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CRIT LUALLEN
AubiTor oF PusLic AccounNTs

December 16, 2011

Arnold J. Celentano, P.E., Chairman
Metropolitan Sewer District Board
700 West Liberty Street

Louisville, Kentucky402031911

RE: Examinationof Certain Policies, Procedww,eControls, and Financial Activity of Metropolitan
Sewer District

DearChairman Celentano

We have completed our examination of certain controls and management practices of the
Metropolitan Sewer District (MSD) The enclosed report presents, in ta2dlfindings and offers
approximately 150recommendations to strengthédSD6 contr ol s and manag
procedures.

Examination procedures included interviewish current and formeMSD Board members,
current and formekMSD staff membersVSD special board counseMSD co-bond counsels, MSD
financial advisor,and others. In conjunction with a review of applicaM&D policies and
procedures, a sample of travel voucher reimbursements @etigsingcard expenditureswas
examined to determine whetr expenditures were appropriate and made in complianceM&ih
policies.

Our examination also included a reviewMED Board governance, conflicts of interests,
ethics policies, procurement policies and activities, investment policies and actiegedsservices
policies and activities, policies redatto internal auditas well as other selected policie®ur
examination included records and information for the period July 18 206ugh June 30, 201
unless otherwise specified. The objedaideveloped by the Auditor of Public Accounts for this
examination include:

e Determine whether policies governing contract procurement are adequate,
consistently followed, and provide for a transparent process;

e Determine whether policies governing the intd audit process are adequate,
consistently followed, and provide for timely reporting;

e Determine compliance with policies and other requirements associated with
increasing MSD customer rates;
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e Review and eval uat e MS D Boar dty-twoo |l i ci
recommendations developed for public and-poufit boards;

e Review certain financial transactions and determine compliance with MSD policies
and reasonableness of the expenses; and,

e Determine if conflicts of interest exist.

The purpose of this exanation was not to provide an opinion on financial statements or
activities but to ensure that processes are in place to provide strong oversight of financial activity
through a review oMSDor gani zati ondés policies, Brolsand gov
other financial transactions.

Due to the nature of certafindings discussed within this report, ware refering these
issuegto the Louisville Metro Police Department Public Integrity Unit and to the Internal Revenue
Serviceto determine whier further investigation by those offices are warranted

The Auditor of Public Accounts requests a report fid®D on the implementation of audit
recommendations within (60) days of the completion of the final report. If you wish to discuss this
repot further, please contact Brian Lykins, Executive Director of the Office of Technology and
Special Audits, or me.

Res lly submitted,

Crit Luallen
Auditor of Public Accounts



CRIT LUALLEN
AUDITOR OF PUBLIC ACCOUNTS

Performance and Examination Audits Branch

Executive Summary
December 16, 2011

Examination of Certain Policies, Proced
of Metropolitan S

Examination Objectives

On July 28, 2011, the Auditor of Public Acaus
(APA) informed the Executive Director and Board
Chair of the LouisvilleJefferson County Metropolitan
Sewer District (MSD) by letter that due to the
Louisville-Jefferson  County Metro  Government
(Louisville Metro) Mayor
concens expressed to this office regarding certair
financial and other activities, it would perform a review
of certain issues at MSD. Specifically, the examinatio

would include a review dgf
internal controls, and certain other dimial
transactions.

>

The purpose of this examination was not to provide
opinion on financial statements, duplicate work (;1
annual financial audits, or evaluate the amount of ra
increases, but to address the following objectives:
e Determine whether picies governing contract
procurement are adequate, consistently followeq
and provide for a transparent process;
Determine whether policies governing the
internal audit process are adequate, consistently
followed, and provide for timely reporting;
Determne compliance with policies and other
requirements associated with increasing MSL
customer rates;
Review and evaluate MSD Board policies using
t he AP AG gwo trebhommengations
developed for public and neprofit boards;
Review certain financial trans@ans and
determine compliance with MSD policies and
reasonableness of the expenses; and,
Determine if conflicts of interest exist.

The scope of this review includes records, activitieg
and information for the period July 1, 2008 through
June 30, 2011, nless otherwise specified, as the time
period of certain documents reviewed and variou
issues discussed with those interviewed may hay
varied.
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Background
Created in 1946 by the Kentucky General Assembly,

MSD was formed as a special district to handisess

in Louisville and at that time the unincorporated
Jefferson County, now known jointly as Louisville
Metro. Generally speaking though, the three core areas
of serdag utheats MSD f poovidesa include unastetvatea
collection and treatment, stormwater drainagevises,

and flood protection.

M$Choperates agpchnmaintairss 8,200 miksof wasiewatar
collection sewer lines which collect wastewater from
over 200,000 homes, businesses, and industries
throughout Louisville Metro. Wastewater flows to
MSDb6s 286 tomsnsixiegional wateaquality
treatment centers, and numerous smaller water quality
treatment centers in the service area.

MSD maintains the stormwater drainage system for the
Louisville Metro area. Responsibilities include the
construction, repair ral maintenance of drainage
swales, storm sewers, ditches, and drainage channels i
most of Louisville Metro. Areas not served by MSD
include the cities of St. Matthews, Shively, Anchorage,
and Jeffersontown. Residents and businesses in thos
municipalities are served by their respective cities.

MSD operates and maintai
River flood protection system. The system includes
about 25 miles of earthen levee, 4.5 miles of reinforced
concrete floodwalls, 16 flood pumping stations,
movedle and sandbag street closures to seal street
passages in levees and floodwalls, and floodwall
service openings and service doors.

n

As of FY ending 2010, MSD, a component unit of the
Louisville Metro government reported operating
revenues of $171,590,108th cash and investments of
$478,603,152. During FY 2010, MSD employed a total
of 677 employees.



