em~t and test. - 
- :. - . a . .. . . . . . , . 

'The ci&'s Ad cbm-01'over &a.yial repoi&g includesathose po~&s and prooad1;3:es 
''.that p&ain to jtcl abiIily to i&ab, record, process and rew* f m i d ,  daigt consistent 

. , with the- ksertiom embodied ii eitha .its annual or htgrim fmaicial. ~tikmk&ts 

_- a c e s y i n g  disclosies. Managernmi of the Citg i s  respomible for . evaluating . thi 
eff'd~&e~s b f - - ~  - ~ o ? n ~ a n ~ ~ s .  intern$' control: ovsi f inmIFqombg net Uitab1~ 

' , . m~~tr?l &teri,k md su$portidg i& ,aSSessrnent wia suEcient cvidenwYcIuding: . 
dgcmZl;niationi. . ~ a n a g & c t .  will also be resppasible for presenting a written: 

. . %  . ' .  . . 
. . bses$ment of . . the eEectiv~ess . . af&e I . City's ! .  ' h t a a l  cuqfro&; ' 

. .  . C . . - . I 

. . - -  I 

The .work p&forined in io&&tion with phase p r i ~  'and twcj ck th* project w3.l be .. ' . . 
~ m p l ~ t e d  in'accordance ~5th &6. applipable prof~%sidnel stqdards, .fox consuI&;ts, se$ , 

. . 
L _ .  

faah byhe Am~dcah Institute of C d , e d  Public A c c o h ~ t s :  
. :. . . . . . .  .. . , - . :  . , ,  . .  I. - 

*. . . {' 
~he'c~&Cil igrkE that a& wriotei reports, .gcheddeg, nq& mit'erials, or ~ o c u & ~ ~ ~ s  .. . .  I i 

prq&d 'or prbvided by' Kmll are to Se used ,only for this matter and. wiU not be . . . . . 
disclosed, bI;Mished, or use6 by t& Council or &y ircpnseqktives . . of the City for 'a6y . . .  

. .  . .  otxer purpose ivithout KrbLZ's pior w$I?en pen%ssion . I . . . . .  I . . . . , .  . . . ' I  

I .- . . . . 8 . . . . 
.!&ill agrees a pmrkhg papers 'and other documen& prepsi.&i or ' r e c ~ i d  bj us . 
' b u r n t  to. enga~emmt will 'oe mainmeed by h Js confidential matqial and we. 
agree not to disclose cra work. or work pkduct hereund'er to third parties with?$ the: 
coUn~il;s except. & may be req*ed. by law, pgulat io i  or judicial ad 

- .  a-trative proces4 or in cmection with litigation +g hereunder. We also. agree. 
t i  abide by my GO& brdm F~vide.d to us' ih &tie md sighed by U. rig~ding 

. . . , .  . . . 3 . - 
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. , 
I . '  . . 4. 

I .. . 
mfide&ality. we' wuniu, at yod.&guest, t r m t  ix6ormation tp ion by f g c s ~ e ,  i- . t , 

. . or over, the hternef, '1f any cdafiden"a3ity. breacliks ..occ~ bcka&e of data , .. L ' 

e&mi~iolq . ybq agree &at 'this will ndt consthte a. breach of any . obligation. d 
i&dcnti~ty: .If you +vi& to.lh.ii such trarisniirsion to  inform~.tio; that is not highly m '  ,' . ' ' 

. . ~~nfi&mtiaI,, or seek. nore senne means of communication forhj$ly confidential 'L 
* .  . Sonnsfion, .%11.: need 'ta iafbrm us: if access to s$y of the maate& h gw. . . 

' 

pbeses~i~n ;elating to this eagagsnlent 'is sought by amthird pw, WE pr~&pfly npti* . . . '. . . 
. you of such &.ion; te:ridet to you ouy defehge rispandidg .+' NJl .t iquest  .and cooper* . I .  . - 
~ f h  conoerning our respoke thereto. In the ev&t that We a q  subpoenaed as ,the a . . . : * 

. iesdt of mi work p e r ~ 6 ~  for you .iq coaeection with 6is cqgsgcrncnt, the city will ", 
, . 

. . - compensate us for;our time involved in respndidg td such subpgesu&. . . .. . . 

. .. . . . . . . . . 

. ~ & f & s  a& bi&d o i t h e . a m d  hom'plur kx$anses ind~rrtd god'rhdnot.tcb~6n&en~ . .: . - 
. the complMion or outdome of the i n v ~ i g a t i o e  W e  wiil bill.you at tht rates for tho 

' 

, pigfessio& that work an this rnater. - Our.rates curreifly rmge fiom $125 .@ $750 ba ' - . 
, hour. Om .enga&rwnt teiun 4 be lead by M- Lypn Turner and hh. Troy Pshlbeeg and 
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KPMG L V  
Three ~rnbarm&ro Center 
San Francisco, CA 9494917 

- 
Telephone 415 951 0100 

October, 11,2004 

Leslie J. Girard, Esq. 
Assistant City Attorney 
Office of the City Attorney 
City of San Diego 
1200 Third Avenue, Suite 1620 
San Diego, CA 92 10 1 

RE: CITY OF SAN DIEGO FISCAL YEAR 2003 AUDIT 

Dear Mr. Girard: 

As shared in previous meetings and correspondence, including our letters dated August 9,2004 
and September 1,2004, we do not believe that the City of San Diego ("City") has conducted an 
adequate investigation in order to conclude that likely illegal acts have not occurred, or that 
appropriate remedial action has been taken. Such an investigation is necessary in order for an 
.auditor to complete an audit in accordance with generally accepted auditing standards and 
Government Auditing Standards. 

The primary purpose of this letter is to express KPMG's position on what additional action KPMG 
believes the City should take relating to the investigation and remediation of potential illegal acts 
to enable KPMG to complete its audit of the City's basic and fund financial statements for the 
fiscal year ended June 30,2003. KPMG has been concerned that the City was not undertaking an 
investigation specifically designed for the purpose of addressing audit responsibilities under 
generally accepted auditing standards and Government Auditing Standards relating to possible 
illegal acts. At the City's request, and as reflected in our September 1,2004 letter, KPMG agreed 
to await the completion of the Virison & Elkins ("V&En) report (the "Report"), to review the 
Report, and to advise the City as to what, if any, further information KPMG required in order to be 
in a position to complete its audit and issue its audit reports. As discussed, and as explained in 
more detail below, our overriding concern has been and remains, that an investigation must be of 
sufficient scope and thoroughness to provide a sound basis for concluding either that illegal acts 
with relevance to the City's financial reporting have not occurred or that appropriate remedial 
action has been taken with respect to any conduct which the City and its counsel cannot 
definitively conclude was legal. 

At your request and to make our next meeting as constructive as possible, we have attempted in 
this letter to synthesize what additional action we believe the City needs to.take to enable KPMG 
to complete its audit, and also to explain in general terms why this additional action is necessary. 



Mr. Leslie J. Girard 
Assistant City Attorney 
Office of the City Attorney 
City of San Diego 
October 11, 2004 
Page 2 

BACKGROUND 

We understand that the SEC is conducting a formal investigation of the City of San Diego's public 
disclosures relating to the SDCERS in the City's bond offerings during the period 1996 through 
January 2004. This investigation was commenced following the City's filing of a Voluntary 
Report of Information on January 27,2004 with the Municipal Securities Rulemaking Board and 
the Nationally Recognized Municipal Securities Information Repositories. That Voluntary Report 
made new disclosures regarding the City's obligations to fund the SDCERS and also disclosed 
that there had been errors in the City's 2002 CAFR. 

We also understan'd that the U.S. Attorney and FBI are conducting a criminal investigation 
relating to the City's pension funding and disclosures. There have also been press reports of an 
additional investigation by the FBI relating to possible "public corruption7' issues relating to the 
process by which the City and SDCERS have negotiated and approved various agreements in 
which the City's obligations to make payments to fund SDCERS were reduced and/or deferred in 
exchaGge for agreements to increase or expand benefits. 

