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EXHIBIT 



Chapter 4 
Field Work Standards for Financial 
Audits 

design the audit to provide reasonable assurance of 
detecting material misstatements resulting from direct 
and material violations of provisions of contracts or 
grant agreements. If specific information comes to the 
auditors' attention that provides evidence concerning 
the existence of possible violations of provisions of 
contracts or grant agreements that could have a material 
indirect effect on the financial statements or significant 
indirect effect on other financial data needed to achieve 
audit objectives, auditors should apply audit procedures 
specifically directed to ascertain whether violations 
have occurred or are likely to have occurred. 

4.19 Abuse is distinct from fraud, illegal acts, and 
violations of provisions of contracts or grant 
agreements. When abuse occurs, no law, regulation, or 
provision of a contract or grant agreement is violated. 
Rather, abuse involves behavior that is deficient or 
improper when compared with behavior that a prudent 
person would consider reasonable and necessary 
business practice given the facts and circurn~tances.~' 
Auditors should be alert to situations or transactions 
that could be indicative of abuse. When information 
comes to the auditors' attention (through audit 
procedures, allegations received through a fraud hotline, 
or other means) indicating that abuse may have 
occurred, auditors should consider whether the possible 
abuse could affect the financial statement amounts or 
other financial data significantly. If indications of 
possible abuse exist that significantly affect the financial 
statement amounts or other fmancial data, the auditors 

6'For example, in a financial statement audit, auditors might find abuse 
when examining sensitive payments such as travel of senior 
management officials to locations chosen for personal reasons rather 
than less costly locations which would have been appropriate to 
satisfy the business objectives of the travel. While auditors generally 
will not view travel expenses of senior management officials as 
quantitatively material to the financial statements, this expense 
generally would be considered qualitatively material to the financial 
statements. 
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KSMG LtP 
Three Embarcadem Center 
Sar, Francisco, CA 94111 

Telephone 415 957 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 

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 Vinson & Elkins ("V&E) report (the "Report"), to review the 
Report, and to advise the City as to what, if any, W e r  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. 
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BACKGROUND 

We understand that the SBC 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 understand that the U.S. Attorney and FBI are conducting a criminal investigation 
relating to the City's pension finding and disclosures. There have also been press reports of an 
additional investigation by the FBI relating to possible "public corruptiony' 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 f k d  SDCERS were reduced andlor deferred in 
exchange for agreements to increase or expand benefits. 

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

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 KPMGYs 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 fimd in the City's CAFR. 
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include information in the City disclosure that reflected badly on the City and would sometimes 
excise negative statements from 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 h d i n g  
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 
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 KPMG9s 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 our 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 unlawfkl, and 
thus does not provide a basis for determining potential financial statement effects or determining 
KPMG's 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 of Investigation 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 ACCOUNTING REQUIREMENTS 

AICPA State and Local Audit and Accounting Guide $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 financial 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 
financial statements. / 

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

GAAP Requirements. Governments often are subject to legal or contractual 
provisions that require them to prepare their fmancial 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 Govemments often are affected by many other laws or 
. regulations, which generally relate more to an entiw'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 fmancial 
statements material violations of finance-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 noncompliance 
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 fhlly 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 material effect on the determination of financial statement 
amounts, or (2) ilIegal 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 
hancings) in the future. 

a 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. 

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

a 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 fi-om 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 evaluation? . . 
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 4 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. 

NORMATION 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 a s  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 5 4.46 - 
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resolved before we are able to complete our audit in accordance with generally accepted auditing 
standardsand Government Auditing Standards. They are as follows: 

The City needs to determine whether the City's public disclosures, including its 
fmancial 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 financial 
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 consequences of this violation. What 
has the city done to consider and address the financial 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, 

KPMG 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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SPECWIC COMMENTS REGARDING SEPTEMBER 20,2004 
CITY RESPONSE TO KPMG'S AUGUST 9,2004 LETTER 

In your letter, you conclude by stating your view that the V&E Report "is sufficiently 
comprehensive to allow [KPMG] 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 Ouestion 1 

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

City's Comment on Ouestion 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 
underfhding of the SDCERS pension plan andlor fmancial 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 financial 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. 

