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Recommendation #20

Recommendation #21

vi

We recommend that the City Administration:

Consider other alternatives to fiscal agents and explore
alternative methods to provide insurance coverage for smaller
grant programs (Priority 3).

Require staff involved in grant oversight to fill out conflict of
interest forms and recuse themselves from certain decisions; and
develop clear protocols for determining who should make final
determination on whether potential conflicts exist. (Priority 3)



Introduction

In accordance with the City Auditor’s 2008-09 Audit Workplan, we have
completed an Audit of the City’s Oversight of Financial Assistance to
Community-Based Organizations (CBOs). We conducted this audit in
accordance with generally accepted government auditing standards. Those
standards require that we plan and perform the audit to obtain sufficient,
appropriate evidence to provide a reasonable basis for our findings and
conclusions based on our audit objectives. We believe that the evidence
obtained provides a reasonable basis for our findings and conclusions. We
limited our review to the work specified in this report.

The Office of the City Auditor thanks staff from the City Manager’s Office
(CMO), Parks, Recreation and Neighborhood Services (PRNS), Office of
Economic Development (OED), Department of Public Works (DPW),
General Services Department (GSD), and Housing Department for their
time, information and cooperation during the audit process.

Background

In the previous six years, the Office of the City Auditor has issued six audits
and six memoranda dealing with CBO contract compliance, monitoring, and
financial viability, including one broad-based audit of Citywide grant
oversight. This report is a summary report of all those findings, outstanding
recommendations and current issues faced by the various CBOs.

For purposes of our review, “financial assistance” means grants, loans,
funding or in-kind donations of building space. The term does not include
technical assistance which provides services instead of money.

At least eight City departments/offices award and administer grants within
the City of San José. They include:

e Department of Transportation;

e Environmental Services Department;

e Housing Department;

e Department of Library Services;

e Department of Parks, Recreation and Neighborhood Services;

e Office of Economic Development (OED)/Office of Cultural
Affairs (OCA); and

e City Clerk’s Office.
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According to the City Manager’s Office these departments/offices
administer various grant programs totaling about $32 million annually.
Departments disburse grants for various purposes including:

e Landscaping;

e Tree planting;

e Assistance to the homeless;

e Arts and cultural development activities;
e Homework centers;

e (Gang prevention;

e Housing assistance;

e Social services;

e Tobacco prevention; and

e Facade improvements.

In 2007-08, PRNS was the biggest grant-making department in the City,
giving a total of nearly $14 million, according to information provided by
the City Manager’s Office. The OED! and the Housing Department
administer a large amount of grant funds, giving approximately $17 million
according to the City Manager’s Office information. More detailed
information on this can be seen in Appendix C.

In addition, the City leases City-owned facilities to some CBOs at below-
market rental rates. At least four different departments track these leases
and operating agreements.

Sources Of Funds

Grants are disbursed from various sources. Sources include unrestricted
City funds, such as the General Fund, as well as restricted City and Federal
Funds. For example, the Healthy Neighborhoods Venture Fund (HNVF) is
“restricted”, or its use is limited by the City’s Municipal Code. The Federal
Government restricts other funding such as the Community Development
Block Grant (administered by the Housing Department) and Work2Future
(administered by the Office of Economic Development).

! Includes OCA and the federally-funded Workforce Investment Act (WIA) grants and programs.

2 Federal grant programs are subject to program compliance audits and are audited in accordance with the
provisions of the Single Audit Act.
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Grants Management

In general, the departments follow similar processes for disbursing grants.
The City’s draft grant manual defines a grant as ““an agreement between the
City and an outside entity wherein the City provides funding in exchange
for the outside entity’s performance of a service (or services) or completion
of a particular scope of work that will result in a substantial benefit to the
community”. There is an initial period of advertisement. This is followed
by an application process where various community groups are encouraged
to apply. Some departments offer technical assistance with the application
process. A selection committee recommends the grant awardees. Grants
are then disbursed to the grantees. However, some grants are single-source
grants, meaning that the City has decided to fund a specific program or
activity and no known alternatives exist. Individual departments are
responsible for monitoring grants after they have been awarded, and the
quality of the monitoring can vary from department to department.

