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May 19, 2005

The Honorable James K. Hahn

The Honorable Rockard J. Delgadillo

The Honorable Members of the City Council
City Hall '

200 North Spring Street

Los Angeles, California 90012

Dear Méyor Hahn, City Attorney Delgadillo, and Members of the City Council:

Cable television serves millions of Los Angeles residents connecting them with important local
government access channels as well as to a variety of news, information, and entertainment. The
City currently administers 14 cable franchises and.collects $20 million in annual fees. Nearly
$12 million of that is deposited directly into the City’s General Fund providing precious dollars
for police and fire protection, street repair, libraries, and other needed services.

The Los Angeles City Council, the Board of Information Technology Commissioners, and the
Information Technology Agency (ITA) are responsible for negotiating and approving cable
franchise agreements. Unfortunately, an audit of the management of these agreements found that
these 18 year-old contracts have not been renegotiated which would maximize revenue to the
City. Updated agreements are needed to reflect changes in technology, tap new revenue streams,
‘and reflect the way the cable industry operates today.

ITA has the role and responsibility of regulating and managing cable franchise agreements. My
audit found that ITA needs to conduct annual reviews of franchise fee payments to ensure that
the payments are up-to-date and accurate. Secondly, ITA must allocate adequate resources to the
timely review of payments required by cable operators to the City. Accomplishing this would
result in a more expeditious recovery of millions in revenue for the City.
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Last week the Board of Information Technology Commissioners approved sweeping regulations
aimed at protecting consumers and improving service. While these reforms are greatly needed,
the ITA also needs to do a much better job in managing and monitoring the current provisions of
the cable agreements.

Here in the 21* Century, it is time for the City of Los Angeles to embrace technological advances
and change, seeking greater advantages for the public good. The cable franchises are extremely
valuable in generating revenue to the City and in providing important services. Never again
should we put our management of these public benefits on automatic pilot and just hope for the
best. The people of Los Angeles deserve better.

Sincerely,

baa )] Chick

LAURA N. CHICK
City Controller
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Ms. Thera G. Bradshaw, General Manager
Information Technology Agency

200 N. Main St., Suite 1400, CHE

Los Angeles, CA 90012

Dear Ms. Bradshaw:

Enclosed is a report of the audit of contract monitoring of the Information
Technology Agency’s cable franchise agreements.

A draft of the findings were provided to you previously. Subsequently, we met
with you and your representatives during the exit conference held on April 19,
2005, wherein the findings and recommendations were discussed. Information
obtained during and after the exit conference was evaluated and considered prior
to finalizing this report.

Please review the final audit report and advise the Controller's Office within 30
days of the date of this report on actions taken to implement the
recommendations. [f you have any questions or comments, please contact Greg
Matthews, Deputy Director of Auditing at (213) 978-7539.

Sincerely,

o AS

FARID SAFFAR, CPA
Director of Auditing

Enclosure
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CC:

Honorable James K. Hahn, Mayor

Honorable Members of the City Council

Honorable Rockard J. Delgadillo, City Attorney

Timothy B. McOsker, Chief of Staff, Office of the Mayor

Doane Liu, Deputy Mayor

Dean Hansell, President, Board of Information Technology
Commissioners

Melanie E. Lomax, Vice President, Board of Information Technology
Commissioners

James Burkhardt Ill, Commissioner, Board of Information Technology
Commissioners

Gary Park, Commissioner, Board of Information Technology
Commissioners '

Sarah Magana-Withers, Commissioner, Board of Information Technology
Commissioners

William T Fujioka, City Administrative Officer

Gerry F. Miller, Acting Chief Legislative Analyst

Frank Martinez, City Clerk

Antoinette Christovale, Director of Finance

Independent City Auditors
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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 Controller's 1999

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

% 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.

Page 4 of 12



Annual Reviews of Franchise Payments

In conjunction with the Controller's 1999 recommendations, ITA implemented
compliance audits to validate franchise fee payments. Compliance reviews of
franchise fees paid during the period between 1995 and 2001 resulted in a
recovery of over $7.7 million. The rate of recovery was approximately $38 for
every dollar spent on these reviews. This audit revealed that as of the end of
our fieldwork, ITA had only completed audits of franchise fees paid by operators
through 2001, effectively delaying the potential recovery of millions from cable
operators, including lost interest income. While ITA is currently auditing 2002
and 2003 payments from three franchises and 2002, 2003 and 2004 payments
from another operator, ITA should conduct annual audits of all franchisees in a
timelier manner (i.e., each completed calendar year should be audited during the
subsequent year).® ITA agrees with this point and believes that annual audits of
operators can commence in February following the close of each calendar year.
This is ITA's goal, and it could be achieved for all operators within two years.