Consent Decree

In August 2005, MSD entered into a coeartered
Consent Decree with the Kentucky Department fo
Environmental Protection, the EPA andethJ.S.
Department of Justice. The Consent Decree reached
response to pending litigation regarding allegeq
violations by MSD of the Federal Clean Water Act ang
KRS 224 concerning sanitary and combined sewe
overflows, required MSD to create an actiomplo
address the following issues:

handle the current sewage and stormwats
volume during wet weather;

Sewer overflows that polluted the river and
streams throughout Louisville Metro, which
violated the Ederal Clean Water Act; and,

A responsibility to keep the public informed
about potential health risks, financial impacts
and construction project activity.

To address the challenges of improved water qualit
and meet the requirements of the Consent &edviSD
began a comprehensive sewer improvement initiativ
known as Project WIN, or Waterway Improvementg
Now. Project WIN included the implementation of
sewer improvement projects to minimize the impact o
combined sewer overflows, eliminate sanitary sew
overfl ows, and rehabi i

sewer system. In addition, involved keeping the publi
informed of potential health risks, financial impacts,
and construction project activity. MSD believed thal
Project WIN, estimated to cost appnmétely $850
million over a 20 year period, would achieve the sewg
overflow abatement objectives outlined in the Conser
Decree by 2024.

Revenue and Other Means of Financing
MSDb6s revenues primari/|l
stormwater service fees, chasgefor extending
wastewater lines and connecting new customers, al
surcharges associated with the federaigndated
Consent Decree. Known collectively as the Schedu
of Rates, Rentals, and Charges, these fees, charges,
surcharges may be modified ander to create enough
revenue to cover expenses. In addition, MSD ma|
issue negotiable intereearing bonds.

y

MSD6s rates must gener at

service expenses, and cash fundedtabhpkpenditures.
I n addition, MSDO6s debt
least 110 percent and the working capital target is $2

An aging sewer system that lacked the capacity to
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million. This is equivalent to what is currently two

n

ser vi

months of operating expense, which would give MSD
enough time to get a bomssued

If the projected budgets result in the need for rate
increases due to the requirements from the 1993
Resolution not being met, then the MSD Finance
Director must determine how the schedule of rates
should be amended to ensure the requirementietre
For the most part, MSD rate increases have been
consistent with the projected increases identified in the
Consent Decree financing plan.

A 6.5 percent increase in wastewater and stormwater
volume and service charges, as well as optional and
guality charge rates that are assessed to commercial an
industrial wastewater customers, was implemented in
FY 2008, 2009, 2010, and 2011. Because the proposec
increase was not greater than seven percent, MSD dic
not have to gain approval from the Metro Cityu@oil

for these modifications to their Schedule of Rates,

Rentals, and Charges.

Auditors observed through various means of
documentation, including Board minutes,
correspondence, and newspaper clippings, that MSD
followed all of the relevant requiremerits modifying
its Schedule of Rates, Rentals, and Charges in FY 2008
2009, 2010, and 2011.

at e t communi tyads
MSD: The Board
Currently, the Louisville Metro Mayor appoints, with
the approval of the Louisville Metro Council, the
members of MSD6és govewmdin
is composed of eight members, no more than five of
which may be affiliated with the same political party.
Starting in 1977, the members were to be selected anc
appointed so that no more than one member resides ir
any one state senatorial district.

agi ng

c f wastewater and

The Board WhICh has statutory authority to enter into
hd contracts and agreements for the management,

regulation and financing of MSD, manages its business
e and activities. The Board has full statutory
andr €sponsi bility for appr o

budgets, ér financing deficits and for disposition of
surplus funds. KRS 76.060 requirbe toard to fix the
salaries and compensation of the officers and
employees it engages, which salaries and

CaMPRNGHoR. hpwiguero Shal be iy line;witly that paid -

projected operation and maintenance expenses, dgbt DY the cityand county for similar services.

c e cover age mu st be

Page ii



While it is the responsibility of the Louisville Metro
Mayor to appoint individuals to the positions of
Executive Director, Secretafireasurer, and Chief
Engineer, these individuals are supervised by the MS
Board. Atthis time, the Executive Director is serving
as Secretaryreasurer and the Design Manager within
the Engineering Division is acting as Chief Engineer
due to vacancies in the positions of Chief Engineer ar
Engineering Director.

d

The MSD Board also mayn®loy professional and

technical advisors, experts, and other employees as
deems requisite for the performance of its duties.
Presently, the MSD Board employs individuals for the
following positions: Legal Counsel and Secretary to th
Board. Board LedaCounsel is employed through
MSD's legal services contract, with the Board Legdl
Counsel reporting to the MSD Board and the MSC
Legal Director. The Board Assistant, who performs the
functions of "Secretary to the Boards, however, an

employee of MSD Wo reports to the Board and to the
Executive Directoro6s Ass

19%

MSD: The Staff

MSD is currently organized into 10 divisions including:
Executive Offices, Legal, Human Resources, Financs
Physical Assets, Regulatory Services, Engineering
Infrastructue and Flood Protection, Operations, ang
Information and Technology.

)

The Executive Offices Division is headed by the
Executive Director of MSD. The remaining nine
divisions are headed by at least one director, with th
exception being the Operations Digis which has two
directors: 1) Director of Operations and Maintenanc
for Morris Foreman Wastewater Treatment Plant; an
2) Director of Emergency Response and Metr(
Operations. All of the division directors report to the
Executive Director. Both the letnal Auditor and the
Controller report directly to the Finance Director and
are not specifically identified on the organizationa
chart. As of July 11, 2011, 632 of the 656 authorize
positions at MSD were filled.