Previous Audit Work

Since 2002, the Office of the City Auditor has issued multiple audits and
memoranda dealing with CBO contract compliance, monitoring, and
financial viability including one broad-based audit of Citywide Grant
Oversight. Some of the CBOs the Office of the City Auditor has reviewed
are:

e The Boys And Girls Clubs of Silicon Valley;

e The Filipino American Senior Opportunities Development
Council, Inc. (Fil-Am SODC);

e The San José Repertory Theatre;
e The American Musical Theatre; and

e The Mexican Heritage Corporation.

Including the Citywide Grant Oversight Audit, these audits and memoranda
resulted in twenty-six recommendations of which three remain outstanding.
One outstanding recommendation deals with developing procedures to
ensure organizations do not occupy City facilities without the benefit and
protection of an operating or facility-use agreement. = Two other
recommendations remain outstanding because the City has not fully
developed or implemented a Citywide grant manual and grant database.
Both those projects are currently underway.

Appendix B summarizes the issues and findings of the previous memoranda
and audit reports.
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Audit Scope And Methodology

In 2007, the City’s Interim City Manager requested, and the City Auditor
proposed, adding an audit of CBO financial accountability and monitoring
to our workplan. This audit is a summary of previous City Auditor reports
related to grant oversight. Specifically, our audit objectives were to review
the CBO and grants-related audit reports/memoranda issued by the
Auditor’s Office to determine the current status of recommendations and
lessons learned. We also reviewed all different forms of financial assistance
the City provides to identify the operational challenges facing City
departments that administer these various forms of financial assistance. We
did not review CBOs providing services through purchasing agreements.
Furthermore, we did not perform an in-depth review of individual CBO
organizations or the City’s selection process for facility operators. To
achieve our objectives, we reviewed various grant agreements, CBO
operator agreements, and the City’s below-market lease agreements. We
also interviewed staff from the City Manager’s Office, PRNS, San José
Police Department (SJPD), OED, OCA, City Clerk’s Office, City
Attorney’s Office, General Services Department (GSD), Risk Management
and Housing. Finally, we reviewed City departments’ policies and
procedures related to financial assistance activities. We relied on the City
Administration to provide us with a summary of total grants given to
various organizations. We did not review the Redevelopment Agency’s
(RDA) capital contributions or other forms of Redevelopment Agency
financial assistance.



Finding I The City Does Not Have A Central
Mechanism To Track All Forms Of Financial
Assistance

Various City departments partner with CBOs to provide a variety of
services. The City provides financial assistance to these organizations in
multiple ways including grants, below-market leases, and facility operating
agreements.  The City is drafting a grant oversight manual and
implementing a grants database, as recommended in previous audits;
however, the proposed manual and database are directed at grants and do
not address all forms of financial assistance to CBOs. Furthermore, the
Citywide grant list is still incomplete, and the City does not have a public
grants reporting mechanism. Other jurisdictions have developed a CBO
financial condition review mechanism. In our opinion, this type of review
would provide the City with a centralized and consistent tracking
mechanism on the current financial viability of its CBO partners to make
informed decisions on whether or how to fund these organizations.

The City Provides Financial Assistance To CBOs In Multiple Ways

The City contracts with a broad range of CBOs to increase community
awareness and/or provide access to available core services. These
institutions vary in terms of their (i) geographic coverage, ranging from
local grass roots organizations to national CBOs; (ii) sectorial coverage
(housing, arts and cultural, environmental, workforce); and (iii) clientele
(universal access for all San José residents or for limited populations). The
City provides these CBOs with assistance in different ways including: (a)
The City may contract with a CBO agency to operate a City-owned facility;
(b) the City may provide below-market leases in City-owned facilities; and
(c) the City may provide grant funding for various services. Exhibit 1
below illustrates the different types of City assistance.
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Exhibit 1: Forms Of City Financial Assistance To CBOs

Forms of Financial
Assistance

Community Based Organizations
(non-profits)

Tenants in

Operators of =
City Facilities Below-Market Leases

Recipients of
Grant Agreements

(may include subsidies, lines-of-credit, (mr:ztl'ﬂuc:‘t::iﬂe;r)ee

loans, free rent, utilities)