Reviews of Quarterly Franchise Fee Payments

Our audit also revealed that ITA’s quarterly review of franchise fees were not
always performed diligently. This was generally considered to be the
responsibility of the Cable Television Franchise Administration, which did not
consistently dedicate the required resources, including personnel with
appropriate expertise, to adequately perform a review of the accuracy of
operator’s quarterly payments. ITA only receives a one-page “Gross Revenue
and Franchise Fee Remittance Report” on a quarterly basis. This report lists
revenues resulting from a variety of the operators’ activities, yet none of the
reported revenues are substantiated by supporting documents submitted to ITA.
ITA management stated that requiring the operators to sign the report to “certify
that this Quarterly Gross Revenue and Franchise Fee Report is true and correct”
is a sufficient control to assure the accuracy of operator payments until it could
audit the annual revenues at a later date. This control, however, is insufficient as
we found several cases where ITA accepted quarterly reports without the
required signature, and ITA’'s own audits continue to reveal that operators
misreport revenues despite certifying otherwise.

At the end of our fieldwork, ITA filled its Financial Analyst position to address this
issue. In short, detailed trend analyses are conducted on a quarterly basis for
the purpose of identifying significant deviations between expected payments and
actual revenues reported by the operators. ITA's quarterly review process has
only been fully underway since late 2004. Prior to this, the actual level of review
fluctuated depending on the resources available to perform this function.

® Another operator (operating a franchise with very few subscribers) has never been audited
because, according to ITA, they “decided to not conduct an audit of [XYZ operator] since the
incremental franchise fees collected as a result of its small subscriber base...would render the
project cost-prohibitive.”
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Failing to assess the accuracy of payments made within the past three years of
the agreement has resulted in potential unrecovered revenues that, based on
prior recovery history, may approach millions of dollars. Audits are a necessary
secondary control to ensure the accuracy of past payments. ITA must maintain
an effective primary control to ensure that appropriate resources are dedicated to
assessing the accuracy of payments on an ongoing basis. Both these primary
and secondary controls are required to provide a more timely recovery of funds
due.

Finding No. 3: ITA cannot demonstrate that they collected the full Public,
Educational, and Governmental (PEG) access payments
cable operators were obligated to pay.

The initial cable franchise agreements obligated cable operators to pay a
specified PEG access fee in addition to a percentage of the construction of a new
PEG facility. During the first fifteen years of the franchise agreements, it was
estimated that ITA should have collected approximately $2.7 million in PEG
access payments. In the agreement extension, ITA stated that cable operators
had satisfied their PEG obligations. Based on our analyses, ITA could not
demonstrate that cable operators actually paid the full amount they were
originally obligated to pay. Further, ITA could not provide evidence that it
adequately monitored and kept track of PEG obligations and actual payments
throughout the full term of the franchise agreements. As a result, funding for
PEG access production in the City may be diminished.

After discussions of this finding with ITA management, ITA stated that they
“‘provided evidence that cable operators met the contractual requirement to pay
[PEG] access to the audit team on March 8, 2005,” after close of audit fieldwork.
This evidence was deemed insufficient by the audit team. After the exit
conference, wherein ITA management discussed the audit report with the audit
team, ITA management provided the audit team with three subsequent sets of
documentation, each superceding the previous, that showed different amounts
paid by each operator for each franchise area. Some of these analyses showed
that some operators had overpaid their obligation while others underpaid; other
analyses showed aggregate underpayments by operators while other analyses
showed aggregate overpayments. ITA’s fourth, and final, set of documentation
summarizes the total obligation for each franchise area and the aggregate
payments made from each franchise area. ITA’s final analysis revealed that six
franchise areas paid more than they were obligated to pay, six others paid less
than they were obligated to pay, one was not obligated to pay any amount, and
only one paid the correct amount. In all, there was an aggregate underpayment
of PEG obligations of approximately 10 percent.