We understand that all of these investigations are focused on the conduct of individuals who either 
are currently employed by the City, were employed by the City during the period covered by 
KPMG7s ongoing audit, or were acting in some manner on behalf of the City or SDCERS during 
the relevant time period.1 

V&E was retained by the City and conducted an investigation into the City's disclosure practices 
and prepared a report. The V&E Report, which was made public on September 16,2004, describes 
systemic failures in the City's financial reporting and disclosure processes related to the SDCERS 
pension plan. See e..g., Report at 170-171 (referring to "across the board failures of the City's 
internal disclosure processes.") It also reflects that, as late as the fall of 2003 the City's Disclosure 
Counsel thought information was being withheld from him and there were fundamental 
disagreements about whether acknowledged errors in the historical financial statements were 
material. Report at 114-120. The Report acknowledges that the City's prior SDCERS related 
disclosures were inadequate, and while it appears to stop short of concluding that there were 
material misstatements in the City's disclosures, it describes a dysfunctional disclosure system and 
also comments upon the City's "minimalist approach to public disclosure." Among the 
observations supporting this conclusion is the statement that "the City Auditor was disinclined to 

' Potential illegal acts by SDCERS or its board are relevant to KPMG's audit. Your position (expressed in 
the September 20,2004 letter), that SDCERS is an "entity independent of the City," does not address the 
fact that the financial condition of SDCERS is reported as a fiduciary fund in the City's CAFR. 
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I 

include information in the City disclosure that reflected badly on the City and would sometimes 
excise negative statements fiom disclosure documents." Report at 1 17. 

The V&E report includes two paragraphs under a heading "Conclusions Regarding Intent." Report 
at 164. These paragraphs state that because many of the "gaps" in the City's disclosures are 
"closed" when information in the SDCERS CAFRs is considered and because local press coverage 
of the pension plan highlighted many of the risks surrounding the more controversial City funding 
agreements (Managers 1 and 2) and the presence in the Municipal Code of the menu for 
distribution of surplus earnings, any attempt to conceal the SDCERS funding situation would have 
been an "exercise in futility." 

While we understand that V&E has concluded that it has gathered sufficient evidence to support 
this conclusion, for purposes of our audit, we note that this conclusion does not address the 
questions we have posed as being important to our completion of our audit, and therefore, does not 
end our inquiry. Indeed at our meeting on August 27,2004, Both the City and V&E have made it 
clear to KPMG that V&E was not retained to investigate issues relating to intent or whether any 
individual's conduct violated any law, rule or regulation, and that the scope of its investigative 
efforts were not designed to do so. At that meeting, we informed the City that, in the absence of 
conclusions on such issues, KPMG anticipated advising the City that additional investigative 
procedures may be necessary before KPMG would be in a position to complete its audit; and, in 
turn, we were advised that the City would perform any additional inquiries that KPMG believe 
were necessary for it to be able to conclude on issues that might affect its ability to issue an audit 
opinion. 

Unfortunately, based upon the information we have been provided to date regarding the scope and 
I 

method of the V&E investigation, we do not believe the statement in the report that "it is difficult 
to attribute the City's failure to fully and accurately describe [pension] matter[s] to intentional 
misconduct on the part of individual employees" is sufficient to resolve the issue of potential 
illegal acts for purposes of KPMG's audit because it is not based on an investigation that had a 
scope and methodology that would provide a reliable basis for reaching a conclusion as to whether 
City officials engaged in intentional misconduct or other conduct, which violated any law, rule or 
regulation having the force of law. 

It is in this context and against these background facts, that KPMG's requirements, as outlined in 
this letter, must be understood. Most fundamentally, because there is evidence of possible illegal 
acts by the City or persons whose acts are attributed to it, under Generally Accepted Auditing 
Standards (GAAS) and Generally Accepted Government Auditing Standards (GAGAS), as well as 
other relevant professional guidance, to the extent the following questions are not directly 
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addressed in the V&E Report, additional investigative procedures are required in order to 
determine if illegal acts are likely to have occurred, to assess the direct or indirect effect of such 
acts on the City's financial statements as well as the implications for the reliability of 
representations being made by City employees to KPMG in the course of aur audit, and to 
determine if any such illegal acts have been adequately remediated by the City. 

The report based on such an investigation must include clear conclusions and be supported by a 
thorough investigation. However, as stated above, and as KPMG has been advised, the V&E 
investigation was not conducted as a forensic investigation, and did not result in a report that 
reached clear conclusions about whether federal securities laws (or any other relevant laws) had 
been violated, did not explore potential individual conduct that may be fraudulent or unlawful, and 
thus does not provide a basis for determining potential financial statement effects or determining 
KPMGYs ability to rely on management representations from the City. 

Further, the Report's discussion of certain evidence raises a concern that the investigation, for our 
purposes, did not adequately follow up on evidence which might suggest that certain of the 
deficiencies in financial reporting may have been the result of conscious efforts by one or more 
persons at the City. In the absence of an investigation and report that adequately explores these 
issues, it is not possible to determine if the City has taken appropriate remedial measures or if the 
representations made to us during our audit by certain individuals can be relied upon by us in 
reaching our opinion on the financial statements. 2 

In this regard it also bears noting that the remedial measures recommended in the Report are all 
prospective and entail structural reforms to address the City's process of disclosure in the future. 
These reforms are subject to approval by the City Council and, even if adopted, would have no 
impact on the manner in which the City will have prepared its 2003 audited financial statements. 

- 

See Report ofInvestigation Pursuant to Section 21(a) of the Securities Exchange Act of 1934 and 
Commission Statement on the Relationship of Cooperation to Agency Enforcement Decisions Exchange Act 
Release No. 44969,2001 SEC LEXIS 2210 (Oct. 23,2001), arising out of an investigation into financial 

,reporting by Seaboard Corporation. 
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OVERVIEW OF RELEVANT AUDITING AND ACCOUNTLNG REQULREMENTS 

AICPA State and Local Audit and Accounting Guide 5 4.44. 

J1) Illegal Acts with Direct and Material Effects on Financial Statement Amounts 

GAAS requires an auditor to plan and perform an audit to obtain reasonable assurance about 
whether the financial statements are free of material misstatements arising from illegal acts that 
have a direct and material effect on the determination of fmancial statement amounts. The 
auditor's consideration of those potential misstatements is a matter of professional judgment and is 
influenced by his or her perceptions of the needs of a reasonable person who will rely on the 
fmancial statements. 

The professional literature identifies the following types of legal compliance requirements as 
among those that may have a "direct and material" effect on the determination of fmancial 
statement amounts. 

G M  Requirements. Governments often are subject to legal or contractual 
provisions that require them to prepare their financial statements in conformity 
with GAAP. 

Federal and State Taxes. Governments are subject to various federal tax 
requirements, including those relating to employment taxes, employee benefits, 
and tax-exempt debt (such as arbitrage rebate requirements). State-level tax 
requirements also may apply. 

(2) Illegal Acts With Indirect Effects on Financial Statements 

- The auditing literature also recognizes that Governments often are affected by many other laws or 
regulations, which generally relate more to an entity's operating aspects than to its financial and 
accounting aspects, and that the financial statement effect of those laws and regulations is 
"indirect". Although an auditor is not required to plan the audit to detect noncompliance with such 
laws and regulations, the auditor does have certain detection, consideration, and reporting 
responsibilities relating to potential violations of such laws, which require the auditor to insist that 
when potential violations of such laws come to light, they must be investigated. 

) 
Moreover, GAAP requires a government entity, such as the City, to disclose in its financial 
statements material violations of fmance-related legal and contractual provisions. Accordingly, the 
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auditor of a governmental entity is alert to the possible financial reporting effect of noncomplianc e 
with law that has a material indirect effect on financial statements. Because the government entity 
itself has financial statement reporting obligations related to violations of such laws, the 
government and the auditor both have a shared interest in assuring that when potential violations 
of such laws come to light, they are fully investigated so that the financial statements can include 
the GAAP~ required disclosure. 