~ O\

Findings and Recommendations

Finding 1: Governance policies for the MSD Board
did not address several critical responsibilities
necessary for proper and effective oversight.

Policies applicable to the Board governance of MSI
did not exist for several critical areas of responsibility
necessaryor proper and effective oversight of MSD.
Auditors found no evidence of policies related to:

it

Annual or new Board member orientation

regarding fiduciary responsibilities as board

members;

Documentation of Board review of budget to

actual expenditures e meeting minutes;

An independent procedure for reporting

complaints and whistleblower policy;

Independent reporting by the Internal Auditor

directly to the Board,;

Documentation in the meeting minutes of annual

Board review of MSD compensation policiasd

executive staff salaries and bonuses; and,

Review and approval of executive staff travel by

the Board.
Recommendations: We recommend the Board
provide in their annual orientation training for new and
returning Board members a clear understanding of
MSD6s organizational stru
responsibilities as Board members, as well as their legal
and fiduciary roles, and the purpose of the board on
which they serve. In addition, the orientation should

S ddd@dbd ethical requirements of Boargmbers and
staff and any significant policy changes adopted by
MSD during the previous year. We also recommend
that the orientation be facilitated by a knowledgeable
independent party, who can participate in and oversee
the orientation training.

We re@mmend that the Budget Committee perform a
regular review of budget to actual expenditures to
monitor costs in each account and report to the Board.
The name and number of budget categories should
provide transparency and sufficient detail to allow
Commitee members to accurately identify the types of
expenses attributed to each category. This review
should be documented in the Board and Budget
Committee meeting minutes. Periodically, the Budget
Committee should receive and review a listing of
expenditues with sufficient detail to question
transactions as necessary.

We recommend the Board develop a whistleblower
reporting policy by creating and documenting an
independent process whereby employees and/or
volunteers have the option to directly make theardo
aware of concerns involving matters that specifically
need Board oversight. We recommend the Board
establish methods that allow for concerns to be reported
directly to their attention by all staff, including
anonymous concerns, and any complaints regai
executive staff. The Board should further develop a
process by which concerns are brought to the attention
of the Board and ensure a process exists to analyze
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investigate and resolve issues brought to its attentioh.
The internal audit function cadilbe used to ensure that
concerns brought to the Board are independently
investigated and findings reported directly to the Board.

o

We recommend the Board adopt a policy to review an
approve the salary and bonus incentives of the
executive staff on annaual basis to ensure that the
compensation paid is equitable to the responsibilities
and duties of each position. We further recommend the
Board annual ly revi ew

compensation policy, including the range of increases,
by which salary ioreases and bonus payments are
made to all staff. The salaries should be reviewed
specifically by the Board to ascertain appropriate use ¢
funds given the mission of MSD, and such review
should be documented in the minutes.
should be docuented in the meeting minutes.

=+

We recommend the Board, or a designated committee

of the Board, pr@pprove executive staff travel,
including estimated costs. The Board meeting minutgs
should document the review conducted by the Board.
We also recommend¢ Board require a report of the
actual travel expenses of executive staff, with Board

approval, prior to expense reimbursement. The expense

reports should sufficiently detail the expenses
associated with meals, lodging, transportation, and
entertainmentof each trip, as well as the business
purpose of each expense item.

Finding 2: Certain policies were not documented or
sufficient to ensure accountability.

MSDb6s policies and proce
card procedures, reimbursements to MSD, exezut
staff reimbursements, reporting lost or stolen financigl
information, and inventory controls of fixed assets wer
not sufficiently comprehensive to provide proper
control and accountability needed for a public agency.
Although MSD has implemented vaus policies and
procedures in an attempt to provide control and
oversight of its organization, several of the policies
were limited and did not include necessary critical
procedures.

Recommendations: We recommend MSD strengthen
their purchasing card predure by making it a formal
policy. We recommend the policy include information

1%

requiring a business purpose be documented and

address how MSD or the Board will handle expensés

that are considered improper or disallowed expenses.

[

We also recommend the B review purchasing card
expenditures of the Executive Director. We furthe
recommend MSD include a procedure concerning

reimbursement by an employee when a purchasing cgrd

is used for personal use in a formal policy.

These actions

timeframe when staff is required reimburse MSD for
any personal expenditure that may have been incurred
should also be included in the policy. Currently, MSD
does not use credit cards and therefore has no policy,
but if credit cards ever become the preferred method of
payment of goosl then we recommend a strong credit
card policy should be developed.

We recommend policies be implemented to ensure that
the Board or a designated committee of the Board

M glddévsand appeovesatl execative stafi reichbursements

and supporting documentationo t ensure the
reimbursements are for reasonable and necessar)
expenditures. Such reviews and approvals also will
help ensure that duplicate payments are not made.

We recommend MSD adopt written policies for the
backup of electronic financial informatiorMoreover,
policies should include a process to report any lost or
missing financial information or records.

We recommend MSD adopt and implement property
and inventory control policies and procedures to
identify and account for all furniture, equipmei,
other items valued over a certain specified dollar
amount, with the specific dollar amount included in
policy. Such policies and procedures should include
recordng of the name of individual in receipt of
furniture/equipment; description of
furniture/equipment; vendor name; model and serial
numbers; acquisition date; and, acquisition cost. We
further recommend such inventory policies and
procedures include an annual, or periodic, physical

d inveetay of all fixadt assdts. tDigposftians af prapsrty r

shouldalso be reflected in inventory accounting. The
property inventory and control policy should be made
available to all employees who have responsibility for
property assets and should include sufficient detail to
ensure accurate and appropriate accounongroperty
inventory. MSD should include its inventory and
property control policies in its Policy Manual.