Res~onse to Citv'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 supervising the preparation of the City's fmancial 

-- . 
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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 disc1osure.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] matter[s] 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 KPMGZs 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 undedimding or misuse of pension funds that is a violation of 
State, City or other laws? 

Citv's Comment on Ouestion 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 1 1, 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. 

Resvonse to Citv'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 § 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 from 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 
perfonn 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 underfmd 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" KPMGYs audit. 

Res~onse to the City's Comment on Ouestion 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 fcir 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? 

Citv's Comment on Question 4 

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

Resuonse to Citv's Comment on Question 4 

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 later determined to be legally flawed in 1995, which was 
addressed by making payments a SDCERS benefit. Report at 36. This underscores, rather than 
ameleorates 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 
$317.16 need to be addressed in the context of this question. 

KPMG's Ouestion 5 

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

Citv'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 unlawfbl is irrelevant. 

Resuonse 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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finance-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 317.16 needs 
to be addressed in the context of this question. 

KPMG's Question 6 

Did the SDCERS Board andfor the City violate the California Constitution by allowing the City 
to intentionally underfund the plan? 

Citv's Comment on Ouestion 6 

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

Res~onse to Citv's Comment on Question 6 

Please see our comments above regarding these items. 

KI?MG's Ouestion 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 rectify this action, if applicable? 

Citv'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. 

Res~onse to Citv'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 Citv'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. w e  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 financial 
statements or disclosures. 



April 13,2004 

Ms. Lisa Irvine 
Director, Financial Management Department 
The City of San Diego 
202 C Street 
San Diego, Califmia 92101 

Dear Ms. Irvine: 

This letter will confm KPMG LLP's ("KPMG'') understanding of our engagement to report 
upon ow audit of the fhkcial  statements of the City of San Diego (the "City") as of and for the 
year ended June 30,2003. 

Objectives and limitations of services 

We will conduct the audit of the fmancial statements in accordance wit. auditing standards 
generally accepted in the United States of America and the standards for financial audits 
contained in Government Auditing Standarh, issued by the Comptroller General of the United 
States. The objective of an audit carried out in accordance with such standards is the expression 
of an opinion as to whether the presentation of the financial statements conforms with 
accounting principles generally accepted in the United States of America. In conducting the 
audit, we will perform tests of the accounting records and such other procedures as we consider 
necessary in the circumstances to provide a reasonable basis for our opinion on the financial 
statements. We also will assess the accounting principles used and significant estimates made 
by management, as well as evaluate the overall financial statement presentation. 

Our report will be addressed to the City Council of the City. We cannot provide assurance that 
an unqualified opinion will be rendered. Circumstances may arise in which it is necessary for 
us to modify our report or withdraw fiom the engagement. Our audit is planned and performed 
to obtain reasonable, but not absolute assurance about whether the financial statements are fiee 
of material misstatement, whether caused by error or fraud. Absolute assurance is not attainable 
because of the nature of audit evidence and the characteristics of bud.  Therefore, there is a 
risk that material errors, fraud (including fraud that may be an iIlegal act), and other illegal acts 
may exist and not be detected by an audit perfimned in accordance with auditing standards 
generally accepted in the United States of America. Also, an audit is not designed to detect 
matters that are immaterial to the financial statements. 
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In planning and performing our audit, we will consider the City's internal control in order to. 
determine the nature, timing and extent of our auditing procedures for the purpose of expressing 
an opinion on the financial statements and not to provide assurance on intemal control. The 
limited purpose of this consideration may not meet the needs of some users who require 
additional information about internal control. We can provide other services to provide you 
with additional information on internal control which we would be happy to discuss with you at 
your convenience. 

As part of obtaining reasonable assurance about whether the financial statements are fiee of 
material misstatement, we will perform tests of the City's compliance with certain provisions of 
laws, regulations, contracts and grants violations of which could have a direct and material 
affect on the financial statements. However, our objective is not to provide an opinion on 
overall compliance with such provisions. 