In considering whether the financial statements are free of material misstatements arising from (1) 
illegal acts that have a direct and mate rial effect on the determination of financial statement 
amounts, or (2) illegal acts that have an indirect material effect on financial statements, the auditor 
should consider both quantitative and qualitative factors. Qualitative factors that the auditor may 
consider relevant to that evaluation include the following: 

The potential effect of the noncompliance on the government's ability to raise 
resources (for example, through taxes, grants, contributions, or debt or loan 
financings) in the future. 

< 

The potential effect of the noncompliance on the continuation of existing 
relationships with vendors, employees, and elected and appointed'officials. 

Whether the noncompliance involves collusion or concealment. 

Whether the noncompliance involves an activity that often is scrutinized by 
elected or appointed officials, citizens, the press, creditors, or rating agencies. 

Whether the fact of the noncompliance is unambiguous rather than a matter of 
judgment. 

Whether the noncompliance is an isolated event or instead has occurred with some 
frequency. 

GASB standards require governments to disclose certain violations of compliance requirements. NCGA 
Interpretation 6, Notes to the Financial Statements Disclosure, paragraph 4, states that the notes to the 
financial statements should disclose material violations of finance-related legal and contractual provisions. 
In addition, material violations, or potential violations, of finance-related legal and contractual provisions 
should be considered for recording a loss contingency. Id. at $4.48. 
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Whether the noncompliance results from management's continued unwillingness 
to correct internal control weaknesses. 

The likelihood that similar noncompliance will continue in the future. 

The cost-benefit of establishing internal control to prevent similar noncompliance 
in the future. 

, , 

The risk that possible undetected noncompliance would affect the auditor's evaluatioa4 

Finally, an auditor is required by applicable auditing standards to "consider the implications of an 
illegal act in a relation to other aspects of the audit, particularly the reliability of representations of 
management." AU fj 3 17.16. In considering such issues, the auditor must be provided with 
sufficient information relating to the potential illegal acts to exercise professional judgment 
concerning the implications of a particular illegal act for the audit. Id. ("The implications of 
particular illegal acts will depend on the relationship of the perpetration and concealment, if any, 
of the illegal act to specific control procedures and the level of management or employees 
involved.") Our April 13,2004 engagement letter allows KPMG to make such a determination as 
to the sufficiency of the investigation for audit purposes. 

LNFORMATION AND REOCRDS REQUESTED, NOT YET PROVIDED 

There are several open items which have been promised, but not yet provided to KPMG. 

KPMG has yet to receive all V&E interview notes, memoranda and supporting 
documents as requested. The basis for this request is outlined in our engagement 
letter. 

KPMG needs information concerning the scope and status of the criminal 
investigation(s), which we understand V&E is not handling. We will need to 
speak with the attorney representing the City in those matters. 

ITEMS REQUIRING RESOLUTION BY THE CITY . 

Based on our review of the V&E investigation and Report, and in light of the auditing standards 
discussed above, KPMG has attempted to synthesize the issues that remain, which must be 

Id. at § 4.46 - 
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resolved before we are able to complete our audit in accordance with generally accepted auditing 
standards and Government Auditing Standards. They are as follows: 

The City needs to determine whether the City's public disclosures, including its 
financial statements, likely violate the antifraud provisions of the securities laws 
(% failure to disclose pension related matters) or any other Federal, State or 
local laws, and if so, what, if any, impact is there to the June 30,2003 fmancial 
statement amounts and disclosures? The report from the investigation team should 
include clear conclusions (with adequate support for such conclusions) whether an 
illegal act has occurred and whether such illegal act has been timely and 
adequately remediated. The report and investigation must be in sufficient scope 
and detail to allow us to reach our own conclusions as to (i) whether it is likely 
that an illegal act has occurred and, if so (ii) whether any likely illegal act that is 
identified will have a material effect on the entity's financial statements and, if so 
(iii) whether timely and appropriate remedial action has been taken. Closely 
related to this set of issues is whether City employees or agents have engaged in 
fraudulent actions including concealment, related to the potential illegal acts. The 
City needs to investigate and determine, and report to us, the relationship of the 
perpetration and concealment, if any, of likely illegal acts to specific control 
objectives and the level of management, employees, or consultants involved. 

The scope of the investigation needs to extend to all possible illegal acts and 
needs to expand, as necessary, based on findings made during the investigation. In 
other words, the investigators should be able to pursue all evidence of possible 
illegal acts no matter where they may lead. 

According to the Report, retiree healthcare benefits were paid directly out of the 
pension system from 1983 until 1992 when a determination was made that this 
violated federal tax regulations. A new system was set up which was also 
determined to be legally flawed in 1995, which was addressed by making 
payments a SDCERS benefit. While the Report compiles facts relating to this 
violation, and concludes that the funding method was violative of federal 
regulations, it does not address the possible conseq;knces of this violation. What 
has the city done to consider and address the fmancial statement impact of 
possible IRS sanctions, or other contingent liabilities or disclosure obligations 
arising from the conduct that could impact the June 30,2003 financial statement 
amounts and disclosures? 
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The issues from our August 9,2004 letter must be addressed (see discussion in 
Exhibit I) 

We look forward to meeting with the City to discuss further how the City can conduct an adequate 
investigation in order to conclude whether it is likely or not illegal acts have occurred, or that 
appropriate remedial action has been taken. 

Very truly yours, 

WMG LLP 

Steven G. DeVetter 
Partner 

cc: Mr. Dick Murphy, Mayor 
Mr. P. Lamont Ewell, City Manager 
Ms. Terri Webster, Acting City Auditor and Comptroller 

Exhibit I 
Specific Comments Regarding September 20,2004 City Response to KPMG's August 9, 
2004 Letter 

Attachments: 
April 13,2204 Engagement Letter 
August 9,2004 Letter from KPMG Re: Investigation 
September 1,2004 Letter from KPMG Re: Follow-up from meeting on August 27,2004 
September 20,2004 letter from Les Girard Re: City of San Diego Fiscal Year 2003 Audit 
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SPECIFIC COMMENTS REGARDING SEPTEMBER 20,2004 
CITY RESPONSE TO KE'MG'S AUGUST 9,2004 LETTER 

In your letter, you conclude by stating your view that the V&E Report "is sufficiently 
comprehensive to allow EPMG] to reach the conclusions necessary for compliance with Section 
AU53 17 of the AICPA Professional Standards and for the issuance of [KPMG's] audit report." 
For reasons previously articulated and expanded upon below, we are unable to agree with that 
conclusion. 

As in many aspects of auditing, the conclusions involved in determining that potential illegal acts 
have been adequately investigated and remediated is one that entails an auditor's exercise of 
judgment. However, in the instant case, we believe that the issue is sufficiently clear that an 
informed and diligent auditor should not conclude that the V&E report adequately addresses the 
issues necessary for the completion of KPMG's audit. The Report may satisfy the City's needs (a 
conclusion we defer to the City to make); but, without more, it does not provide a sufficient basis 
for KPMG to conclude that all questions necessary to the completion of the audit have been 
sufficiently investigated and resolved in a manner that would permit KPMG to issue an audit 
report. 

In response to your letter, we offer the following comments. 

KPMG's Question 1 

Whether or not the financial statements and or the disclosures in the financial statements were 
intentionally misleading and, if yes, what individuals were involved and what, if any, remedial 
action is recommended? 

City's Comment on Question 1 

Your comment seems to make two essentials points. First, that with the departure of the City's 
prior independent auditor and the departure of the City Auditor and Comptroller, there is no need 
for an investigation into whether there were any intentional illegal acts relating to the City's 
underfunding of the SDCERS pension plan andlor financial reporting related thereto. Secondly, 
your comment seems to imply that the comments in the V&E Report at page 159 concerning the 
possible intent of City officials to allow the City to issue misleading fmancial disclosures should 
be sufficient for KPMG in the absence of KPMG's ability to cite you to investigative reports for 
municipal issuers or other issuers that address the issue of intent in a manner that goes beyond the 
V&E Report. 