Finding 3: MSD lacked management oversight and
enforcement of established policies.

MSD management has not consistently followed, nor
has it reuired its staff to follow, policies and
procedures established by the Board and managemen
to provide fairness in its business practices, to manage
risks, and to hold itself accountable to ratepayers.
Policies and procedures are only effective if persbnn
are informed that such exist, are trained in how to
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implement the policies, are required to follow the
policies, and are held accountable by manageme
when violations of policy occur. Further, and perhap
most critical, management must lead by examghd
demonstrate significant respect for the establishg
organizational policies and procedures. We identifie
noncompliance in the following policy areas:

e Procuement of professional services;
Procurement of computers;
Reimbursements fo empl oy eaton O
expensesand
Rei mbur sement s
training expenses.
Recommendations: We recommend the MSD Board
discuss with its executive management the need f

of em

proper oversight and governance of its operations.

Although itis notthe Boalils r esponsi bi
day-to-day business operations of the organization, th
MSD Board is responsible to ensure strong leadersh

is in place and is working within the boundaries the

Board has established. We also recommend the MS
Board require spervisory personnel to be-teined on
key organizational policies. The trainings should occuy
in-house at MSD facilities and could be conducted b
MSD6s own Human Resour ce€
Legal Department staff. Employee attendance for th
training should be required and documented. Upo
completion of training, MSD personnel should be
required to sign an affidavit stating that they have beg
trained and understand their responsibilities as an MS
employee to abide by the policies and proceslofehe

organization. The statement should furthe
acknowledge that the employee understands th
consequences of not following the different policies
We further recommend MSD hold its personne
accountable to the policies. If a violation of policy
ocairs such as an employee not submitting 4
reimbursement request in a timely manner th
employee should understand that a reimbursement w
not be made. All levels of MSD management shoul
consistently follow and enforce adopted policies

p

Finally, we reommend the Board evaluate the current

MSD Education Assistance Program to ensure it i
structured to provide the best benefit to the organizatid
and the ratepayers.

Finding 4: MSD ethics policies for Board members,
appointed executive staff members, ah employees
were notsufficient to address conflicts.

MSD revised its ethical policies for Board members
appointed executive staff, and employees during th
APAOGSs period of revi ew
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improvement, but such policies still lack some
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significant provisions pertaining to certain ethical
issues. The lack of strong, enforceable ethics policies
allowed the potential for, as well as actual, conflicts of
interest by certain MSD Board members, executive
staff, and other employees. Although sanctierst

for employee violations of the ethics policies, no
policies for investigating unethical activity of
employees exist. Further, there are no policies detailing
the investigation of unethical activity or criteria to
impose sanctions or disciplinary gmedures for
viplgtigns by Board members, the Executive Director,
or the Chief Engineer. Finally, no ethical policies exist
fgryepogtigggmproprieties, dirqetly toghe goard.
Recommendations: To remain independent in their
decisionmaking regarding entés doing business with
MSD, or seking to do business with MSD, oBrd
members, executive staff, and other employees should

| javoig any gituajopsethat aygsactual conflicts between

their private interests and their duties on behalf of
MSD, or that have thegpential to present conflicts.
Neither should they accept gifts and gratuities that
compromise the impartiality of their decistiomaking

on behalf of MSD, or that give the appearance that
MSD actions are based on personal benefit, favors, or
relationships rather than objective decisionaking.

We preomment the Boayc egtablish @ gomprepegsive
code of ethics, applicable to Board members, appointed
executive staff members, and all employees. MSD may
want to consider having someone skilled in establishing
ethical standards for public employees and board
members assist in the drafting of such policy standards.
Upon adoption by the Board, the code of ethics should
be incorporated into the two Policies and Benefits
Manuals for employees (unit and nonit), aswell as

any manual given to Board members during orientation.
We recommend MSD provide initial training for Board
members, appointed executive staff and employees on
the code of ethics, as well as a review annually. In
establishing a financial disclogur policy, we
recommend the MSD Board members, as well as all
executive team members, annually file with an
appropriate committee of the Board, and by a specified
date, a statement detailing financial interests held.
Required information should be presedb by an
appropriate committee of the Board. The policy should
further require an affirmative statement by the filer that
he or she has no interest that would cause a conflict
with his or her official duties. Sanction for
noncompliance with the filing griirements also should
be detailed in the policy. To ensure compliance with
the code of ethics adopted, MSD should develop and
implement policies, procedures, and responsibilities

wi t h an i ntent for



regarding reporting, investigation, and resolution of
allegations of ethim misconduct as detailed in the
recommendations of Finding 1 regarding &

whistleblower policy.

Finding 5: Several conflicts of interest existed that
gave the appearance of improprieties by certain

should develop and implement policies, procedures and
responsibilities found ifrinding 1 regarding reporting

and resolution of complaints. Finally, we reiterate
MSDb6s Policy and Benefit
public servants, employees must display a high
standard of ethical behavior that ensures the public that
employees do naise their positions to provide special

C

<

MSD Board and staff members. privileges to themselves, to other individuals or
MSD6s Pol i ci eManuasnfat entpleyeesfli bs gani zati ons. 0

and MSDO6 s Conflict of | nterest Policy for Board
members and appointed executive staff, were ngt Fi ndi ng 6: MSD6s pri mar )
effective in preventing conflicts of interest for Boardf has been with the same a;
members, executive staff, and other employee$s. while never being competitively negotiated or
Several instances of specific dliect of interest advertised.

situations were identified that may have contributed t
unfair business practices. It is impossible to determin
if the vendors/contractors MSD used provided the be
services at the best cost when relationships allowed t
potential forfavoritism and influence of independent
decisionmaking.