Our responsibility to communicate with the City Council 

In accordance with Government Auditing Standarh, we will prepare a written report, Repoi? on 
Compliance and Internal Control Over Financial Reporting Based on an Audit of Financial 
Statements Perfrmed in Accordance With Government Auditing Standards (GAS report), on 
our consideration of internal control and tests of compliance made as part of our audit of the 
financial statements. While the objective of our audit of the financial statement is not to report 
on the City's internal control and we are not obligated to search for reportable conditions as part 
of our audit this report will include any reportable conditions, to the extent they come to our 
attention. Reportable conditions are significant deficiencies in the design or opkation of 
intemal control which could adversely affect the City's ability to record, process, summarize 
and report financial dab consistent with the assertions of management in the thancia1 
statements under audit. This report will also include all illegal acts and h u d  and material 
violations of grants and contracts, and abuse. It wiIl indicate that it is intended solely for the 
information and use of the City Council and management of the City and that it is not intended 
to be and should not be used by anyone other than these specified parties. 

In accordance with Government Auditing Standards we will also issue a management letter to 
communicate other deficiencies in internal controls that are not reportable conditions and other 
violations of grants and contracts, and abuse that- comes to our attention unless clearly 
inconsequential. 

In accordance with Government Auditing Standards, we are also required in certain 
circumstances to report fraud or illegal acts directly to parties outside the auditee. 

We will also communicate to you verbally disagreements with management or other serious 
difficulties encountered in performance of our audit or review services. We believe verbal 
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communication of matters such as those noted above is the appropriate forum to provide open 
and frank dialogue. 

We will report to you, in writing, the following matters: 

Audit adjustments arising from the audit that could, in our judgment, either individually 
or in aggregate, have a significant effect on the City's financial reporting process. In 
this context, audit adjustments, whether or not recorded by the entity, are proposed 
corrections of the financial statements that, in our judgment, may not have been 
detected except through the auditing procedures performed. 

Uncorrected misstatements aggregated during the current engagement and pertaining to 
the latest period presented that were determined by management to be immaterial, both 
individually and in aggregate. 

Other matters required to be communicated by Statement on Auditing Standards No. 
61, Communication with Audit Committees. 

We will also read minutes, if any, of audit committee meetings for consistency with our 
understanding of the communications made to you and determine that you have received copies 
of all material written communications between ourselves and management. We will also 
determine that you have been informed of i) the initial selection of, or the reasons for any 
change in, significant accounting policies or their application during the period under audit, ii) 
the methods used by management to account for significant unusual transactions and iii) the 
effect of significant accounting policies in controversial or emerging areas for which there is a 
lack of authoritative guidance or consensus. 

If, in performance of our audit procedures, circumstances arise which make it necessary 
to modify our report or withdraw from the engagement, we will communicate to you our 
reasons for withdrawal. 

Management responsibilities 

The management of the City is responsible for the fair presentation, in accordance with 
generally accepted accounting standards, of the financial statements and all representations 
contained therein. Management also is responsible for preventing and detecting fraud, for 
adopting sound accounting policies and establishing and maintaining effective internal controls 
and procedures for financial reporting to maintain the reliability of the financial statements and 
to provide reasonable assurance against the possibility of misstatements that are material to the 
financial statements. Management also is responsible for informing w of all reportable . 
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conditions, of which it has knowledge, in the design or operation of such controls. Management 
also is responsible for identifying and ensuring that City complies with laws, regulations, 
contracts and grants applicable to its activities, and for informing us of any known material 
violations of such laws and regulations. 

The City agrees that all records, documentation, and information we request in connection with 
our audit will be made available to us, that all material information will be disclosed to us, and 
that we will have the full cooperation of the City's personnel. As required by auditing standards 
generally accepted in the United States of America, we will make specific inquiries of 
management about the representations embodied in the financial statements and the 
effectiveness of internal control, and obtain a representation letter from management about these 
matters. The responses to our inquiries, the written representations, and the results of audit tests 
comprise the evidential matter we will rely upon in fonning an opinion on the financial 
statements. 

In accordance with Government Auditing Standards, as part of our planning of the audit we will 
consider the results of previous audits and follow up on known significant fmdings and 
recommendations that directly relate to the objectives of the audit. To assist us, management 
agrees to identify previous financial audits, attestation engagements, performance audits, or 
other studies related to the objectives of the audit being undertaken and to identify corrective 
actions taken to address significant findings and recommendations prior to the date of our 
auditors' report. 