(includes $)

Council Policy

PRNS, OED,

7-1 (Public Housing
Cultural Facilities Lks]_ I
(CMO, GSD) o Largest grant
approx. 10 leases programs

'MHP, HSJ, SIREP,
MofA, Tech, CDM

Facility Use CMO, OCA,
Agreements Library, City
Community ~ (PRNsS) Clerk
____________ Long-term and Various grant

Centers (PRNS)-

short-term uses programs

Washington Youth

Other

Below-Market RDA, ESD
Community Leases
Centers - Re-Use e
Strategy (PRNS) Parking lots, Direct grants

recreation

In-progress

Source: Auditor’s Office.

The City’s Draft Grant Oversight Manual And Proposed Database Do Not Address
All Forms Of Financial Assistance To CBOs

In 2008, the City Manager appointed a Deputy Director from OED to
oversee and coordinate the City’s efforts to implement the grant oversight
manual and database. The City is currently in the process of finalizing the
grants manual which is intended as a resource for creating, administering,
and monitoring agreements with grantees that provide services to the
community. Further, in 2008, the City finalized and selected a vendor for a
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Citywide grants database to track grants. However, we found that the draft
grants manual and the database only address grants and currently do not
apply to other forms of City financial assistance as described above.

A Grants Database Is Still Needed

The City Auditor’s 2006 Audit of Citywide Grant Oversight included a
recommendation to ““develop a Citywide grant database to provide
comprehensive grant information, facilitate better grant awarding decisions
and grantee monitoring, and help ensure grantee compliance with grant
requirements.”  This recommendation is still pending. The City has
identified a vendor for providing the Citywide grants database. Full
implementation of the database is anticipated within one year.

In our opinion, timely implementation of the Citywide grants database
would allow the Administration to identify total grants awarded, grant
recipients with multiple grants, and coordinate grant oversight. Finally, the
establishment and maintenance of a comprehensive centralized grants
database would give the City additional information and facilitate better
grant awarding decisions and grantee monitoring to help ensure compliance
with grant requirements.

We recommend that the City Administration:

Recommendation #1

Complete and expand the grants manual and proposed grants database
to cover other forms of financial assistance. (Priority 3)

The Citywide Grant List Is Still Incomplete

The City provides significant support to local community-based
organizations, but is currently unable to state with any certainty how much.
For example, during our audit, the City Manager’s Office reported to the
City Council that $48.8 million is awarded on an annual basis. However,
we found that this amount was overstated because it included CDBG
funding for City capital projects. Specifically, the $48.8 million total
included about $13.6 million of the entire CDBG Program of 70 grants
when it should have only included 49 CDBG grants to CBOs amounting to
about $3.4 million in 2006-07.

In September 2008, the City Administration did another survey of various
departments for confirmation of total grant amounts. This survey found that
the total amount in grants was about $32 million and not $48.8 million as
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previously reported. According to the Administration, the difference was
due to the CDBG discrepancy and previously unreported grants. The
updated list is in Appendix C of this report.

For a variety of reasons, the purchase and implementation of a grants
database has been delayed. Nonetheless, strong internal controls over
grants oversight can only work if we know where those grants are located.
We strongly urge the Administration not to wait for implementation of the
database, but to assign responsibility for developing a complete and
accurate list of grants as soon as possible.

We recommend that the City Administration:

Recommendation #2

Assign responsibility for compiling and maintaining a complete and
accurate list of grants prior to full implementation of the grants
database. (Priority 3)

The City Does Not Have A Public Grants Reporting Mechanism

Grants and other forms of financial assistance to CBOs are difficult to track
because while some grants are reported by line-item in the City’s budget,
others are not. Furthermore, the City’s budget does not report on the total
grants received by various CBOs. For example, we found that oftentimes
the budget document lists the total grants awarded by grant and not by the
organization receiving the grant. It is very difficult to track the total grants
a CBO received in any given year through this document. Some CBOs
receive multiple grants from various City departments. For example, one
CBO received about $138,000 in six grants from three City departments.
Specifically, PRNS, Housing, and the City Clerk’s Office gave the CBO
these grants. Currently, there is no single public source to review the total
grants the City gives in any given year. The City’s proposed grants
database will facilitate collection of the data, but is meant to be for internal
purposes.