Recommendations:We recommend the MSD Board,
within its comprehensive code of ethics, provide
standards of conduct for conflicts of interest tha
prohibit Board members, appointed executive staid, a
employees from the following:

e
5t
ne

[

Having a primary contract subcontract, or
agreement with MSD, either directly, by a family
member, or through a business which is at lea
five percent owned,

Representing a person of business privatel
before MSD;

Using his or her position to obtain a financial
gain, a benefit, or an advantage for oneself,
family member, or others;

Using confidential information acquired during
his or her tenure to further his or her own
economic interest or that of another person;
Holding outside employment with, or accepting
compensation from, any person or business wit
which he or she has involvement as part of his g
her official position for MSD; and,

Involvement in discussions and decisiong
pertaining to the areas in which thésea conflict

of interest.

D

D

—

Board members, appointed executive staff, and oth
employees who abstain from involvement in
discussions and decisions as recommended abg
should not be present during such discussions, and sU
abstention should be documentadwriting and placed

in the employeeds per so

minutes of a Board meeting. To ensure compliang
with the conflict of interest policies adopted, MSD

19%
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MSD has not competitively negotiated or advertised
their primary contract to provide legal services to the
MSD Board, Legal Director, Executive Director, and
act as fABond Counsel 0o as
same attorney has acted as the MSD @&obkegal
Counsel and that same att
received MSD6és contract t
legal services for an average annual amount paid to the
Firm of $1 million over the past three fiscal years. As
the MSD Board Legal Counsdhis attorney reviews
and approves all matters prior to their submittal to the
MSD Board for action, along with all of the other
outside legal services requested by MSD. Therefore,
the attorneyds relationsh
i mpai r t hjectivByardrindependenceé related
to advertising this contract to other law firms. Even
though MSD Procurement Regulations give the Board
the authority to waive any procurement requirement if
it is in the best interest of MSD, a decision to
continually aithorize this contract with no request for
proposals, competitive negotiations, or advertising is
not a responsible action by the board of a public entity.
Without advertising this contract, public confidence in
the entity may be diminished and a concexists that
MSD is overpaying for legal services.
Recommendations: We recommend that MSD
designate this contract as an applicable professional
services contract that should be periodically advertised
and competitively negot i
interests are met. Due to the multiple types of legal
services that can be assigned to this Firm and attorney,
the contract should be separated based on the type o
legal services needed. An analysis should be performec
to determine the need for outside legatvices. Based

on the results of the analysis, a separate request fol
proposals should be developed for advertising each type
of service and an evaluation committee should be

cerqated {0 eyaléjate 6hf—3 respogsgsou§iqp épdacifiq cHteriq



The evaluation aomittee should consist of staff

members that are informed and knowledgeabl
regarding the services needed by MSD. w

recommend the Board consider whether Board Legal
Counsel should be independent of all other leggl
services.

Finding 7: Board Legal Coun®l given approval
authority in MSD Board process.

Through authority granted by the MSD Board, th
Board Legal Counsel could potentially hinder th
Boar dods control and i nte
process. A MSD Board resolution issued in 198
provides theBoard Legal Counsel an approval and
oversight role over all matters coming before the Boardl.
Specifically, the resolution states that Board Legal
Counsel , fishall revi ew
including resolutions, agenda items, and all other
documents por to their submittal to the MSD Board
for action. o This approv
prior to their submission to the Board could be used to
subvert Board control and keep certain items or issue¢s
from being brought before the Board if the Boasgal
Counsel refused to approve such items for the agend
This could include the review of the Board Legal
Counsel 6s contract, whi clh
conflict in Finding 6. This would limit both the
Boarddéds authority wanteddoet
review and di scuss, and
present items to the Board seeking approval or input.
The preemptive review process also limits the ability of
the Board and MSD management to control the costs
the services provided by the BdaLegal Counsel and
duplicates work performed by internal staff.
Recommendations: We recommend the MSD Board
rescind the 1984 resolution that requires a review ar
approval of all matters by the Board Legal Counseg
prior to presentation to the Board. c8adary reviews
by Board Legal Counsel of issues or documents
presented to the Board should be performed only upon
request by the Board, Executive Director, or Legal
Director and only for the specific incidence of the
request. We recommend the Board nakea blanket
request of the Board Legal Counsel to review al|
documents or issues of a certain type.

a.

Finding 8: Legal services contract lacks centralized
oversight.

The MSD internal Legal Director does not have
appropriate levels of control and monitagi authority
over the primary outside legal service contract
Currently, the contracted law firm acts as Board Lega
Counsel, MSDO6s Il itigatioh
Decree representation, and-tmond counsel. Each of
these four services has a segparoversight authority

within MSD that is responsible for reviewing invoices
and approving the expenses. This removes the legal
experience and expertise of the Legal Director from the
process of reviewing all aspects of outside legal
services. It has sb allowed for the influence of other
reviewing authorities to potentially interfere with the
authority of the Legal Director. This has resulted in
weakening the authority of the Legal Director, who is
employed to provide internal legal expertise and is
directly responsible for ensuring the legal compliances
and defenses of MSD.

