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MANAGEMENT LETTER
Job No. 1115
May 8, 2013

TO: Shari L. Freidenrich, Treasurer-Tax Collector

SUBJECT:  Management Letter on Review of the Statement of Assets
Held by the County Treasury as of September 30, 2012

Pursuant to Government Code 826920(a) (1) and (3) and 826922, we have reviewed the
accompanying Statement of Assets Held by the County Treasury as of September 30, 2012 and
have issued our report dated March 25, 2013.

In planning and performing our review, we considered the Treasury’s internal controls in order
to determine our review procedures for the purpose of expressing an opinion on the Statement of
Assets Held by the County Treasury and not to provide overall assurance on the internal controls
in place. However, we noted certain matters involving the Treasury’s internal controls and
operations that we consider to be a reportable condition under Government Auditing Standards
issued by the Comptroller General of the United States. Reportable conditions involve matters
coming to our attention relating to deficiencies in the design or operation of the internal controls
that in our judgment could adversely affect the organization’s ability to record, process,
summarize, and report financial data consistent with the assertions of management in the
financial statement. For the purposes of reporting our observations and recommendations, we
have classified report items into three distinct categories: control deficiencies, significant
deficiencies, and material weaknesses. See Attachment A for a description of report item
classifications.

While the Treasury staff generally does a good job of designing and maintaining internal controls
over its financial reporting process, we did identify one finding which we classified as a Control
Deficiency. This Control Deficiency is discussed in the Detailed Findings, Recommendations,
and Management Responses sections of this report and should be corrected to strengthen internal
controls.

The Treasurer is responsible for establishing and maintaining the internal controls framework for
the department. In fulfilling this responsibility, judgments by management are required to assess
the expected benefits and related costs of internal control policies and procedures.
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EXECUTIVE SUMMARY
OBJECTIVE

We have reviewed the Statement of Assets Held by the County Treasury as of September 30,
2012 and have issued our report dated March 25, 2013. In planning and performing our review,
we considered the Treasury’s internal controls in order to determine our procedures for our
review on the Treasury’s Statement of Assets Held by the County Treasury and not to provide
overall assurance on the internal controls in place.

BACKGROUND

This review was conducted for the purpose of assisting the Auditor-Controller in verifying the
amount and type of cash and investments in the Treasury as shown on the Statement of Assets
Held by the County Treasury as of September 30, 2012, in accordance with Government Code
§26920(a) (1) and (3) and §26922.

CONCLUSION AND RESULTS

Based on our review of the Treasury’s Statement of Assets Held by the County Treasury, we
identified one Control Deficiency which is noted in the Detailed Findings, Recommendations,
and Management Responses section of this report. The Control Deficiency relates to the
improper recording of a failed trade which caused the Educational Pool custody bank cash
account balance to be overstated by $24,993,167 and the Orange County Educational Investment
Pool Money Market Fund balance to be understated by $24,993,975 as of September 30, 2012.
See Attachment A for a description of report item classifications.
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DETAILED FINDINGS, RECOMMENDATIONS, AND MANAGEMENT
RESPONSES

During the course of our review, we identified the following internal control weakness:

Educational Investment Pool - Custody Bank Account Balance

Finding No. 1 — Improper Recording of a Failed Investment Sale

The Northern Trust Educational Investment Pool custody bank account was overstated by
$24,993,167 and the Educational Money Market Fund investment balance was understated
by $24,993,975 (at market value) as of September 30, 2012.

On 9/28/12 the Treasurer’s Office initiated the partial sale of a Fannie Mae security for
$24,993,167 but the sale failed and did not settle until 10/1/12, the following business day. In
anticipation of the sale, the Treasury had already purchased other investments on 9/28/12 for the
amount that they had expected to receive from the sale of the Fannie Mae investment. However,
since the proceeds from the failed sale did not arrive on 9/28/12, funds were transferred to
Northern Trust from Wells Fargo Bank on 9/28/12 to cover the funds needed to settle the day’s
trades.