The City’s Sunshine Reforms are designed to promote open, accessible and
inclusive government. Reporting total grants the City gives by CBO would
provide the public and the City Administration a better understanding of the
City’s granting mechanism. For example, Santa Clara County lists the total
number of grants it provides by each CBO. Further, it also lists the grants
for the previous year, the current year, and the proposed funding. In our
opinion, this type of reporting would provide an easily accessible central
repository for the City’s total grants, including the multiple grants that a
CBO may have received.



Finding |

We recommend that the City Administration:

Recommendation #3

Develop an annual summary of funding by recipient (perhaps in the
annual operating budget) that shows all forms of financial assistance.
(Priority 3)

Other Jurisdictions Have Developed A CBO Financial Condition Review Mechanism

Our 2006 Citywide Grant Oversight Audit recommended that the City
Administration “establish criteria when audited financial statements are
obtained and reviewed.” In our opinion, the City’s draft grants manual
should include those criteria. The Federal Government’s OMB A-133
states that, “Non-federal entities that expend $300,000 ($500,000 for fiscal
years ending after December 31, 2003) or more in a year in Federal
awards shall have a single or program specific audit conducted”. Kansas
City has established that a CBO receiving $100,000 or more should submit
a financial audit to Kansas City.

Furthermore, the City does not have a central repository for CBOs’ audited
financial statements. In our opinion, the City needs comprehensive fiscal
surveillance of these organizations so that departments can be aware if
CBOs are headed toward financial trouble.

For example, we found that the Kansas City Auditor’s Office does an
annual “Review of Audits of Outside Agencies”. Specifically, Kansas City
not only requires that all agencies receiving $100,000 or more from the City
in a year to engage a certified public accountant to conduct a financial audit
but also engage a qualified professional to analyze the agency’s internal
control structure. Kansas City’s Code of Ordinance further requires its City
Auditor’s Office to annually report the results of the agencies’ external
financial audits to the Mayor, City Council, and City Manager. The 2007-
2008 annual audit:

a) Identified outside agencies that received at least $100,000 from the
city in fiscal year 2007,

b) Summarized the findings of the agencies’ commercial auditors;

c) Identified agencies’ planned corrective actions and monitoring
department oversight activities;

d) Calculated selected financial ratios for those agencies receiving
$1 million or more from the city during fiscal year 2007; and
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e) Calculated the percentage of agency revenue comprised of city
funding during the past three years.

In our opinion, this type of review would provide the City with a centralized
and consistent tracking mechanism on the current financial viability of its
CBO partners to make informed decisions on whether or how to fund these
organizations.

We recommend that the City Administration:

Recommendation #4

Establish criteria for when audited financial statements should be
required and reviewed. (Priority 3)

We also recommend that the City Administration or the City Auditor:

Recommendation #5

Prepare an annual report to City Council based on a review of the
financial audits of community-based organizations that meet the
criteria established by Recommendation # 4 including:

e Financial ratios;

e Summary of external audit findings; and

e Percentage of agency revenue comprised of City funding.
(Priority 3)




Finding Il The City Needs To Improve Its Monitoring
Of Community-Based Organizations That
Operate City Facilities

According to the City Manager’s Office, the City has invested about $238
million in City-owned cultural facilities that are operated by community-
based organizations. The financial viability of these CBO operators is
important because the City depends on these organizations to operate these
facilities and provide critical programming/services to the community.
CBO operators are key partners in the delivery of cultural services, however
responsibility and accountability for oversight of these CBO operators has
been inconsistent due to City staffing changes and reorganizations. Several
of these operators have had significant financial concerns, some of which
were known to City staff, but were not shared with other staff. When CBOs
fail, it presents significant administrative and financial cost to the City. We
also found that responsibility for maintenance of the CBO-operated
facilities varies according to each individual agreement and is difficult to
track.