Response to City's Comment on Question 1 

The subsequent departure of Mr. Ryan does not change the fact that, for the entire period KPMG 
is auditing, he was ultimately responsible for supei-vising the preparation of the City's financial 



Exhibit I 
Page 2 of 6 

statements. Moreover, numerous individuals were (and remain) involved in the financial 
reporting process at the City, including individuals who, according to the Report, may have been 
involved in the disclosure deficiencies criticized by the Report. 

Under AU 3 17.16: "The auditor should consider the implications of an illegal act in relation to 
other aspects of the audit, particularly the reliability of representations of management. The 
implications of particular illegal acts will depend on the relationship of the perpetration and 
concealment, if any, of the illegal act to specific control procedures and the level of management 
or employees involved." 

Both the City and V&E have made it clear to KPMG that V&E was not retained to investigate 
issues relating to intent and that the scope of its investigative efforts were not designed to do so. 
Based upon what we have been told about the investigation, we do not believe the statement in 
the report that "it is difficult to attribute the City's failure to fully and accurately describe 
[pension] matterrs1 to intentional misconduct on the part of individual employees" is one that can 
be relied upon to resolve the issue of potential illegal acts for purposes of KPMG's audit because 
it is not based on an investigation that had a scope and methodology that would provide a reliable 
basis for making such a conclusion. 

KPMG's Questions 2 

Did the City enter into any agreement, including the "Managers Two" agreement, or otherwise 
take any actions that resulted in the underfimding or misuse of pension funds that is a violation of 
State, City or other laws? 

City's Comment on Question 2 

Your comment on question 2 makes essentially three points. First, that the City's potential 
liability for any violations of law from the alleged underfunding of the pension plan has been 
dealt with through the settlement of the Gleason case. Second, you state that there has never been 
any allegation that the City's net pension obligation reported in the City's balance sheet has been 
misstated. And third, that based on certain legal propositions discussed in the V&E Report at 
page 11, the motivations of individual members of the City Council in taking certain action are 
not a basis upon which that action may be voided by the courts. 

Response to City's Comment on Question 2 

On point 1,GASB standards require governments to disclose certain violations of compliance 
requirements. NCGA Interpretation 6, Notes to the Financial Statements Disclosure, paragraph 4, 
states that the notes to the financial statements should disclose material violations of finance- 
related legal and contractual provisions. In addition, material violations, or potential violations, of 
finance-related legal and contractual provisions should be considered for recording a loss 
contingency. Accordingly we do not believe that only considering the loss contingency is 
sufficient in these circumstances. Additionally, the considerations in AU 5 3 17.16 need to be 
addressed in the context of this question. 
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On point 2, The reported June 30,2002 $39 million net pension obligation was misstated due to 
the payment of retiree healthcare benefits from the pension plan. At KPMG's suggestion, The 
City has calculated the corrected June 30, 2002 net pension obligation to be $103 million. The 
considerations in AU 8 3 17.16 need to be addressed in the context of this question. The City 
needs to investigate and determine the relationship of the perpetration and concealment, if any, of 
likely illegal acts to specific control objectives and the level of management, employees, or 
consultants involved. For example, V&E states that a letter fiom the Actuary to Mike Phillips in 
1998 highlights knowledge of potential errors in the financial statements that were not 
changedlcorrected until recommended by KPMG for the June 30, 2003 financial statements: 

"All these number presuppose that the 1996-97 is the first year in which the 
calculated actuarial contribution is greater than the actual contribution. You made 
an excellent point a year ago that this may not be the case. This issue may go 
back close to a decade after the use of 'bifurcated' rates was implemented. The 
case could be made that the City has a Net Pension obligation". 

Finally, on point 3, while the legal proposition to which you refer, while may be relevant to 
whether a court will decline to question the motivation behind proper legislative action for 
reasons grounded in separation of powers, we do not believe that such a consideration alters the 
nature of the our responsibilities as the City's independent auditor, nor the need for the City to 
perform additional inquiry before determining whether an illegal act has (or has not) occurred, 
and if so, that it has been appropriately remediated. 

KPMG's Questions 3 

Did the SDCERS Board breach their fiduciary duty by allowing the City to underfund the plan in 
exchange for additional benefits for current employees and could this action have been in 
violation of any laws? 

City's Comment on Question 3 

Your comment on this item is essentially that the SDCERS board is independent of the City of 
San Diego and based on that you question why the actions of SDCERS or the members of its 
board "relate to" KPMG's audit. 

Response to the City's Comment on Question 3 

The basic financial statement of the City consist of (a) the primary government, (b) organizations 
for which the primary government is financially accountable, and (c) other organizations for 
which the nature and significance of their relationship with the primary government are such that 
exclusion would cause the reporting entity's financial statements to be misleading or incomplete. 

The definition of the reporting entity is based primarily on the notion of financial accountability. 
A primary government is financially accountable for the organizations that make up its legal 
entity. It is also financially accountable for legally separate organizations if its officials appoint a 
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voting majority of an organization's governing body and either it is able to impose its will on that 
organization or there is a potential for the organization to provide specific financial benefits to, or 
to impose specific financial burdens on, the primary government. A primary government may 
also be financially accountable for governmental organizations that are fiscally dependent on it. 

The City's basic financial statements include SDCERS, and any audit opinion issued by KPMG 
reporting on the City's basic financial statements would,'therefore, cover SDCERS. Accordingly, 
financial accounting and disclosure of activities occurring within SDCERS are relevant to our 
audit under GAAS and GAGAS. 

KPMG's Question 4 

Is the use of surplus earnings to pay city obligations such as benefits outside of the plan illegal? 

City's Comment on Question 4 

Your comment refers us to the history of the surplus earnings issue as discussed in the V&E 
Report. 

Response to City's Comment on Question 4 

According to the Report, retiree healthcare benefits were paid directly out of the pension system 
fiom 1983 until 1992 when a determination was made that this violated federal tax regulations. A 
new system was set up, which was also later determined to be legally flawed in 1995, which was 
addressed by making payments a SDCERS benefit. Report at 36. This underscores, rather than 
arneleorates our concerns. We must understand what the City has done to address possible IRS 
sanctions, and also learn what the possible impact is to the City's June 30, 2003 financial 
statement amounts and disclosures. Additionally, we believe that the considerations raised by AU 
5 3 17.16 need to be addressed in the context of this question. 

KPMG's Question 5 

Did the City violate the City Charter by failing to fund its retirement plan as required by the City 
Charter? 

City's Comment on Question 5 

Your comment on this question refers us to the fact, discussed above, that the City believes that 
the Gleason settlement "resolves the economic consequences" of the City's actions and thus, 
suggests that any issue with respect to whether that conduct was unlawful is irrelevant. 

Response to City's Comment on Question 5 

Potential liabilities are one reason violations of laws are relevant to an auditor. Because GAAP 
require governments to disclose material (whether quantitative or qualitative) violations of 
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fmance-related legal and contractual provisions, the auditor of a governmental entity should be 
alert to the possible financial reporting effect of noncompliance that has a material indirect effect 
on financial statements. Additionally, KPMG believes that the considerations of AU 3 17.16 needs 
to be addressed in the context of this question. 

KPMG's Question 6 

Did the SDCERS Board and/or the City violate the California Constitution by allowing the City 
to intentionally underfund the plan? 

Citv's Comment on Question 6 

Your comments in this section refer to your earlier comments relating to Question 2 and Question 
3. 

Response to City's Comment on Ouestion 6 

Please see our comments above regarding these items. 

KPMG's Question 7 

Was undue influence placed on the actuary to change assumptions to reduce the shortfall of the 
City's contribution compared to the Actuarial Required Contribution (ARC), and, if yes, at whose , 
direction and what action does the City plan to take to rectifjr this action, if applicable? 

City's Comment on Question 7 

Your comment on this item refers us to the discussion at page 91 of the V&E Report and asks for 
the details of any remaining concerns. 

Response to City's Comment on Question 7 

The auditor should consider the implications of an illegal act in relation to other aspects of the 
audit, including the reliability of representations to be obtained from members of management. 
The implications of particular illegal acts will depend on the relationship of the perpetration and 
concealment, if any, of the illegal act to specific control procedures and the level of management 
or employees involved. 