Rac@mmendations: MSD eshould aensarg ehati tiel
internal Legal Director is responsible for legal contract
compliance and reviewing all invoices associated with
legal service contracts. The MSD Legal Director
should regularly report on legal service expenditures

a and anyarglaped ssues to thé Boardmdrinal appraeval

authority for Board Legal Counsel services should
remain with the Board to ensure an independent
eolinselh but Alloothér tleysemwices may ddve finaha
approval by the Legal Director. Due to departmental
budgetary oversight, other MSD authorities may still
need to retain final payment approval. MSD should
also develop a formal procedure for vendors to protest a
denial of certai expenses and request in writing an
addisonali rdveew ©fi tHoseeedpenses byaa s@contasy
authority. For legal service contracts, such a secondary
remdawmey bie tomducted byhtlee yExecutive Director,
theaBoaadg ar andesigndiesl Boaaxdoconimiitteey Thet fioal
deckion of the secondary review should be documented
in writing with an explanation as to the final decision.
Individual Board members should refrain from
attempting to influence the management process of
MSD in a unilateral manner. Requests for changes to
management should be made during Board meetings ol
meetings of Board committees and have the support of
a majority of the members.

Finding 9: MSDo6s | egal S
not well defined and are silent as to settlement
procedures and conflictof interest disclosures.

MSDO6 s |l egal services con

defined and could result in MSD not maintaining
sufficient control over the amount spent for contracted
legal services. Aggravating this issue is that multiple
types of legal workare included within one contract,
which is discussed further in Finding 6. While the
contracted firm (Firm) is relied on to abide by the ethics
of the legal profession, the contract is silent as to
MSDbs expectations regard
disclosure as to whether the Firm represents any clients

representation, EPA Conse
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with a potential conflict of interest with MSD. A
contract with an outside entity should be clear in it
expectations, designate a point of contact to oversee the
terms of the contract, and includentrols to govern the
amounts allowed to be billed. Without these criterial,
MSD cannot effectively and efficiently control the cost
and use of this contract.

Recommendations: We recommend that MSD amend
its contract for legal services to ensure that MS
adequately controls the costs and responsibilities of t
outside legal firm. Revisions should address th
following areas:

e

D

Specifically, define the experience requirement
for billing at the partner or associate rates. Th
contract should require a gtification if the
partner rate is used by more than one attorney
the case. For optimal monitoring by MSD, the
contract should require a written determination
for each assigned case as to the expected number
of attorney partners, associates, and pgedte
etc. This determination should also include a not
to-exceed amount to be paid to the Firm for the
assigned case. The Firm must obtain written
prior approval to exceed the maximum amount
specified.

Separate the types of legal work into individual
contracts to improve monitoring efforts.
Designate the MSD Legal Director to assign
contracted legal work as needed.
Require prior approval of any costs other than foy
time spent on a case by a Firm attorney from th
Legal Director. This includes any ¢sselated to
travel, meals, expert witnesses, mock juries, and
ot her costs incurred no
costs.
Include a term that specifies the settlement
process that should be followed by the Firm.
Include a term that requires the Firm tedose
any actual or potential conflict of interest
bet ween MSD and any of

D7
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Finding 10: MSD spent $2.1 million for cebond
counsel services with no documented justification.
Between June 4, 2009 and August 24, 2011, MSD pal
its bond counsels a total of $2.1 million for legal
services to issue bonds with a total par value of $1.7
billion. The legal fees for each bond transaction wer
paid in equal amounts to two firms, each of which haj
served MSD as bond counsel consistenthcail997.
MSD officials, including its former Finance Director,
could not provide a clear understanding as to the dulti
performed by each bond counsel, the need fdraral

|2 1]

D
(7]

counsel, and the process through which the financial
team, including the ebondcounsel, were selected.
Recommendations: We recommend the MSD Board
formally adopt a policy to select bond counsel and a
financial advisor through a competitive selection
process using either a RFP or RFQ. This competitive
process should assist in detaring those most
gualified to perform the services, while also provide an
opportunity to control the costs of issuing bonds. ¥ co
bond counsel is desired, justification for -tbond
counsel should be provided to the Board for its review
and approval. TheRFP or RFQ should state the
services desired, the length of the engagement, the
evaluation method, the selection process, and a cos
proposal to provide services. If -bond counsel is
being engaged the RFP, RFQ, or engagement letter
should specify the tes and responsibilities and tasks
assigned to each firm to minimize potential duplication
of work and costs. MSD should ensure proper
oversight of legal counsel to ensure work is progressing
and coordinated as required by the RFP, RFQ, or
engagement lett. We further recommend the MSD
Board be fully apprised of the RFP, RFQ, and
engagement letter for procuring services, the method
used to select bond counsel and financial advisor, the
tasks to be performed by counsel and financial advisor,
their fees ad other bond issue costs.

Finding 11: The lack of a policy development
process results in duplication of work and
potentially unnecessary legal fees.

MSD lacks a defined process for the initiation and
development of policies, which has resulted in
duplicative work and potentially unnecessary legal fees.
tPoligies ptMSI gpay e, creptgdeor revisedfyosigh @
variety of avenues. The MSD Board or the Executive
Director may request that MSD staff develop or revise
policies. Staff may also begin this procesteinally
and bring new or revised policies to management for
discussion and to determine whether if it should be
tbrqught }pithp rg. Fdjr{hﬂr, thre B%a[d ioreE|>]<eICLgiv_e
Director may also request the MSD Board Legal
Counsel to produce policies. There isgpecification

for which of these methods should be, or may be,
employed in the policy development process. This can
allow for certain individuals, including staff or the
Board Legal Counsel, to work toward developing the
same policy at the same time, out the knowledge of
the other parties work.

Recommendations: MSD should develop a policy or
process by which policies are to be initiated and
developed and subsequently brought before the Board.
This should include who has the authority to initiate
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paicy development and who has the authority tg
authorize the expense of Board Legal Counsel to ass
in the process. When making an initial request for
new or revised policy, use of internal staff should b¢
considered first, when possible, to ensurentost cost
effective methods of policy development are used.
determination for the need of outside legal expertis
should be made in consultation with the internal lega
staff.