CBO Operators Are Key Partners In The Delivery Of Cultural Services

CBOs that operate City-owned cultural facilities provide a valuable
partnership with the City and provide a variety of programs and services to
the San José community. These facilities and their CBO operators include:

e Children’s Discovery Museum (CDM);

e San José Museum of Art (SIMA);

e Tech Museum of Innovation (Tech);

e San José Repertory Theater (SJ Rep); and

e History San José for History Park (in Kelley Park) and the Peralta
Adobe and Fallon House Complex (HSJ).

Until recently, the Mexican Heritage Corporation for the Mexican Heritage
Plaza (MHP)® also fell into this category. In addition to the facilities
themselves, the City also provides operating subsidies to each of the CBO

® In March 2008, the City Council voted to approve a new business operation model for the MHP that is
planned to be in place through June 2009. Until then, the City will operate the facility, and three
organizations will coordinate programming.

11
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operators; the amount of these subsidies varies according to each
agreement. Some of the CBO operators also apply for, and receive,
additional financial support through the City’s grant programs.

The following Exhibit summarizes the financial investments and key terms
for each of the facilities.

Exhibit 2: Summary Of Subsides, Agreement Terms, Grants And Lease
Terms For CBO-Operated Facilities

Est. Annual
Agreement End Square Maintenance City Additional
Facility Date Date* | Footage Responsibilities Subsidy | Grants/Leases”
1. Children’s Discovery June CDM provides utilities,
Museum 1987 2045 52,000 City provides all other Yes OCA grant
. . . City provides Grant_s for
2. History Park with Peralta April 2018 131,000 landscaping. HSJ Yes moving
& Fallon Complex 1998 . expenses and
provides all other S
exhibits
3. Mexican Heritage Plaza | March 1996 | 2008° | 47,800 c|ty5;;:?/\i/£§s all Yes OCA grant
4. San José Museum of Art June 2043 | 78,000 City provides all Yes OCA grant
1988 services
City provides major
5. San José Repertory December equipment
Theatre 1995 2010 52,000 maintenance, SJ Rep Yes OCA grant
provides all other
6. Tech _Museum of July 2049 130,000 Tech provides all _ Yes Parking lot
Innovation 1994 maintenance and repair lease

Source: City Manager’s Office.

Responsibility And Accountability For Oversight Of These CBO Operators Has Been
Inconsistent Due To Staffing Changes And Reorganizations

The City’s oversight of these CBO operators has been inconsistent due to
staffing changes and reorganizations. One main person has been involved,
but her position has had varying reporting structures over the past 10 years
(oversight staff has included the City Manager’s Office deputies, Office of

* End date may be extended through renewal terms according to each agreement.

® Additional grants and leases identified through OED and Public Works. Due to the lack of centralized City
grant and lease information, we could not verify the completeness of this information.

® In March 2008, the City Council voted to approve a new business operation model for the MHP that is
planned to be in place by June 2009. MHC is no longer operating the facility.

12
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Economic Development and Office of Cultural Affairs). With her
retirement, these duties have yet to be reassigned. The Director of GSD is
currently overseeing MHP and HSJ.

We also found that the previous oversight did not include an established
process to evaluate the financial viability of operators. One approach to
gauging the fiscal health of a CBO operator is to analyze key financial
ratios such as the current ratio of net assets to total expenses and days cash.’
Generally, the Administration has analyzed the financial ratios only after
the organizations showed clear signs of financial distress and approached
the City for assistance. As described in Finding I, the City is in the process
of drafting a grants manual in which it presents financial ratio analyses.
However, this manual currently does not apply to these CBO operators.

A 2007-2008 Santa Clara County Civil Grand Jury report on HSJ
questioned the City’s CBO oversight capacity. According to the report,
“The City of San José failed to enforce the Operation Agreement with HSJ
and failed to heed the auditors’ and HSJ’s early warnings of financial
problems. Based on its current structure the City of San José is not
organized to provide sufficient oversight of nonprofit organizations
including contract compliance and financial analysis”. In 2008, HSJ’s
external auditor had *“substantial doubt about the Organization’s ability to
continue as a going concern”. In our opinion, the City needs to ensure that
it adequately monitors operators of City facilities to ensure that the City’s
investment is being appropriately managed.