The City needs to investigate and determine the relationship of the perpetration and concealment, 
if any, of likely illegal acts to specific control objectives and the level of management, 
employees, or consultants involved. 
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Other Issues Raised in the City's September 20,2004 Letter 

Your letter also commented on electronic discovery. With respect to electronic discovery, both 
the City and V&E have made it clear to KPMG on August 27,2004 that V&E was not retained to 
investigate issues relating to intent and that the scope of its investigative efforts were not 
designed to do so. We believe that determining intent is required with respect to certain of the 
questions posed in our August 9 letter, and electronic discovery is an effective procedure in that 
regard, as it may provide relevant evidence for the City, its counsel, and KPMG to consider in 
determining whether there are unresolved questions which might affect the City's fmancial 
statements or disclosures. 
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' Three &barcaden, Center 

San Francisco, CA 94111 
Telephone 415 951 0100 

October 29,2004 

The Honorable Dick Murphy, Mayor 
Mr. Lamont Ewell, City Manager - 
City of San Diego 
1200 Third Avenue 
San Diego, CA 92101 

' Gentlemen: 

We write this letter in an earnest attempt to make progress with the City of San Diego towards 
addressing the issues that must be resolved before KPMG can complete its audit of the City's 2003 
fmancial statements. 

The immediate topic we must address is the letter dated October 28,2004 from Paul Maco of 
Vinson & Elkins (V&E) addressed to Les Girard, Assistant City Attorney. That letter, which 
appears to have been posted immediately on the City's website, in our opinion seriously impairs, ' 

rather than advances, the prospects for a prompt resolution of the issues that currently stand in the 
I way of KPMG completing its audit. 

/ 

We will not in this letter seek to correct all of the statements in Mr. Maco's letter which we believe 
are inaccurate. However, we do wish to convey to you, as two individuals with significant 
responsibility for the City's affairs, several points, which are intended to be direct, but constructive: 

First, KPMG cannot, and will not, ~~anplete an audit of the 2003 financial statements unless the 
City completes an independent investigation of potential illegal acts as we have outlined'in our 
prior correspondence. 

Second, KPMG does not seek, as Mr. Maco asserts, "broad and unspecified assurances that the City 
and its officials have not committed 'illegal acts.' " Nor do we request that the City retain counsel 
to "speculate on an unbounded universe of unasserted claims." We believe that our prior letters 
cannot reasonably be construed to have made such requests. To the contrary, we have laid out what 
our concerns are, and repeatedly advised the City's representatives that these concems must be  
addressed through an investigation that was designed to develop facts that would enable the City - 
and its counsel to address those concems. 

Third, while we believe it is somewhat unusual for an auditor to provide a detailed explanation to a 
client of the auditing standards that justify an auditor's request for information, we have done so 
here. In our correspondence, we not only discussed relevant auditing literature, but also explicated 
for the City some of the applicable accounting principles that require the Citv in its fmancial 

KPMG. LCP KPMG LLP. a llmlled llebllllypaiinernhlp, Is 
a rnnrnber of KPMG InternaUonsl, a Swlns assoclallon. 
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Mi. Lamont Ewell, City Manager 
Citypf San Diego 
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statements to make disclosures of any violatiolls of finance-related laws and regulations.' W e  
believe that the City cannot comply with this requirement unless it conducts the kind of 
investigation we have requested and described in our October 1 1,2004 letter. Accordingly, the 
investigation we are requesting is one that the City ought to desire to complete so that it can 
discharge its own financial reporting obligations and not solely because K ~ M G  is insisting that it 
do so. The City, as the issuer of its fmancial statements, must conclude on the question of whether 
any of the issues disbussed in our October 1 1,2004 letter and its attachments and the conduct 
discussed in the V&E report was illegal and, if so, whether any violations must be disolosed, and 
have been adequately disclosed, in the fmancial statements in accordance with G W .  We would 
further expect the City would also determine to its satisfaction that all necessary and appropriate 
remedial actions have been taken with respe~t to   on duct that is investigated. It is because it is the 
City's obligation to reach these conclusions thak KPMG has suggested that the City obtain from its 
investigators sufficiently clear legal conclusions to enable the City to make the necessary 
determinations; we have not, as Mr. Maco suggests requested that any law fm issue a legal 
opinion to KPMG on any subject and his allusion to the ABA protocol for FAS 5 (Contingent ' 

Liability) attorney letters is completely off subject. It is, thus, extremely disappointing and 
surprising that Mr. Maco's letter so ardently contends that KPMG has not explained the auditing 
standards motivating its request. It is equally troubling that his letter erroneously asserts that 
KPMG "was not following established auditing  standard^."^ 

In light of the foregoing, and considering both that Mr. Maco may not speak for the City on these 
matters and that (at least according to certain press reports) there may not have been adequate 
communication within the City about our position, we believe that a key element of qur meeting on 
Monday November 1,2004 will be to secure the authoritative position of the City on these 
important issues. Our fundamental goal for this meeting is the same one we expressed in our letter 
dated October 27,2004: "to discuss how the City plans to conduct an adequately detailed 
investigation that will permit KPMG to conclude its audit." 

If the City is prepared to proceed with an appropriate investigation, then we urge you to consider 
retaining counsel other than V&E to do so. The positions asserted in, and oppositional tone of, Mr. 
Maco's letter raises questions about V&E's willingness or ability in these circumstances to 
complete the investigation of, and reach conclusions on, the audit-uritical questions posed in our 
prior oral and written communications and to do so in an objective and independent manner. Our 

I In light of these requirements, the fact that the City may be exempt from Section 10A of the Securities Exchange Act of 
1934 as Mr. Maco asserts, does not eliminate the City's obligations under Generally Accepted Accounting Principles 
("GAAP") applicable to governments. 

Again, in the interest of assisting the City in understanding its obligations and explaining the professional guidance that 
KPMG believes is applicable here, we are enclosing a copy of a very recent Practice Alert published by the American 

/' Institute of Certified Public Accountants on "Illegal Acts". 
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The Honorable Dick Murphy, Mayor 
Mr. Lamont Ewell, City Manager 
City of San Diego 
October 29,2004 

reading of the letter suggests to us that, at this point, conducting the kind of investigation that is 
necessary maybe in tension with V&E's ongoing representation of the City in the pending SEC 
investigation. 

KPMG's ability to complete its audit of the City's financial statements is dependent on resolution - 

of these outstanding issues. We have been, and will continue, to perfprrn the service we understood 
the City wanted us to perform (i.e. to objectively exercise our professional judgment in the 
application of professional standards). We stand ready to do so in the independent manner we 
believe the City, the investing public and the taxpayers expect. 

Very truly yours, . 

/ 

Steven G. DeVetter 
Partner 

cc: Mr. Leslie Girard, Assistant City Attorney, City of San Diego 

-1 , ) . .  
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This Practict: Alerl is intended to provide ptwtitioners with information that may help 
thm improve the effectiveness and efficiency of thdr engagements and practices and is 
based on existing profossibn~l literature, the exprience of members of the Pmfessibnal 
Issues Task Farce [PIP) and informntion provided by certain NCPA rncmbcr firms tD 
thdr own pmfefisiond staff. Tkis informatiov represents. the views of tho members of the 
PITP and has not heal approved by any senior technical cornlnittee of the MCPA, The 
auditing portion of [his publication is an Other Auditing Public~z~ion as defined in SAS 95, 
Genrralljl Accepzpled Auditing Srandnrds and is intedded to provide ~uidance to auditors of 

' nonissuers.' &her Auditing P~thliculiolt~ have no authoritatiye status; however, they may 
help the auditor understand md apply Statements on Auditing Standards {SASS). If an 
auditor applics tho auditing guidance included in an Other Auditing Pwblicalwn, the audi- 
tnr should be satisfiod that, in his or her judginenf it la bath apprnpriate and relevant to the 
circutnstances of the subject audit. This plrblicalion was reviewed by the AICPA Audit and 
Attcvt Stmhrrls sM and pul>lishcd by the AICPA, and is prestntled to bc appropriate. 

