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CITY OF PACIFIC GROVE

300 Forest Avenue, Pacific Grove, California 93950

| AGENDA REPORT I

TO: HONORABLE MAYOR AND MEMBERS OF CITY COUNCIL
FROM: Director of Management and Budget Jim Becklenberg
MEETING DATE: December 20, 2006

SELECTION OF INDEPENDENT AUDITOR FOR ANNUAL

SUBJECT: INDEPENDENT FINANCIAL AUDIT SERVICES

RECOMMENDATION:

Approve a resolution authorizing the City Manager to execute a five-year contract, in an
amount not to exceed $31,000 in FY 2005/06, with VVargas and Company, Certified Public
Accountants, for independent financial audit services.

EXECUTIVE SUMMARY

Avrticle 37 of the Pacific Grove City Charter requires an annual financial audit to be performed
by “a Certified or a thoroughly qualified Public Accountant.” In October 2006, staff solicited
proposals for these services from public accounting firms. Two firms submitted proposals:
Vargas and Company, and Caporicci & Larson. Based on the qualifications and the lowest
responsible bid for these services, staff recommends selecting VVargas and Company.

On December 7, 2006, the ad hoc Budget and Finance Committee considered both proposals and
interviewed the lowest responsible bidder, VVargas and Company. After discussion, the
Committee recommended that the City Council authorize a contract with VVargas and Company.
Based on favorable pricing structure for a multi-year service agreement and the ability for either
party to cancel the agreement relatively easily, the Committee additionally recommended a five-
year term for the agreement. With Council’s authority, staff will negotiate a five-year contract
with Vargas and Company, for a cost in FY 2006/07 not to exceed $31,000.

DISCUSSION:

Article 37 of the Pacific Grove City Charter requires an annual financial audit to be performed
by “a Certified or a thoroughly qualified Public Accountant.” The financial statements produced
as part of the annual audit serve as the official financial reports for the City, and are required by
virtually all grantors and lenders of funds to the City. These audit services are routine in nature,
as they are required every year. They should not be confused with the special audit consulting
services the City has obtained in the recent year from the Harvey Rose Accountancy Corporation
or Moreland and Associates subcontractor Gary Knutson.
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The auditor that performed the City’s most recent audit, Maze and Associates, terminated its
contract with the City in May 2006. In a letter informing the City of this decision, it stated that
the City had not done enough to address its “high risk” financial environment. The letter also
cited the firm’s experience with multiple year cost over-runs due to the challenges associated
with documenting the City’s financial condition and operations.

Current circumstances place the City at a moderate disadvantage with regard to the market for
audit services. The more advantageous time for soliciting proposals is the spring of the fiscal
year that will be audited. Audit work happens throughout the year, with most of the work
occurring in the fall, after the fiscal year has closed. The audit report is typically concluded with
a written report in November or December following the fiscal year. In the current process,
staff began soliciting requests for FY 2005/06 audit services in October 2006, which is the
busiest time for most auditors completing audits for existing clients. Most of the audit firms
contacted expressed regret that they could not accommodate new clients at this time.

Staff received two written proposals, however, both from qualified firms with significant local
government experience. The first proposal, from the firm of Caporicci and Larson, proposed a
maximum cost of $61,750 for the FY 2005/06 audit. The firm’s cost proposal included a “base”
cost of $41,200, and allowed for additional charges, depending on the amount of work required,
of up to $20,550. The second proposal, from the firm of VVargas and Company, proposed a
maximum cost for the FY 2005/06 audit of $35,000, inclusive of all work required. Both
proposals included lower costs for subsequent years’ audits, if the City chooses to enter into a
multi-year contract. The Vargas and Company proposal not only included lower costs in the
years subsequent to the first year, but also reduced the price for the first year with a multi year
agreement:

One-year contract | Three-year contract Five-year contract
FY 2005/06 audit $35,000 $32,000 $31,000
FY 2006/07 audit $29,000 $28,000
FY 2007/08 audit $26,000 $25,000
FY 2008/09 audit $23,000
FY 2009/10 audit $23,000

There are several advantages associated with a multi-year contract. In the first year of an audit
engagement, the auditor must invest significantly more time in learning and documenting the
City’s financial processes than is required in subsequent years. Since the audit requires similar
dedication of City staff, a multi-year engagement can make the audit more efficient for the City
after the first year. Furthermore, the auditor can provide more constructive advice on City
operations in years subsequent to the first year. The disadvantage associated with a multi-year
contract is that the City could take advantage of a better market for auditors with a more
typically-timed selection process — i.e., in the spring before the fiscal year ends — in a couple
years when the City’s financial systems are in better condition. This potential disadvantage
could be mitigated by a standard audit services contract clause that enables either party to cancel
the contract with appropriate notice and payment for work completed.