Furthermore, in at least one instance important financial information was
not shared with all concerned departments. Specifically, in 2008 the OCA
contracted with a consultant to review the financial condition of the four
CBO agencies operating these City-owned cultural facilities as part of a
review of grant applications from the four organizations. The consultant
reviewed the financial audits of these four agencies for 2006-07 and found
that three of the four agencies had significant financial issues.

e One operator was still trying to recover “from several years of
operating deficits...[but]it has not yet completely regained its
financial health’;

e Another was in “severe financial trouble”; and

e Another was in “financial trouble and the continued viability of
the organization is in question”.

" Days cash measures the number of days the organization could continue to operate if no further cash came
into the organization. ldeally this number is between 90 and 120 days.

13
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This review was never shared with other City departments even though
these CBO operators also receive funding and assistance from other
departments and programs.

When CBO Operators Fail, It Presents Significant Administrative And Financial
Cost To The City

14

When these organizations are in financial difficulty, it requires significant
additional staff time for analysis, contract amendments, and the changes in
financial assistance are difficult to track. For example,

e In 2008, the City agreed to take over the MHP after the Auditor’s
Office issued an audit report on the Mexican Heritage
Corporation’s financial condition, two other reports from City-
hired consultants were issued, and significant City staff time was
spent working on the issue;

e In June 2007, the City contracted with the Macias Consulting
Group to do a performance audit of History San José after it
requested emergency assistance from the City. As a result of the
audit findings and staff recommendations, HSJ received an
increased subsidy of $875,000; and

e After a request for emergency assistance, the City provided the SJ
Rep a $2 million low interest line-of-credit.

We recommend that the City Administration:

Recommendation #6

Clearly identify the individual or office responsible for overseeing each
of the CBO operators including gathering, documenting, and providing
oversight of the organizations’ financial health, governance, and
performance. (Priority 3)

Recommendation #7

Establish a monitoring program for CBO operators that gathers,
documents, and consistently evaluates financial statements and other
documents for indications of the organization’s financial health,
governance, and performance; and develop policies and procedures for
resolving questions and for escalating response for non-compliance (e.g.
written notification if an organization has not provided required
documents), so that the City and CBO organizations know what to
expect. (Priority 3)
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Responsibility For Maintenance Of The CBO-Operated Facilities VVaries According
To Each Individual Agreement

Currently GSD is responsible for tracking the maintenance of some of the
CBO-operated facilities. However, as shown above in Exhibit 2, we found
that responsibility for maintenance varies according to each individual
agreement.

For those organizations that are required to do their own maintenance, GSD
does not track the maintenance or maintenance schedules. For those
organizations for which GSD tracks the maintenance, it uses an outside
consultant to evaluate the CBO’s maintenance performance against a
Maintenance Manual/Maintenance Matrix. Discrepancies are listed and
GSD discusses those with the CBO operator. However, there is no penalty
except for an informal discussion reiterating that if equipment fails due to
the lack of maintenance, the CBO may need to cover a share of the
replacement costs.

We also found that there is no formal process to ensure that GSD is aware
of maintenance activities (or lack thereof) at other facilities operated by
CBOs through lease agreements with other City departments. Lack of a
formal tracking mechanism can lead to problems. For example, the 2004-
05 annual performance audit of Team San Jose, Inc. (TSJ) found that TSJ
did not provide documentation showing that it had met the City’s minimum
staffing requirements for a formal training program for City staff
responsible for maintaining its facilities; TSJ needed to develop a schedule
of planned maintenance for the year and report annually whether the
planned maintenance was completed, and even though the facilities were
generally ADA compliant, several items needed correction.

In our opinion, the risk of similar future problems could be mitigated if the
City establishes a comprehensive process to track maintenance of its
facilities to ensure that the public facility is properly maintained.

We recommend that the City Administration:

Recommendation #8

Track maintenance of all CBO-operated facilities to identify deferred
maintenance and enforce operating and maintenance agreement
provisions if the scheduled maintenance is not performed. (Priority 3)
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