illegal A d s  
Intmductisn ? ing s~ndatds. However, auditors perform- 

! ing audits in accordance with Govemwnt 
In April 19RX, the Auditing Standwds j Audifing Standads (also refared to ~ 1 6  the 
~ o a f d  lgsued Statemeilt on Auditing 'Yellow Book") should also be aware that. 
Stand&d& No. 54, illegal Acts by C1ient.f / those standards include additional require. 
("$AS 54"). SAX 54 pe~cribts the nature ments related to illegal acts. Auditors 
8nd extent of tho considertuion n~ inds  I should refer to SAS 74. Cdmpliance 
pendent auditor should give to the possi- I Auditing Consideratiofir ifr Adits of 
biiity af ilkgttl w t s  by ti client in an audit 1 GovenvncntaE h i t i e s  adrReripknzs of 
of financial iltamnents in accordance with Governmcntat Financial Assistame, and 
generally accepted auditing standards. i the AKCPA's Audit Guide, Gwenment 
$AS 54 also provides guidance on the krdhing StuncJards a d  Circuhr ,42133 
auditor's responsibility when a possible Audits (which has bten updated for the . illegal act i s  detected. ( 2003 revisions to Govemenr Auditing 

Sldardsl. for additional information m ' 
SAS 54 i s  the primary ).sourre of guidafice illgal act's and the auditor's mpcming . 
with respect to the auditor's consideration responsibilities whtn performing sn audit. 
of the possibility of illegal .acts by n clienr ! nndw Gov@mrnent Auditing Stmlda?d#. . 
in ad audit of finuncitll statements in i 
accordance with generally nccepted audit- I $AS 54 defines illegal acts as violations 

I Nuniplrucr refors to any mtity orlw lhan an "issutr:'The ~ ' ' i ~ u e r U C T '  is kiid in Secdoti 2oCrhc Srabtmcs-bxlcy 
Act as : 
An i~sm'rur & f i t 1 4  in Sectiw 3 ul tht kuriries k c h p  A$ of 1934, thc k u l i ~ w  d which urn xegistered mmdu 

. Stction 12 of that A& ot thilr is r u l u i ~ d  lo 5 1 ~  under Scction l y d )  [of the F~~tr?hungc Act] m k t  film bt 
hus filed a,rcgistrulon 4rarelnmL b s  nrrk ye\ bccwnc effwrivi uidcr thc Smnritier Am n( 1933, rmd thait hna 
not withcftawn. IYn~hetiml nfuencw to the United StatCR Cadc omiaad]. 



FROM : FRX NO. : May. 07 2m5 04 : 31PM P5 
? 

C 

. , . . 
of laws or g~;ernme~t reyiuioas. Additionally, the AICPA.8 The audbfs msporsibiMy fn ddmm d . 
Audit Guide, GownuneM Auditing Standrrrdr and Cirnular A. I jllega[ a& haGq m in&& eftect an &e 
133 Audits, states that it gtncmlly has been interprcled undcr I financial skaternewts GAAS that the term laws and regulations in SAS 54 implicitly 
includes provisions; of conmcts or grant agreements, Illegal acts I The ftuditdr Ixiu no direct responsibility to detect and repafl mi&- 
by chats am acts attributable to the entity whose fimmcizl state. : statements resulting from i l lqnl  aots having an indirect effect on 
rnents ;tre under audit or acts by management ar employees act.- the ftnitncid statements (hcrenfk~ m f e d  to as "indirect effect 
ifig on behalf of the cntity, Illegal acts by cliats do no[ include illcgd acts") as t h ~  auditor does riot ordinarily have a sufficient 
personal misconduct by the entity's personnel unrelated to their I basis fc>r recognizing pssihle violations of laws and regulations 
business activities. . j that have only m indirect effect on the financial stettmcnts. "hc 

I audilor's responsibility is limited ta applying auditing procedures, 
Illegal acts are divided into two categories; 1) thosc having a j to such acts that come to the audibr'b attention and being aware 
direct and material effect on financial statement amounts and i thn~ such acts may exist. However, if specific information 
2) those having only an indlrett effect on the financial SM~G to thc ~ud i t~ r ' s  attention regarding the existence of possible hd- 
ments. Some laws and egulaEions have a direct and matcrial rcct effect illegal acts, the auditor should apply audit p m c a l ~ m  
effect on financial statement amounts. For example, tax laws ] to determine the potentid bfftctx d thc possible indirect effect 
affect accruals and the amount recognized as expense in the ille~nl mt on the financial swments. 
accounting period; applicable laws and reflations may affect ; , . 
the m ~ u n t  of rtvcnut: accrucd undcr govmmmt contmcts. I Afi#d pmc&im in the a&nm s d c  , 

0 t h ~  IRWS md reyiatiionr, such as occupational safety / infOiatiQn i ~ ~ ~ f i ~  tha b mibk 
health, food and drug ndmhifitration, envimnmetltal pmt!Xti~tl, j illegal a& quo1 employment oppoxr~inity,. and hnlitnlst violatjons, may 
have only an indirect effect on the fmmcial statcrn~nb. ; The auditor should perform the audit with an attitude of profa- 

I ~ i o n d  skepticism, remaining alert to conditions or events that 

me ?ur&rrg ROwngiwr# fm d u a n  of ill* / indicate illegal acts may have accumd. P m c e d u ~ ~  applied for 
I the purpose ol forming an opinion on the financial. sEateinents baing a dkd On i may bring porriblc illrgal act& tu the auditor's attenticia 

the financial &demenb I Considl;~auons as to whether an act is illegal, or ot'doubtfu~ ~egal. . " 
The auditar must consider'laws and regulations that are general- 1 ity, nre frequently ou~ide  thc auditor's ;xpcrtise, therefom, the , '  '. 

ly recognized to have a direct and material. effect on-the fhunoiul I nuditor should consider conoulting with legal counsrA, . 

stntementfi. However, the a\ldi(or shoirld codsidet such laws md Additionally, k w s  and regulations can also vary.cansiderably in 
wgulafions from thc of their known relation KO audit 1 tWm6 of their significance to the financial statements. ' ' 

objectives derived from financial starernmt assertions rather 
.! 

thsn from the perspective of legali~y, per se. I Posvible illegal acts may come to, the auditor's attentipn'.gs a : . . . 
result. of inquiries of mwagcment, and others. The auditor is 

The auditor's reqonsibility to detect and report rnjsstatemears i required to nuke inquiries of mmlmagement concerning the client's 
resulting from illegal acts having a dircct and material effect on 1 complinnce wilh l a w  and regulations. The auditor should also 

' 

. . :. . 
the financial statements i s  the same IE that for rni~mttments : considor thc need to obtain lmeprexentarions from the audit corn-. ' '. 
ciused by error or, fraud and it~cl~ldes assusing [he risk t b t  w \ . minee or others wiDh equivalent authority md respnnsibi1it.y such , . .; 
illegal act may cause'the financial sutenlents to contain a mate- ; as the bard of directors or the owner in an owner-managed busi-. 

, . 
' rial misstatement. The auditor should design the audit to pruvidc ! ncss, (hereinafter referred to ns the "audit committee") and the , 

, ' . . 

reasansttie a$sumnce thgt guch ilIqaI acts wili detected. Care chief bp3.l of5cc.r thzt paszible illegal &cB bpougki m hi- . ' ' 

should be exercised in planning, performing. and evnlualing uhe I tion have been communicated to ;,he auditor. 
~esults of these procedurs.. The auditor's planning and risk I . . 
assessment process should include consideration af the differen1 i Other inquiries may include, but are not limited to; 
characteristics of illegal acts: and of factors irldicating incrrascd ; * Discussions with principal offlcers ay part vf the planning ' 
risk of illegal acts that havt a dircct and material efFect on the ( process. .. . 
financial statements. . . . I Discussi~ns with legal counsel and others as pan of the evd- . 

k~nlion of thc adequacy of the accounting far, and the need for. 
. - 
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whether the audit cornmittec has b c ~ n  informed of the situa- I Engagetnenc risk. 
tion and is taking pppr~prim action to investigate the matter. / Reliancc on management's mle in the functioning of internal 

I c~ntrol. 
~ a s  hem Eclmmitrbehasbeznfortne~ : Reliance on mmagement's represenrations. 

