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AUDIT OF CONTRACT MONITORING OF THE INFORMATION
TECHNOLOGY AGENCY’S CABLE FRANCHISE AGREEMENTS

AUDIT SUMMARY

The Controller's Auditing Division evaluated the management and oversight of
revenue-generating cable franchise agreements at the Information Technology
Agency (ITA). The scope of the audit engagement included activities associated
with all contracts administered by ITA during the three fiscal years ended June
30, 2004. Because cable franchise agreements are not awarded through the
City’s competitive bid or proposal processes, but through a Federally regulated
application and negotiation process, the objective of this audit was limited to
determining the effectiveness of ITA’s management and oversight in relation to
the terms of the agreements. The audit team performed its fieldwork from
February 25, 2004 through February 23, 2005, in accordance with Generally
Accepted Government Auditing Standards. A separate report dated April 26,
2005, was released to ITA management and appropriate City officials identifying
separate service contract issues.

SUMMARY

This audit revealed several findings regarding ITA’s management of its revenue-
generating cable franchise agreements. Specifically, (1) the City Council, the
Board of Information Technology Commissioners (BITC), and the Information
Technology Agency have not yet renegotiated 18-year old cable franchise
agreements in a manner that would maximize revenue for the City; (2) ITA did
not assess the accuracy of payments from operators in a timely manner; (3) ITA
cannot demonstrate that operators fully remitted Public, Educational, and
Governmental (PEG) access payments as required; (4) ITA failed to consistently
sanction operators for violations of their cable franchise agreements in a timely
manner; and (5) ITA allowed a cable franchise to operate since 1987 without an
agreement.

BACKGROUND

Cable franchise agreements allow cable television companies to use City
infrastructure for a fee of five percent of operators’ gross revenues. The Cable
Communications Policy Act of 1984 (Cable Act) established guidelines for Local
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Franchise Authorities, e.g. the City, to regulate cable communications.! Under
the Cable Act, the City must establish franchise agreements requiring cable
operators to provide various cable services, and can require the broadcast and
support of PEG access channels.?

The Cable Act allows the City to charge franchises up to five percent of their
gross revenue to operate a franchise. Franchise fees are remitted to ITA on a
quarterly basis. ITA collects approximately $20 million annually from
franchisees. Sixty percent of franchise fees are deposited into the General Fund,
and 40 percent are deposited into the Telecommunications Development
Account within the Telecommunications Liquidated Damages and Lost Franchise
Fees Fund. This latter fund can be used only for government, educational, or
public access programming and telecommunication uses in the City. In addition,
to support PEG access television, agreements require each franchise to pay
prescribed PEG payments, plus a percentage of the cost of constructing a PEG
facility in the downtown area. The aggregate amount owed by operators to the
City for PEG access totaled approximately $2.7 million over the course of the 15-
year agreements.

The Administrative Code delegates authority to regulate cable franchises to ITA,
which currently administers 14 cable franchises operated by five cable
companies (see Attachment B).> The Administrative Code also delegates cable
franchise oversight and advisory responsibilities to BITC.* ITA’s Cable Television
Franchise Administration is responsible for the technical, legal and financial
compliance oversight of operators’ activities. Cable franchises are awarded
through an application process regulated by the Federal Communications
Commission, and are generally renewed with the incumbent franchisee unless
they demonstrate technical, financial or legal non-compliance. Current franchise
agreements were executed with 15-year terms and were set to expire in 2002.
Franchises have operated on extensions of the 15-year agreements since 2002
because formal renegotiations have not yet commenced. In 1999, ITA began
the process of hiring consultants to perform legal, financial, and technical reviews
of cable operators to prepare for the impending expiration and renegotiation of
the agreements.

AUDIT FINDINGS

In March 1999, the Controller’'s Office conducted an audit of ITA’s collection of
cable franchise fees. In summary, we found that ITA’'s implementation of the
recommended cable franchise audits resulted in the recovery of approximately
$7.7 million over the final eight years of the franchise agreements. However, this
audit revealed that while ITA has implemented the Controllers 1999

! See 47 U.S.C., Chapter 5.

2 See 47 U.S.C. 541 (a)(4)(B).

% See the Los Angeles Administrative Code, §22.643.
* See the Los Angeles Administrative Code, §22.646.
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recommendations, it is two to three years behind in auditing operators’ annual
franchise fees. In conjunction with ITA’s lack of resources dedicated to reviewing
operators’ payments as ITA received them, internal control weaknesses have
resulted in delayed payments of potentially millions of dollars. We also found
that ITA failed to implement appropriate penalty provisions of the cable franchise
agreements, was unable to substantiate full collection of PEG access payments,
and continues to allow a cable franchise to operate without an agreement since
1987.

Most importantly, however, is that since the City’s 15-year franchise agreements
expired in 2002, franchises have operated under extension agreements with
terms and conditions established during the 1980’s. According to ITA, new
franchise agreements are vital for ensuring maximized revenues because
technological advances in the cable industry over the last 18 years have
produced new, untapped revenue sources for the City.

