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September 21, 2007

The Honorable Christopher R. Chandler

Presiding Judge of the Superior Court of California
County of Sutter

466 Second Street

Yuba City, CA 95991

Dear Judge Chandler,
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On behalf of the Sutter County Board of Supervisors, I am herewith submitting their
response to the findings and recommendations of the 2006-2007 Grand Jury.

As in the past, I would be happy to meet with the Grand Jury to discuss any or all of

these issues.
Sincerely,
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County Administrative Officer
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AUDIT AND FINANCE COMMITTEE

SUTTER COUNTY ANNUAL AUDITS / AUDITOR-CONTROLLER

INTRODUCTION

The 2006-2007 Sutter County Grand Jury Audit and Finance Committee began the year
by reviewing the Sutter County 2004-2005 annual audit. The audit was not submitted
within the term of last year’s Grand Jury; consequently, the responsibility of reviewing
the audit was carried over to this year’s Grand Jury.

On October 4, 2006, Robert Stark, Sutter County Auditor/Controller, met with the
2006-2007 Grand Jury to review the parameters of the office of Auditor/Controller
(A/C) including its duties, staffing, functions, and needs. On October 5, 2006, the Audit
and Finance Committee met in joint committee with the Board of Supervisors’ Audit
Committee to discuss the 2004-2005 annual audit performed by the independent
auditing firm, Smith and Newell, Certified Public Accountants. Mr. Stark and Ms.
Rhonda Putnam, Assistant Auditor/Controller also attended this meeting.

On April 25, 2007, the 2006-2007 Sutter County Grand Jury Audit and Finance
Committee received a draft of the financial results for the fiscal year ending June 30,
2006.

This report combines the Grand Jury’s review of both annual audits and the operations
of the Auditor/Controller Department.

Board of Supervisors’ Comments

The Grand Jury has not described how it received a copy of the draft
June 30, 2006 Audit Report. The Independent Auditor (Smith & Newell)
Jollowed the procedure used in Sutter County for several years, and
provided copies of the draft Audit Report to only the Auditor-Controller
and the County Administrative Officer. These two departments review the
draft, and typically discuss any errors they discover or any disagreements
they have with the Independent Auditor prior to the release of the final
Audit Report.

For reasons which remain unclear, a member of the Grand Jury
Audit Committee demanded a copy of the draft Report from the
Independent Auditor. When this request was denied, the Committee
obtained a copy of the Report from some other source—which had to be the
Auditor-Controller himself. There is nothing, per se, wrong with the
Grand Jury receiving the draft Audit Report, although the manner in
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which they received it raises questions concerning the relationship
between the County Auditor-Controller—the official who is being audited—
and the Audit and Finance Committee. A more proper approach would
have been to convene a public meeting of the Joint Grand Jury/Board of
Supervisors Audit Committee, and ask the Independent Auditor to present
the draft Report.

There is, however, a larger issue. As will be discussed below, the
Grand Jury inexplicably chose to reach conclusions based on the draft
Report. In doing so, they misinformed the public, and raised issues
concerning their objectivity and judgment.

4
DISCUSSION

The accounting firm of Smith and Newell performed the 2004-2005 and 2005-2006
independent annual audits of the Sutter County financial statements as of June 30,
2005 and June 30, 2006, respectively, by analyzing the financial results prepared by the
A/C’s office. For both fiscal years, the opinion of the independent auditor is as follows:

The financial statements present fairly, in all material respects, the respective financial
position of the governmental activities, the business-type activities, the aggregate
discretely presented component units, each major fund, and the aggregate remaining
fund information of the County of Sutter and respective changes of the financial position
and, where applicable, cash flows thereof in conformity with generally accepted
accounting principles.

In the Management Report accompanying the (2005—-2006) audit report, Smith and
Newell stated, “We noted no matter involving the internal control over financial
reporting and its operation that we considered to be material weaknesses.”

Smith and Newell, after considerable work, reported that the financials prepared by the
auditor/controller accurately represent the fiscal state of the county for the years 2004-
2005 and 2005-2006.

Board of Supervisors’ Comments

The Grand Jury either does not understand or has deliberately
misrepresented the comments they quote from the Independent Auditor’s
Report. Essentially, these comments are made contingent upon the
Auditor-Controller making correcting entries to the County’s books that
the Independent Auditor has identified as necessary during the audit
process. In at least the last three fiscal years that have been audited, the
Independent Auditor has found significant, and sometimes material,
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errors in the Auditor-Controller’s accounting that the Auditor-Controller
has been required to correct before the statements quoted by the Grand
Jury are made.

To illustrate our point, we refer to the Fiscal Year 2003-04 Audit
Report. That year, the Independent Auditor made the following finding in
the Management Report:

“04-1 INACCURACIES IN FINANCIAL RECORDS
Condition

In the process of conducting the audit for the June
30, 2004 financial statements, we noted the
unadjusted general ledger as presented to use for
audit contained material misstatements. In order
to issue an unqualified audit opinion on the
Jinancial statements, we were required to write
numerous adjustments because of incorrect
recording of current year activity as well as prior
year audit entries which had not been recorded by

the Auditor Controller.
Criteria
Government auditing standards require

independent auditors to evaluate unadjusted
misstatements of financial statements and to make
a determination of whether the net unadjusted
audit differences cause the financial statements to
be materially misstated.

Effect of Condition

The unadjusted financial statements contained
materially misstated _account balances and

activity.

Recommendation

We recommend that all proposed audit
adjustments as agreed to by the Auditor Controller
be recorded in the primary accounting records of
the County. We also recommend that the County

The Sutter County Board of Supervisors’
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review policies regarding adjustments or activity
recorded direct to fund equity.” (All emphases
added.)