I Validity and pmpriety of other similar trnnsnctions. 
T& comanicatjons with the audit committee should desciibe the / 
am and we ~ h m s m e s  of its occurrence, as ~cfemood by the I Additionally, the auditat should consider whether any concerns 
auditor. In additian, the auditor should cornmunicatc thc ptcntial I might be mitigated by thc pe~omance of additiona1,substantive 
eff& on rhe f i d l  statements and related disdosures. fie corn- audit 
rnunic&0n may either om1 or written. If the m!nmunication ih 1 
oral, the auditor should dncument the &cu.inh I Tlbe auditor should, be sure that the company's board of directors . 

1 or audit committee is fully aware nf the possible oonsequences of 
, . P. t b  pbssibk illt~fii.%3 1 the uct md has formally approved the course of action to be fd- . 

when ,:"dz,"zeer: &o*td of possible illegd i ~ t s  that j lowed. uhol the cireurnstancxz~ SO W-t. 

come to the auditor's attention, an investigation into the matter : % 

may be nla& by the audit comnlittee. In certain circumstances, Materid illegal act5 

We &"&or may d i s t  on investigation in Old? to ~ o r k ~ l u d k  on The m t d a l i t y  of m illcgd act cannnt bc appropriately assessed by ' 
the effect of the posuibk. illegal act  TI the finwcid statements. ; considering only the quantitative effects; the auditor must also con- 

; sider tile qualitative effects of the illegal act. nc$e e&ta may often .' 

~frm* in conducting inv-$stipatiork$, the wdi( commitm j be fuund to 0vmShadow the act's immediate e f f m  Accounting and 
m y  swk uistanct from butsidr cbunsel and other ex- such as disclovurt ratifications of loss mntingencieq associated with illegal 

, 

for.ensic accounrmts, 3 necessary. The auditor may consider I acrv should be considered in accardmce with FASB St&ment of 
' 

reqmting that the d t  ~ ~ m j a e e  kep the auditor apprised of h e  Stnndardfi No. 5, Accourlring far Cunfinge~cies. TIx d8bmhation 
' 

myrta of the investigation and to facili* diieuesionm w n ~ a n i n g  uf thc signifi~8nco of potential illegal acts will generally entail con- . 
thc invcstigatim bchvocn outsick c o d  and he auditor. ! sultation with the client's legal munsel, 

1 
I 

At the cbnclumm of the iwestigdtj~n, tk auditw sholrld consid- \ Inunawrirrl illagal acts 
er. mutsting that he or she attend the invcstigntive team's prc- I Thc aggrcgatt of all immaterial illegal. acts should be evtlluated h - 
g e v ~ i o n  to the audii committee and doclrmcnting Ule discussion. I relation to the materiality level for the financial statements as a' -' 

1 whole. T'he auditor should consider the effect of each individu;ll 
After the audit commitfee has invtvtigatd the possible illqid act 1 misstiiterncnt and consider raoding an individual misstatement. 
and prtstntd thc scopc of their pracedums, their conclusions and :- that has a inaterial effect on an individual account or group of 
any remedial actions to the auditor, the auditor shnuld evaluate : accounts, even though that individud m i s ~ ~ t e m e n t  may be offset 
the mnclusians nnd determine how Ehey afrelect the audit uf thc \ by other unadjusted rnisstate~nm. The auditor tIneeds to alsc, con- 
financial s&torncn$. The auditor should coordinate with the ; gidex' the qualitntive aupecw of the illegal act such a$ how h e  ille 
appropriate level of senior rntmagement and/or the aitdil cornmlt- I gd acr affcctq the auditor's ability to rely on mmagemont ;repre- 
tee, based upon the facts and ciruunstmces. to f~cifitate the audi- \ sentations. 
tor's cnncultation with fhe client's outside legal counsel about the 
ltgnlraxnificatiom of thc possibk illcgal act  including, for exam- ' 

plc, whether tare is a pennlty which might n m h  to .c illegal ~ ~ ~ O S U E  Of ilhwt a& to thid w r t i ~  
act and, if so, the amount, or whether t k  trans&ction(s) in qucs- Disclosure of an illegal act to p d s  other thw the client's audit 
tion htts sipfiance with res'pect to deductibility of stated I cvwrmiftee is hOi ordinarily part of tke auditoP'~ responsibility, 
arnounm for taw purpofies and under "cost plus" contracts or othor and such disclosure would normally be prmluded by thc audiur's 
similar situations that apply. I ethical or legal obligation of confidentiality, unless the matter 

j afFectx his or her opinion on the financinl statements. The auditor 
* 

Based on tha6 discussions and the results of the investigation, the I should recognize, however, that a duty to notify w e s  ourside 
.I,& rmm mhalnld ammmm~ r l ~ m  11 n I lt En I I dl ' r in  I 1 1  I d'l  , I , I 11.. .I:. . -.-.., ..LL. -L 1-1, .- ---Lf, =--I-., w-.w 1.l.. .,$ .&- .,u,,... 
disclosures in the financial statement&, oomn~unication of inreml . \ may include the following: 
contr~l deficiencies, adlor modifications to the audit report. 1 TO a successor auditor when the successor makes inquiries in . 
Depending on thc rcsults of the investigation, the auditor may I accordance with AU sectiorl 315, Communica)ioras Bemen 
also need to considor wherhei' to withdr3w from the engagement. j i'rr~fecessur and S u c c e ~ s ~ ~  Auditors. In ~naccordan~~ with AU , 

: section 315, sommunications b&ween p ~ d e c e s s ~ r  and sue. 
. . If the cIicnt fails to &vc thc occurrence of an illegal act the appro- ; cessor auditws ~ r lu i r c  the specific pqmipsioa of the client, 

priatc level of consideration or fails to take the steps deemed wm- In ~.esj-~me fa a subpoena. 
ranted, th6 auditor should mnsidor the impiicntic>nns of the ilieg.4 To a funding agency or ather specified agency in a c c ~ c t  ' > 2:' acl in mlation to his or her initial evaluations atld teevaluetc r with requifr:mcnts for tile m d j ~  of that rneivs finm- 
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. , 
,-ial ass is tam from a' gov~mmont agency. Gnirernment \ I n e t r i l i t v t u m  jt~l~ty of an illegal ad 
Adiring sranarh tha the client may bt required by law / In the event that the auditor is unable lo O O ~ C ~ U &  to the mate- 

regulation tr, npon illegd acts to s ~ c l f i e d  external parties j riality 01 80 illeaal nct, the auditor should modify hie or hw teport 
(for to a federal inspectnr g e n d  or a state attorney I or disclaim an opinion to adequately reflect t k ~  unc*rttlinty. 

+ 
**- . 

general) and that if the client fails to Rport such xts, then the I . b 
>,  . 

auamr should the illegal acts directly to the external Client rcfu- 
paay qeificd h,the law or ~ l a t i n n .  Additiunally. when an If the clicnt rcfiuste to mept a report that has been rnodificd for 

. iflegal net involes  asistance recdved diwtly or indirectly I a c1ic.r~-imposed scope remriction or a departure h r n  genedly 
from a government agency, auditors may have a duty to reporf accepted accounting phciplos, including inadquatt disclosum,' 
il directly if management fails to take appropriate stepx torcrn- : thc ~iuuditur sho~ld withdraw fmnl the engagement. f5 a client 
ady the iIlogal ask that the auditor reported to it. See Chapter 1 refuses to accept a report thxt has been aodifir?d for other m- 
5 of Gav+ment Auditing Srandordf und the AlCPA Audit I sons, the auditnr may have no alternative but to  withdim from 
Guide Gov@mme~t Auditing Standads and Cx'mhr ,4433 I th? engagement. In any case of withdrawal, the reasom for the 
Audits fnr additional guidance. I wilhdmwal should be inrlicaterl in writing to the audit committee. 

i Deciding whether there is a need to natify parties' outside the 
Because potential, conflicts with the auditor's ethical and legal client's organiwtion of -m illegd act is the responsibility of the 
obligations for confidentiality may be complex. the auditor tnay 1 company's management. However, 5 .  previously indicated, the 
wisll p~ ~ p f i ~ l t  with hi$ or her legal counsel before discussing 1 auditor may havenduty to notify padties outside the cli~nt, 

' 

illegal &ti with pnrlief. outcide the client. 
I I 
8 
I ws wrformed under Gov~~rrnwir A- 
I Auditors perfomling audits under Govertunerir Audiling StandanL. 