Management is responsible for adjusting the financial statements to correct material 
misstatements and for affirming to us m the representation letter that the effects of any 
mecorded misstatements aggregated by us during the current engagement and pertaining to the 
latest period presented are immaterial, both individually and in the aggregate, to the financial 
statements being reported upon. Because of the importance of management's representations to 
the effective performance of our services, the City agrees to release KPMG and its personnel 
fiom any claims, liabilities, costs and expenses relating to our services under this letter 
attriiutable to any misrepresentations in the representation letter referred to above. 

Management is also responsible for providing us with written responses in accordance with 
Government Auditing Standardr to the findings included in the GAS report within seven days of 
being provided with draft findings. 

Management is responsible for the distribution of the reports issued by KPMG. In accordance 
with Government Auditing Standards, the reports issued citing Government Auditing Standards 
are to be made available for public inspection. 
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Offering documents 

We understand that the City will, fiom time to time, wish to include these financial statements 
in a document offering securities and may request that we agree to include our report on these 
financial statements in the offering document. We will consider agreeing to the inclusion of our 
report by separate agreement. 

Other engagement matters 

The City has retained the law f m  of Vinson & Elkins LLP ("Counsel") to conduct an 
independent investigation of the City's disclosures relating to pension matters in its municipal 
bond offering from 1996 to February 2004 and certain other matters (the "Investigation") and to 
ptepare a written report with observations, conclusions and recommendations (the "Report''). 
The City agrees to provide complete and unrestricted access to the Investigation, including but 
not limited to the scope of the Investigation and the periods covered, procedures performed, 
people interviewed, interview notes or memoranda, other paper and electronic data collected, 
including responsive emails, email "search" terms used, findings, recornendations and 
remedial actions, if any. In addition, we will require a complete briefing as to the status of the 
Investigation as soon as possible after retaining KPMG and we will require weekly status 
updates. 

We will not issue ow auditors' report on the City's basic financial statements until such 
Investigation is complete. In the event that KPMG determines that the Investigation or any 
aspect thereof is insufficient to allow us complete our audit of the City's basic financial 
statements or any h d  financial statements, KPMG may modify our report or withdraw fiom 
the engagement. KPMG requests and the City agrees that public announcements 
pertaining to KPMG's engagement as the City's auditors or its ongoing audit progress 
and findings will be subject to review and consent by KPMG prior to dissemination. 

This letter shall serve as the City's authorization for the use of e-mail and other electronic 
. methods to transmit and receive information, including confidential information, between 
KPMG and the City and between KPMG and outside specialists or other entities engaged by 
either KPMG or the City. The City acknowledges that e-mail travels over the public Internet, 
which is not a secure means of communication and, thus, confidentiality of the transmitted 
information could be compromised through no fault of KPMG. 
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Further, for purposes of the services described in this letter only, the City hereby grants to 
KPMG a limited, revocable, non-exclusive, non-transferable, paid up and royalty-free license, 
without right of sublicense, to use all names, logos, trademarks and service marks of the City 
solely for presentations or reports to the City or for internal KPMG presentations and intranet 
sites. 

KPMG is a limited liability comprising both certified public accountants and certain 
principals who are not licensed as certified public accountants. Such principals may participate 
in.the engagements to provide the services described in this letter. 

Work paper access by regulators and others 

The work papers for this engagement are the property of KPMG. Pursuant to ~ovknment 
Auditing Standardr, we are required to make certain work papers available in a full and timely 

. manner to regulatory agencies upon request for their reviews of audit quality and far use by 
their auditors. In addition, we may be requested to make certain work papers available to 
regulators pursuant to authority given to it by law or regulation. Access to the requested work 
papers will be provided under supervision of KPMG personnel. Furthermore, upon request, we 
may provide photocopies of selected work papers to regulatory agencies. These regulatory 
agencies may intend, or decide, to distribute the photocopies or information contained therein to 
others, including other government agencies. We agree to nlaintain the work papers for a period 
of not less than seven (7) years. 

In the event KPMG is requested pursuant to subpoena or other legal process to produce its 
documents relating to this engagement in judicial or administrative proceedings to which 
KPMG is not a party, the City shall reimburse KPMG at standard billing rates for its 
professional time and expenses, including reasonable attorney's fees, incurred in responding to 
such request. 

Additional reports 

We expect to issue as part of this engagement independent auditors' reports on the following: 

Financial Statements of the Metropolitan Wastewater Utility Fund; 

Financial Statements of the Water Utility Fund. 










































































































































































































































































































































































































































































































































