These findings are discussed below.

Finding No. 1: Cable Franchise Agreements are 18 years old and are in
need of renegotiation.

Thirteen of the City’s 14 cable franchises are currently operated under extension
agreements with terms established during negotiations completed in 1987. The
fourteenth franchise has not been subject to a franchise agreement since 1987,
an issue further discussed in Finding No. 5 of this report. According to ITA,
technological advances in the cable industry over the last 18 years have
produced potential revenue sources for the City. New, updated, agreements are
necessary to reflect new revenue streams, minimize disputed items during
audits, and expedite and maximize revenue collections. Further, recent franchise
fee audits sponsored by ITA have revealed that cable operators and the City are
in disagreement on the definition of gross revenues. Despite these needs, the
cable franchise renewal process has not resulted in new agreements between
the City and cable operators.

The Los Angeles Administrative Code requires that cable operators submit
applications to renew franchise agreements to the City Clerk, which refers all
applications to BITC. According to the Cable Act, the formal renewal process
requires that the franchising authority identify the future cable-related community
needs and review the performance of cable operators, commencing three years
prior to the expiration of their agreements (i.e., in 1999). Further, according to
the Administrative Code, after receiving the applications, BITC shall submit
recommendations to grant or deny the application for renewal to the City Council,
with appropriate justification for denial or the necessary terms and conditions
upon which an application should be granted. The City Council may then deny or
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approve the granting of a franchise to a cable operator, on a negotiated basis,
and may amend the terms and conditions recommended by BITC or ITA.®

In December 1999, the City Council declared the commencement of franchise
renewal proceedings, and instructed ITA to commence the formal renewal
process. The City Council subsequently permitted the extension of the 15-year
agreements in order to give ITA ample time to complete its analysis of issues to
be addressed during the renegotiation process. Specifically, these issues relate
to outdated provisions of the agreements due to the rapid change in technology
since the 1980s. ITA’s “needs assessment” analysis was “a pre-requisite to any
meaningful negotiations,” but took longer than anticipated.®

ITA did not complete its “needs assessment” or its review of the performance of
the cable operators before the agreements expired in 2002. ITA completed its
Final Needs Assessment Staff Report in December 2003, in which it
“recommends that the City commence negotiations” based on the substantial and
immediate needs ITA suggests should be addressed by cable operators. Such
“needs” include, but are not limited to, (1) reducing the term of the 15-year
agreements to reflect the rapidly changing high-technology environment, and (2)
removing the management of all local PEG access operations from the control of
cable operators and using an independent, non-profit, entity designated by the
City.

According to representatives of the City Administrative Officer, other City offices
are now managing negotiations. Despite the City’s efforts, five and a half years
after the formal renewal process began and almost three years after the 15-year
agreements expired, updated agreements have still not been executed.

Finding No. 2: ITA needs to improve its oversight of franchise fee
collections.

ITA has full responsibility over the regulation and administration of cable
franchise agreements and must ensure that all obligations are met, including
validating the accuracy of payments.” We found that ITA has improved its
oversight of franchise fee payments remitted by cable operators since the
Controller's 1999 audit. Our audit, however, revealed two areas of improvement
that must be addressed to ensure cable operators pay the full franchise fee
obligations owed to the City in a timely manner. First, ITA must bring its reviews
of annual franchise fee payments up-to-date so that each year it audits the prior
year's revenues. Secondly, ITA must ensure that adequate resources are
dedicated to the timely, ongoing, and comprehensive review of quarterly
payments made by cable operators. Accomplishing this would result in a more
expeditious recovery of millions in revenues for the City.

®> See the Los Angeles Administrative Code, §13.11-12, and 47 U.S.C. §546(a)-(g).
® See Council File Nos. 02-0559, 99-2380, and 99-2380-S1.
" See the Los Angeles Administrative Code, §22.643.
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“costliness of entering into such negotiations and the benefits to be achieved by
such a renewal effort given the low amount of subscribers.” According to ITA,
they, in agreement with the City Attorney’s Office, will negotiate an agreement
with this operator when the renegotiation process is underway for the City’s other
franchises.

This franchisee serves less than 70 subscribers (out of over 600,000 subscribers
throughout the City) and continues to pay five percent of its gross revenues to
the City, amounting to approximately $3,000 annually. However, it does so
without a franchise agreement. Therefore, if the franchisee decided to stop
providing services or compensate the City accordingly, the City may have no
recourse. Further, this cable franchisee has not remitted PEG payments since
the inception of their franchise agreement in 1976, and has not been subject to
the financial reviews the other franchises have undergone. As a result, ITA
appears to be in violation of the Cable Act, may not have recovered full revenues
from this operator, and may not have recourse in case of default by the operator.

RECOMMENDATIONS:

We recommend that the City Council, the Board of Information Technology
Commissioners, and the Information Technology Agency, consider:

1. Expeditiously negotiating new franchise agreements with all operators
operating on extensions of 18-year-old cable franchise agreements,
including the franchise that has operated without an agreement since
1987.