After the adjustments required by the Independent Auditor were
made by the Auditor-Controller, the Independent Auditor included
essentially the same statement quoted above by the Grand Jury in the
Final Audit Report; i.e.:

“..the financial statements...present fairly, in all
material respects, the respective financial position of the
governmental activities, the business-type activities,
each major fund, and the aggregate remaining fund
information of the County as of June 30, 2004, and the
respective changes in financial position and cash flows,
where applicable, thereof for the year then ended in
conformity with accounting principles generally
accepted in the United States of America.”

To put it succinctly, the Independent Auditor’s statements quoted by
the Grand Jury are not necessarily indicative of an Auditor-Controller
who has done an excellent job maintaining the County’s records. A more
extensive, or perhaps more objective, inquiry by the Grand Jury would
have revealed that there have been chronic and material problems with
the Auditor-Controller’s accounting.

Finally, as noted above, we believe the Grand Jury misinformed the
public by inexplicably using the draft June 30, 2006 Audit Report as a
basis for its conclusions. The final Report (on page 7 of the Single Audit
Report) stated that:

“..we noted certain matters involving the internal
control over financial reporting and its operation that
we consider to be reportable conditions. Reportable
conditions involve matters coming to our attention
relating to significant deficiencies in the design or
operation of the internal control over financial
reporting that, in our judgment, could adversely affect
County of Sutter’s ability to record, process, summarize,
and report financial data consistent with the assertions
of management in the financial statements. Reportable
conditions are described in the accompanying schedule
of findings and questioned costs as item 06-1 and 06-2.”

The Sutter County Board of Supervisors’
Response to the 2006-07 Grand Jury Report

Page 4 of 139

NN N Y N N N N e N T
Yo oo ‘ : :
Y AN AN _ . N

\
-



R N N N N T ~.

NN SN

AUDIT AND FINANCE COMMITTEE
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While these two reportable conditions were not deemed to be
material weaknesses, their existence paints a different picture of the
Auditor-Controller’s performance than the one presented by the Grand
Jury.

4

The Grand Jury Audit and Finance Committee noted the following comparative
financial analyses for Sutter County over the past three years:

Governmental and Business-Type Activities
Analysis of Statement of Net Assets

2004 2005 2006
Assets $ 102,671,2911$ 114,042,216 $ 151,812,420
Liabilities $ 14,418,341 [ $ 16,786,490 $ 14,183,294
Net Assets
Invested in capital assets,
net of related debt $ 42,518,703 | $ 45,830,297 $ 83,881,069
Restricted 3 3,492,044 | $ 34,536,070 $ 31,201,421
Unrestricted $ 42,242,203 | $ 16,889,359 $ 22,546,636
otal Net Assets $ 88,252,950 | $ 97,255,726 | $ 137,629,126

At the end of each fiscal year, the county reported positive balances in all three
categories of net assets; however, there has been a significantly large percentage
decrease in the amount of Unrestricted Net Assets reported for years-ending 2005 and
2006. Unrestricted assets are those primarily available to finance future services
needed for the County. Restricted assets are those assets that have a designated purpose
and are generally unavailable for any other use. A portion of the decrease in
unrestricted assets can be explained as auditing changes the county was required to
perform as a clarification of the Comprehensive Implementation Guide of GASB 34,
issued in 2005. It provided that, for presentation purposes in audited financial
statements, certain assets are classified differently.

Board of Supervisors’ Comments

The Board of Supervisors is unclear what point the Grand Jury is
making. It is true that, due strictly to an accounting change (GASB 34),
there has been a significant reduction in the County’s Unrestricted Net
Assets reflected in the June 30, 2005 and the draft June 30, 2006 Audit
Reports, and offsetting increases in other asset categories. The Board
believes that two statistics are important, and reflect a financially healthy
County: 1) the County’s Total Net Assets grew from approximately $88.2
million to $137.6 million from 2004-2006; and 2) from 20035 to 2006, after
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the accounting change occurred, the County’s Unrestricted Assets
increased from approximately $16.9 million to $22.5 million.

\ 4

The Audit and Finance Committee met with the auditor/controller to discuss ideas for
use of the unreserved General Fund balance as of June 30, 2006, which totals
$26,465,618. Suggested ideas from this meeting that would effectively use this money
are the following;:

e A partial payment on the county’s $35.6 million obligation to CalPERS for the
County’s unfunded pension obligations. The County is paying CalPERS 7.75%
interest on this obligation. If the county made a partial payment, the obligation
would be reduced, saving the interest otherwise paid on the larger amount, with
the remaining payments decreasing proportionately.

e A one-year pre-payment of the employee health/welfare cost to CalPERS which is
approximately $12,000,000, resulting in an interest-paid savings.

Board of Supervisors’ Comments

The Board of Supervisors addresses the above paragraph in its
response to one of the Audit and Finance Committee’s recommendations
(see pages 15-16 of this Response.)

¢
The 2004-2005 and 2005-2006 Management Reports list a number of
recommendations by Smith and Newell, Certified Public Accountants, for improving
financial processes and controls in the auditor/controller’s department and other
departments of the County. The Audit and Finance Committee found that many of these
recommendations were repeated year after year because changes were not implemented
or only partly implemented. The number of unimplemented recommendations carried

over from past years raises questions about the credibility and efficiency of the
auditor/controller’s department.

An overview of audit recommendations over the past six years has been compiled as
noted below:

The Sutter County Board of Supervisors’
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