Although the Treasurer’s Office was aware of the failed trade on 9/28/12, they did not reverse
the security sale which caused the Educational Investment Pool’s custody bank account balance
to be overstated by $24,993,167. Although the Educational Investment Pool’s custody bank
account is not a “demand account” it was included in the Treasurer’s Trial Balance Educational
Investment Pool’s demand account total which caused the demand account total to be overstated
by $24,993,167. The failure to reverse the security sale also caused the Educational Money
Market Fund’s investments to be understated by $24,993,167 ($24,993,975 at market value).

The Treasurer’s Statement of Assets presented in our Report on Review of the Statement of
Assets Held by the County Treasury as of September 30, 2012 includes an adjustment to correct
the custody bank account balance (which was included in the demand account balance) and the
Educational Money Market Fund’s investment balance.

Based on our discussions with Treasury Management, this failed sale should have been reversed
at the end of September 2012 to avoid overstating the Educational Investment Pool’s custody
bank account balance which was presented as an overstatement of the Educational Investment
Pool’s demand account balance. Failure to reverse the failed sale also understated the
Educational Money Market Fund’s investment balance. In order to provide reliable financial
statements which fairly represent the assets of the Treasury, the Treasurer’s Office should ensure
that transactions related to failed investment sales are properly recorded.
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Recommendation No. 1

We recommend that the Treasurer’s Office strengthen controls over the proper recording of
transactions related to failed investment sales in order to help ensure that Treasury balances are
accurately reported.

Treasury Management Response
Concur. The Treasurer will update policies and procedures related to the recording of failed

trades to ensure Treasury balances are accurately reported. The Treasurer will update its policies
and procedures by June 30, 2013.
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Attachment A: Report Item Classifications

For purposes of reporting our observations and recommendations, we have classified report
items into three distinct categories:

Control Deficiency

A control deficiency exists when the design or operation of a control does not allow management
or employees, in the normal course of performing their assigned functions, to prevent or detect
misstatements on a timely basis.

Significant Deficiency

A significant deficiency is a control deficiency, or combination of control deficiencies, that
adversely affects the entity's ability to initiate, authorize, record, process, or report financial data
reliably in accordance with generally accepted accounting principles such that there is more than
a remote likelihood that a misstatement of the entity's financial statements that is more than
inconsequential will not be prevented or detected by the entity's internal control.

Material Weakness

A material weakness is a significant deficiency, or combination of significant deficiencies, that
results in more than a remote likelihood that a material misstatement of the financial statements
will not be prevented or detected by the entity's internal control.
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Attachment B: Treasury Management Responses

OFFICE OF THE TREASURER-TAX COLLECTOR
SHARI L. FREIDENRICH, C.P.A.

HALL OF FINANCE & RECORDS
625 N. ROSS STREET, BUILDING 11, ROOM G-76
PosT OFFICE Box 4515
SANTA ANA, CA 92702-4515

ttc.ocgov.com

INTERDEPARTMENTAL COMMUNICATION

To: Nancy N. Ishida, Audit Manager
From: Shari L. Freidenrich, CPA, CCMT, CPFA, ACPFIM "7 &QQW
Date: May 6, 2013

Subject: Response to Management Letter on Review of the Statement of Assets Held by the
County Treasury as of September 30, 2012.

Finding No. 1 — Improper Recording of a Failed Investment Sale (Control Deficiency)

The Northern Trust Educational Investment Pool custody bank account was overstated by
$24,993,167 and the Educational Money Market Fund investment balance was understated
by $24,993,975 (at market value) as of September 30, 2012.

Recommendation No. 1

We recommend that the Treasurer’s Office strengthen controls over the proper recording of
transactions related to failed investment sales in order to help ensure that Treasury balances are
accurately reported.

Treasurer-Tax Collector Response

Concur. The Treasurer will update policies and procedures related to the recording of failed
trades to ensure Treasury balances are accurately reported. The Treasurer will update its policies
and procedures by June 30, 2013.

Mission: Ensure safe and timely receipt, deposit, collection and investment of public funds.