Finding 12: The Louisville Green Corporation
bylaws specify by name the Rgsident and the
special legal counsel.

The bylaws drafted for the Louisville Green
Corporation in 2005 by the MSD Board Legal Counsel
specify by name who will be the President and who wil
be employed as special legal counsel. Instead
referring to a psition title or including a provision that
the corporation may employ or contract for independer
counsel, the actual name
and the MSD Board Legal Counsel are used in thi
document. To avoid the need to amend bylaws, th
doau me nt should not cont a
should only include fundamental items that will not
change. Specificity related to a position or detaile
duties should be accomplished through policy manua
or board resolutions. By specifying the actuaines of
individuals, an appearance exists that the attorney w
ensuring that his personal interests were represent
and not those of his clients when he drafted theg
bylaws.  Further, this circumvented a transparen
competitive process to select thegal counsel for
Louisville Green.

Recommendations: We recommend the Louisville
Green Board amend its bylaws to remove specifi
names of individuals. The Louisville Green bylaws
should be free of any redundant or unnecessary terr
that may complicate thgovernance of this corporation.
Further, we recommend the Louisville Green Boarg
select a legal counsel through a transparent, competiti
process as similarly recommended in Finding 6.

Finding 13: MSD Board provides inadequate
investment oversight and lacks sufficient
information.

MSD invests hundreds of millions of dollars from bond
proceeds in a proprietary investment program through
third-party investment management firm that provides
MSD with limited reporting on investment holdings and
the invesment process. This lack of investment
information provided by the investment managemer]
firm combined with no known inquiries into the details
of the investment program by the Board means that tH
fiduciary body of MSD does not know the level of
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investmat risk and cannot ensure whether investment

S

are secure through compliance with MSD policies or
other regulations.

Recommendations: MSD should, at a minimum,
follow current Investment Policy and provide the Board
with detailed semannual reports as thié holdings of
the investment program, investment activities, risk
levels of the program, and program strategies.
However, we recommend the policies be updated and
investment reports be provided to the Board, or to a
Board investment committee as recomudwh in
Finding 16, on a monthly basis. Board members should
request such information if not provided by staff. MSD
should follow the requirements of the current
Investment Policy and annually solicit Request for
Proposals for investment services that taon all
required details of the investment management firm and
the services being provided. In the interests of
transparency, MSD should not enter into a proprietary
investment program that does not disclose all details of
tioefprogvah DoGhe Bdad membdr i ve Direct

Finding 14: MSD financial advisor has conflict of
ninterestdi vi dual 6s names and
The financial advisor used by MSD to provide
independent evaluations and recommendations for
investment opportunities also acts as a program
manager for the primary MSD investment program and
receives substantial fees based on the gains of those
investments.  Having a management role in the
investment program and receiving fees based on the
program profits creates a conflict of interest for the
financial advisor and calls into question hisliito

act in an independent nature on behalfA&D.
Recommendations: MSD should undergo an open
procurement process on a periodic basis for an
experienced financial advisor to provide advice and
consultation related to the investment portfolio of MSD.
This contract should be separate from other financial
services such as the issuance of bonds, which may be
negotiated on a per transaction basis. The contract
should require the financial advisor to be free of
conflicts with any investment firm doing kiness with
MSD. All fees for an investment consultant and
advisement contract should be a single fee based upor
the amount of funds to be invested and the type of
investments that are expected by MSD.
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Finding 15: MSD does not have financial staff or
Board members with background or specific
experience in the types of investments and other
related financial activities undertaken at MSD.

MSD does not have staff or Board representation wit
sufficient financial expertise to adequately understan
and analye the various financial programs and
activities undertaken by MSD at the direction of it
external investment management firm and financigl
advisor. Without the expertise and ability to understan
and evaluate such progr
exposed tounnecessary risk and MSD may not b
assured of receiving the most competent, compliant,
and economical financial advice.

Recommendations: We recommend that MSD ensure
that the finance staff include a person or persons with
strong financial and investmenknowledge and
experience to enable investment and financial strategies
to be based on the knowledge and understanding |of
such activities by MSD staff and not solely on th
advice of third party advisors. We further recommen
that MSD Board membership incle at least one
professional who is particularly knowledgeable i
investment and financial management activitie
commensurate with the types of activities in whic
MSD may engage. In addition, we recommend th
MSD Board create an investment committee $ého
members are responsible for the oversight
investment activity and programs. The committe
should include, at a minimum, one professional wh
particularly knowledgeable in investment and financi
management activities. We recommend the investme
commi ttee receive det ai
investment portfolio, all investment activities,
programs, trends, and strategies. The investme
committee should have a thorough understanding of
existing investment policy, and propose additiona
policies asdeemed necessary. The committee should
qguestion staff and financial advisors regarding
investment activity and programs to evaluatg
compliance with investment policies.

m

Finding 16: MSD has insufficient policies regarding
investment and other financial ativity.