After numerous iterations of data, ITA could not demonstrate that it adequately
monitored and tracked PEG payments made by operators. It is ITA’s
responsibility to ensure that the City maximizes revenues from cable franchise
agreements in order to increase its contribution to the City’s general fund, and to

Page 6 of 12



support regulatory functions and PEG operations.” We found that appropriate
tracking and monitoring of PEG fee collection could not be demonstrated. This
was due, in part, to the function being placed outside the purview of ITA’s
centralized accounting section, where staff with appropriate expertise is
positioned. ITA did not effectively assign responsibility for the function.

We recognize, as ITA asserts, that it is advantageous to assign financial
analyses of cable revenues (including PEG payments; quarterly franchise fees,
see Finding No. 2; payments of assessed sanctions, see Finding No. 4; etc.) to
subject matter experts in the Cable Franchise Administration Division.
Nevertheless, financial activities performed throughout ITA should not be entirely
outside the purview of ITA’s centralized expert financial and accounting section.
While financial-related tasks may be performed by cable franchise experts, ITA
should maintain internal controls that ensure proper monitoring, record-keeping,
etc., occurs. Oversight of financial-related activities by financial experts appears
to be an appropriate internal control.

Finding No. 4: ITA failed to implement penalty provisions of the cable
franchise agreement.

ITA’s audits of operators’ compliance with PEG requirements revealed violations
of agreement terms (e.g., PEG access availability, equipment, and missing or
incomplete documentation), all of which were communicated to operators in audit
reports. However, our audit revealed that ITA has not assessed contractually
defined sanctions for PEG violations in a timely manner and has consequently
delayed its collection of revenues. In addition, ITA could improve its monitoring
and tracking processes to encourage more strict compliance with PEG provisions
by cable operators.

Significant Delays in the Assessment of Sanctions

ITA continued to identify violations through its audits of the cable operators, but it
did not assess appropriate penalties in a timely manner. ITA’s cable franchise
agreements state that “if the Franchisee is found by the City to be in material
violation of any [PEG] access facilities and equipment provision contained in this
agreement liquidated damages in the amount of $500 per day shall be imposed
for each and every violation, for each and every day of the violation, commencing
on the day the breach has been found to have first occurred and continuing until
the Franchisee is in compliance” (emphasis added).'® It is not ITA’s practice to
sanction operators for violations identified and cured throughout the term of its
agreements. Rather, it is ITA’s practice to negotiate sanctions during franchise
renewals or transfers of ownership. According to ITA, the last sanctions imposed
were in 1999 during the transfer of an agreement from one operator to another.
By delaying the assessment of sanctions, ITA’s enforcement efforts were not in

? See the Administrative Code §22.643. See also the Cable Franchise Agreement, §7.1.01(A),
SB), and §6.24.01.
% See ITA’s cable franchise agreements, §6.26, “Liquidated Damages.”
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compliance with the terms required by its agreements, and collection of
associated revenues has been significantly delayed.

Failure to Impose Liquidated Damages When Appropriate

According to ITA management, “in the past, ITA has not assessed sanctions if
the operators cure violations.” Rather, it was ITA’s practice to give operators an
opportunity to cure violations without sanctioning them, in the same manner that
ITA must give operators an opportunity to correct other material violations before
revoking operators’ agreements (under §13 of the cable franchise agreements).
This practice unnecessarily couples the imposition of liquidated damages
outlined in §6.26 of the cable franchise agreements with the “due process”
procedures set forth in §13, the latter of which was specifically designed not to
impose liquidated damages but to revoke a franchise agreement altogether. ITA
has not provided any evidence that it has changed this practice.

According to the cable franchise agreements, particularly §6.26, liquidated
damages shall be imposed, and the amounts of assessed liquidated damages
are to be determined based on the date the violation is cured. The language in
§6.26 is prescriptive because, as the agreement states, “it is agreed that it would
be impracticable and extremely difficult to fix the actual damages to the City and
the public which would result from the failure of the Franchisee to meet the [PEG]
access facilities and equipment provisions.” Allowing operators to cure violations
without timely penalties provides little incentive for operators to prevent non-
compliance with PEG facilities and equipment provisions.

ITA agrees that liquidated damages are appropriate when material violations of
PEG requirements are identified and cured, and that ITA is under no obligation to
follow revocation procedures, under §13, in order to waive sanctions after
operators cure violations. According to ITA’s audit reports, all violations identified
therein are subject to §6.26 and, according to ITA management, are serious,
material violations that warrant sanctions. However, per ITA management, its
practice did not reflect this position.