~@piiiflg ~ l l & d @ d ~ n ~  j also must issue a ~ p o n  on internal conml over finmcid m@g 
' The auditof mny be faced with various reporting issues as a ! and on compliance and other nlatters that repom on the scope md 
result of becoming aware of aces that he or she suspects may be j results of testing of the audiw's internal control ovm financial 
illegal. Depending upon the particular circumstmtcs, thc hudi- I ~porti~?g and COmpIitm& with law$ egullttibn~., and p d i o n s  of 
tor may consider modifying the auditor's report. Such rnodificx- contracts or grant sgmcmcnts. The MCPA Audit Guide, 
tion mny result from one or more of the following considern- ; G o v c m n t  Audihng Smndads and Qrrulnr A-133 Audits pro- 
tions. I vides additional guidme on tfie auditor's rcspasibilitim with 

i regard 10 his report. 
I 
I 

Generally, the auditor shuld disclaim an opinion on the finmcial 
statements when pncludcd by lhe client fmn fipplying dl the 1 b ~ m w n  
procdu~ts wmsiclcre~l nocessaa-y i~ the ci~umsmnces, In si.wc i Tho audit dacumentatiun should indude appropriate docurnenta- 
tiotls not involving a clieni-imposed scope restriction (e.g, tion with msptct to: 
appointmen1 of the auditor after the clicnt's physical inventory ! The rcquired inquiries related to possible illegal acts and corn- 
ha6 heen. taken) and depending upon the auditor's assessment of \ plimce with laws xnd regulations. 
the importance of the omitted procedut.es, the auditor mny con- 1 Conzpruly policies nlativt to the prtvsntion of illegal acts, and 
~ider qudifying the opinion or disclaiming an npinion. Tn the lit- I the use of directives md periodic fipre~entations mnce&g 
ta case, the decisian should reflect the auditor's asvcss~nent of i compliance with laws and regulations, 
thc significance nf the matter to the particular enlity and h e  per- ! Circumstances identified that indicate the possible existence of 
vasiveness and magnitude of the polefi~ial d im[  and inclircct illegal acts and conclusions reached thereon, if applicable. 
e8em of the acts in question on ihe ciieni'5 finmcid skt€l.;;ents ] * "ihe auditor's hsscssmzn: of thc p~cxdufes p&omed by 
taken as a whole. I company to determine that the illegal act ws properly 

1 uccou~'~td for and disclosed, if applicable. 
DmYturc from ~enerallv a c ~ ~ t a r i n c i ~ l c s  I Whether atly unc~mtkd  misstatements appear to represent 
When the auditor has been abh to oonduot the autlil in accor- j illegd  act^, if applicable. 
dance with gmmlly al'ccptcd auditing mandnrds and concludes Wb&n tep~multion from managemem concerning ~e tlbscncc 
m event or transaction has nut been properly awunted for or dis- I of violrrtions orpossible violations of laws md rcgdationi 

, clnsed in the financial statements, the auditor m y  qualify the / t3i~cussion~ with management, the audit cornmi&, and, if 
opinion or i~i iue an d v e  opil l i~n dopending upon the mngni- ; applicable, tho b o d  of directors. 
l u d ~  of the potentid effects of the event or transaction. If thc j Rcprcsentatlcms from the tludit committee regarcthg satisfuc- 
dc~nmur: fmm ge~terally 8 m p d  arcuunting principlw rc9ults tory completion of any investigatiobs into posdble iUegal acts 

, fmm inadquate disclosure, the'nuditar's modified reprt should I undataketl at heir directiolx and sat is fact^^ rcaoIution of the 
,provjde the inforniation arnitted by the client. I mat- idatifid in thc investigation, if applicable. 



Please refer to the September 16, 2004 Report on Investigation by Vinson & Elkins 
L.L.P., which can be found on the City of San Diego Official Website, by clicking on 
"More News & AnnouncementfPress Releases.. .," then "Citywide Press Releases," then 
"2004 Press Releases," then "Vinson & Elkins Financial Disclosure Report," or by going 
directly to: htt~://www.sandierzo.gov/press/retirement0409 16.pdf 

EXHIBIT NO. 5 





ATTORNEY TO CLIENT 
CORRESPONDENCE 

FOR CONFIDENTIAL USE ONLY 

Office of 
The City Attorney 
City of San Diego 

MEMORANDUM 
MS 59 

DATE: November 23,2004 

TO: Council Member Donna Frye 

- FROM: City Attorney 

' SUBJECT: KPMGNinson & Elkins Additional Iilvestigation 

You requested a copy of the work plan for the additional investigation to be performed by 
Vinsoli & Elkins with respect to the audit by KPMG. Enclosed please find a copy of the plan, 
prepared by attorneys and coilsultants for the City and thus within the protection of the attorney 
work product privilege and the attorney-client communication privilege. This information is 
very sensitive at this time, and premature release of the work plan could frustrate the ability to 
timely complete it (as it would give potential subjects of the investigation advance notice of how 
the City intends to address certain issues or convey the plan to third parties intent on frustrating 
the successful completion of the audit). Such frustration of purpose could be perceived as 
interfering with the on-going SEC and U.S. Attorney investigations. We ask that you treat this 
information in the strictest confidence. 

I 

Leslie J. Girard, Assistant City Attorney 
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Council Member Donna Frye 
November 23,20@4 
Page 2 

LJG:lj g 
Enclosure 
cc: Paul Maco, Esq. 

Ken McNeil,.Esq. 
Marc Seltzer, Esq. 
John Garvey 



WORK PLAN I - FOLLOW-UP INVESTIGATION PROCEDURES 
DRAFT 11/5/2004 5:35 PM 

CONFIDENTIAL 

Issue 

1. Whether the City's disclosures violate the 
antifraud provisions of the applicable securities 

Whether the City's disclosures violate other 
laws (such as State securities laws?) 

Did any illegal acts occur? 

Source: Letter from Steven G. DeVetter (KPMG) to Les 
Girard (City of Sun Diego) (October 11, 2004) at 8. 

all possible illegal acts and was it capable of 
expanding based on finding made during the 
investigation? 

Source: LetterJi.om Steven G. De Vetter (KPMG) to Les 
Girard (City of Sun Diego) (October 11, 2004) at 8. 

3. Did the investigation address the possible 
violations of federal tax regulations associated - 
with the payment of health care benefits? 

Remediation? Financial statement impact? 

Source: Letter3om Steven G. De Vetter (KPMG) to Les 

I Additional investigative procedures: 

Additional procedures will identifl and address any 
additional potential illegal conduct of which the City is 
on notice. 

Analysis of hard drives as part of across-the-board 
review, as identified on Exhibit 1. Additional forensic 
analysis of hard drives to be performed if interviews 
and/or procedures suggests it to be necessary. 

Additional interviews as specified in Exhibit 1. 

Additional procedures will identify and address any 
additional potential illegal conduct of which the City is 
on notice. 

Analysis of hard drives as part of across-the-board 
review, as identified on Exhibit 1. Additional forensic 
analysis of hard drives to be performed if interviews 
and/or procedures suggests it to be necessary. 

Additional interviews as specified in Exhibit 1. 

V&E or another firm to provide legal analyses and 
opinion or other foundation for City conclusion. 

/ Proposed additional 
in terviewees: 

Exhibit 1 






















































































