2. Developing appropriate methods of resolving disputes between ITA
and cable operators over ITA’s audit findings in order to avoid
prolonged disputes and foregone revenues.

We recommend that ITA management:

3. Expeditiously, and on an ongoing basis, recommend to BITC the
imposition of liquidated damages, once violations are identified by ITA
and rectified by the operator.

4. Recommend actions to BITC to resolve, in a timely manner, disputes
stemming from ITA’s identification of potential PEG violations —
continued disputes over some violations should not result in the delay
of the imposition of sanctions for all violations.

5. Implement a system to regulate, monitor, track, and ensure the
collection of all cable franchise revenues authorized by the
agreements, including franchise fees, PEG payments, and sanctions
for violations.
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. Consistently ensure the accuracy and timeliness of payments for
franchise fees, on a quarterly basis, and PEG payments, when
prescribed by the agreements.

. Conduct audits of franchise fees annually to validate the accuracy of
operators’ reported revenues and franchise fee payments. Annual
audits should commence as early, as reasonably practical, the in the
calendar year following the operators’ submittal of fourth-quarter
revenues. According to ITA management, audits could occur as early
as the February following each calendar year.

Require that ITA’s accounting personnel provide general oversight of
the financial activities of the Financial Analyst in the Cable Television
Franchise Administration; ITA’s financial experts have the skills and
knowledge to serve as a centralized internal control to assure proper
performance and accountability.

. Assess sanctions for all material PEG and technical violations

throughout the term of the agreements. To be effective, violations
must be identified, monitored, and tracked in a timely manner. Upon
resolution of the violation, immediately present recommendations to
impose sanctions for liquidated damages against operators to BITC.
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Attachment A

OFFICE OF THE CONTROLLER

AUDIT OF REVENUE-GENERATING CONTRACTS
AT THE INFORMATION TECHNOLOGY AGENCY

Ranking of Recommendations

Summary Description of
Findings

Ranking
Code

Recommendations

. Cable Franchise
Agreements are 18 years
old and are in need of
renegotiation.

. ITA needs to improve its
oversight of franchise fee
collections.

. ITA cannot demonstrate
that they collected the full
Public, Educational, and
Governmental (PEG)
access payments cable
operators were obligated
to pay.

. ITA failed to implement
penalty provisions of the
cable franchise
agreement.

. ITA allowed a cable
franchise to operate since
1987 without a contractual
agreement.

We recommend that the Council, BITC, and ITA consider:
1. Expeditiously negotiate new franchise agreements with

all operators operating on extensions of 18-year-old
cable franchise agreements, including the franchise
that has operated without an agreement since 1987.

. Developing appropriate methods of resolving disputes

between ITA and cable operators over ITA's audit
findings in order to avoid prolonged disputes and
foregone revenues.

We recommend that ITA management:
3. Expeditiously, and on an ongoing basis, recommend to

BITC the imposition of liquidated damages, once
violations are identified by ITA and rectified by the
operator.

. Recommend actions to BITC to resolve, in a timely

manner, disputes stemming from ITA's identification of
potential PEG violations — continued disputes over
some violations should not result in the delay of the
imposition of sanctions for all violations.

. Implement a system to regulate, monitor, track, and

ensure the collection of all cable franchise revenues
authorized by the agreements, including franchise fees,
PEG payments, and sanctions for violations.

. Consistently, ensure the accuracy and timeliness of

payments for franchise fees, on a quarterly basis, and
PEG payments, when prescribed by the agreements

. Conduct audits of franchise fees annually to validate

the accuracy of operators’ reported revenues and
franchise fee payments. Annual audits should
commence as early, as reasonably practical, the in the
calendar year following the operators’ submittal of
fourth-quarter  revenues. According to ITA
management, audits could occur as early as the
February following each calendar year.

. Require that ITA's accounting personnel provide

general oversight of the financial activities of the
Financial Analyst in the Cable Television Franchise
Administration; ITA’s financial experts have the skills
and knowledge to serve as a centralized internal
control to assure proper performance and
accountability.

. Assess sanctions for all material PEG and technical




Attachment A

Summary Description of
Findings

Ranking
Code

Recommendations

violations throughout the term of the agreements. To
be effective, violations must be identified, monitored,
and tracked in a timely manner. Upon resolution of the
violation, immediately present recommendations to
impose sanctions for liquidated damages against
operators to BITC.

Description of Recommendation Ranking Codes

U - Urgent - The recommendation pertains to a serious or materially significant audit finding or control
weakness. Due to the seriousness or significance of the matter, immediate management attention and
appropriate corrective action is warranted.

N - Necessary - The recommendation pertains to a moderately significant or potentially serious audit
finding or control weakness. Reasonably prompt corrective action should be taken by management to
address the matter. Recommendation should be implemented no later than six months.

D - Desirable - The recommendation pertains to an audit finding or control weakness of relatively minor
significance or concern. The timing of any corrective action is left to management's discretion.

N/A - Not Applicable