Further, according to §6.26 of the cable franchise agreements, “all
determinations shall be made by the Board subject to appeal to the Council.”
This requires that, once violations are cured, ITA bring assessed sanctions
before BITC to determine whether to impose liquidated damages, and to give
BITC and the City Council an opportunity to uphold, reduce or purge the
assessed sanctions. Failure to do so renders BITC’s and Council’s authority
and discretion moot, and further deteriorates the effectiveness of ITA’s audits to
encourage compliance by allowing cable companies to avoid sanctions for non-
compliance.

ITA Should Improve its Monitoring and Tracking of PEG Violations

ITA was unable to confirm the total number of violations identified during the
course of the agreements, the number of violations cured, and the number that
remain outstanding. Without this data, ITA could not determine the total amount
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of sanctions that could be imposed. According to ITA management, “since the
inception of the 15-year franchise agreements ITA has not maintained a
database of all PEG violations identified by the City.” An appropriate tracking
and monitoring system should be used to track all violations identified, cured and
outstanding and whether imposition of penalties was recommended to BITC.
Data should be maintained regarding whether a sanction was imposed, whether
appropriate payments for liquidated damages were received in a timely manner,
and the total dollar amount owed by operators at any given time. Instead, ITA
has relied on its current practice of waiting several years to impose negotiated
sanctions during the contract re-negotiation process.

While this audit revealed that violations were regularly identified, they were not
disposed of in a timely manner. ITA maintains detailed audit report summaries
that reflect identified violations and their status as of the latest follow-up site visit.
Given that ITA has limited staff dedicated to perform site visits of PEG facilities
throughout the City’s 14 franchise areas, audit documentation provided by ITA
shows that follow-up site visits may only be performed on a quarterly or semi-
annual basis. As a result of inadequate resources dedicated to monitoring PEG
operations and identified violations, ITA may not have been able to determine the
full extent of operators’ non-compliance. Consequently, sanctions may be well
underestimated. Nevertheless, PEG audit summaries could be compiled to
develop the information necessary to impose sanctions for violations that are
identified when ITA chooses to do so.

ITA has advised the Controller that it intends to pursue liquidated damages for
noncompliance upon finalizing its annual PEG audits. However, disputes over
audit findings result in delays in the completion of annual audits. This further
illustrates how the receipt of penalty provision revenues can be significantly
delayed. Ultimately, current monitoring practices have delayed, and continue to
delay, ITA’s recovery of revenue by delaying the final disposition of identified
violations and the actual imposition of sanctions. ITA should address these
delays through a re-engineering of their processes and controls as discussed in
this finding. Specifically, ITA must validate cured violations in a timely manner,
and must recommend to BITC, in a timely manner, the imposition of liquidated
damages for cured violations. Furthermore, appropriate methods of resolving
disputes should also be considered when executing new franchise agreements in
order to avoid prolonged disputes and foregone revenues.

Finding No. 5: ITA allowed a cable franchise to operate since 1987 without
a contractual agreement.

We found that a franchise agreement with one operator expired in 1987, and no
attempt has been made to renew or extend the agreement. The Cable Act states
that a cable operator cannot provide cable services without a franchise.”’ ITA
stated that they have not negotiated a new franchise agreement due to the

" See 47 U.S.C. 541(b).
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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.

Page 10 of 12



. 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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A draft audit report was provided to the General Manager of the Information
Technology Agency on April 12, 2005. An exit conference was conducted on
April 19, 2005, at which time the audit staff discussed the findings and
recommendations in the draft audit report with the General Manager and her
executive staff. ITA’s response during and after the exit conference was
evaluated and considered prior to finalizing the report.

Respectfully submitted,

L e

George 4. 8Kiles, CIA
Internal Auditor Il
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Julie Ratcliff

ln%jiltor ! /

/&__,-—

Greg Math 4
Deputy DiréCtor of Auditing
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Farid Saffar, CPA
Director of Auditing

February 23, 2005
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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.

U

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.

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.

6. Consistently, ensure the accuracy and timeliness of
payments for franchise fees, on a quarterly basis, and
PEG payments, when prescribed by the agreements

7. 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.

8. 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.

9. Assess sanctions for all material PEG and technical
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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
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