MSD has not updated its Investment Policy since it wa
adopted on February 27, 1995. Further, no policy ha
been developed to address the use of interest rg
swaps. An entityds poli
and define the roles and respoiidibs related to major
financial activities including the investment of funds or
other financial tools. MSD has increased its investment
activity over the years, and has also entered into an
extensive number of interest rate swaps that have had a
profound impact on the liabilities of MSD.
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Recommendations: We recommend that MSD
undertake a comprehensive review of its Investment
Policy to strengthen Board oversight and to determine

what changes are needed to ensure this policy fully

addresses the actualvestment activities conducted by
MSD. In addition, these policies should address the use
and monitoring of external financial advisors and
provide detailed guidelines related to their use. Further,
we recommend MSD develop policies related to
interest ate swaps that include the following:

S MSDO6 s assets may be
Objectives for the use of interest rate swaps;
Conditions for the use of interest rate swaps;
Guidelines as to the terms and conditions of any
MSD swap agreement;

Criteria related to the use of interest rate swap
courterparties;

Evaluation and management of interest rate swap
risks; and,

Terminating interest rate swaps.

Finding 17: MSD lacks a formal process for
initiating, performing, reporting and distribution of
its internal audits.
The MSD internal audit functiois governed by its
Internal Audit Charter, which was formally adopted in
July 2008. The Charter describes the internal audit
mission and scope of work, including its
responsibilities and authority within the organization.
While the purpose of this Chartis to establish the
basic groundwork for internal audit, it is not designed
provide the de{r?ils of a formalfproc tcbbe followed
holng its mIsSon Ard scope
of work. MSD has not established a formal process for
initiating, performing, reporting, and distributing
internal audits.
Recommendations: We recommend the MSD Audit
Committee develop and approve procedures for the
internal audit function. The adopted procedures should
state the process for the Internal Auditorfollow in
initiating an audit, including the process for the Audit
Committee to be informed of and approve or authorize
any audit requests not already on the annual audit plan
made by management or other parties. The adoptec
procedures should also stdle acceptable time period
for the Internal Auditor to allow management to
respond to g draft IaLEﬁit repart. The adopted ﬁ{ocedures
|f39 that fhe Alditor & %o THofmCthk Aldht !
Committee if management fails to respond to the draft
report withinthe specified time period and the process
to follow to release an audit report when management



fails to respond. The procedures should require th
Internal Auditor to inform the Committee when a draft
audit is completed for the Audit Committee to review
and approve the draft report prior to forwarding the
report to management for response. Finally, procedur
should require the Audit Committee, after reviewing
and approving internal audit reports, to ensure intern
audit reports are presented to thd MSD Board for
ratification.

Finding 18: Oversight of MSD internal audit
function primarily performed by executive
management; MSD Audit Committee is not

sufficiently engaged with Internal Audit.
Despite an Internal Audit Charter stating the Chig
Intem a | Audi tor Aireports
Committee and administratively to the Budget an
Fi nance director, o
primarily directed and s
management. The current structure of MSD and the |3
of engagement by the MSD Audit Committee with if
Internal Auditor indicate the MSD Board failed td
support an independent internal audit function.
Recommendations: We recommend the MSD Audit
Committee perform the annual evaluation of the Interr
Auditor. We recommend the MSD Audit Committeq
approve and recommend to the full Board an annd
budget for the Internal Auditor based on the approv
internal audit work plan. The Internal Auditor shoul
request directly to the Audit Committee the amount
funds estimated as necessary to conduct those au
Once approved by the Audit Committee, the anny
budget for the Internal Auditor should be ratified by th
full Board to be included in the MSD budget by th
Finance Director. We also recommend the MS@ard

MSDO $

the Committee in a more timely manner and will allow
the Committee an opportunity to discuss any concern:
they may have with the thoroughness of a particular
audit or regarding other areas of the orgatibn that
they may wish to ask her to investigate. Finally, we
recommend the MSD Audit Committee consider holding
guarterly meetings to ensure continued direct
communication with the Internal Auditor.

A
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Finding 19: MSD provided compensation benefits
that could be considered excessive for a public
entity.
MSD executives received bonuses, deferred
compensation, and retirement increases that appea
of excessive for a public entity. While these actions may
f uhave taem approvedyby theoMSD Board, thes dublit
d could consider these actions to be excessive and

unnedessaryncasits incarced bytMSDE UNmecfdrnieo and
u mereny i executive b \dired& D Geseived x elefarredi
ick compensation trust funds, 180 employees in 1999 and
s the current Executive Director in 2003 received
payments to puf@ase retirement service credits, and
significant salary increases and bonuses were providec
to executives and other employees during our audit
period.
Recommendations: We recommend that MSD review
its various methods of providing compensation to
executivs and other staff and ensure that its
l compensation structure and programs are fair and
bf equitable to executives and staff and is in the best
lits.interests of the public it serves. Expenses incurred by a
al public entity should be scrutinized due to the public
e naure of the business. Alternative measures should be
e evaluated to reduce staffing and a dostefit analysis

of any retirement buyout considered by MSD so that the
e Board is aware of the potential costs involved and the
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revise the Audit Committee Charter to include within th
Commi tteebs responsi bili
annual evaluation of the Internal Auditor and th

budgeting for the expenses of the Internal Auditor.
recommend the MSD Board revise tbeganizational
chart of MSD to include a direct reporting line from th

Internal Auditor to the Audit Committee of the Board.

We recommend the MSD Audit Committee consisten
approve the annual MSD internal audit work plan

required under the Intern&udit Charter. Further, the
Board should revise the Audit Committee Chart
language to agree with the language in the Internal A
Charter as the current Committee Charter only states

Committee is responsible for reviewing the work plan.

Additiondly, we recommend the MSD Internal Audito
provide routine status updates on audits to the Au
Committee. This will foster continued communicatio
between the Internal Auditor and Audit Committe
members. It will allow the Internal Auditor to discus
any problems that may be encountering on an audit

t igeals thath eshould e bef @chiavadn doy itidoidl t
compensation costs. In addition, the policy providing
e six-month and annual salary increases and bonuses tc
new employees should be reconsidered because this
policy could provide an excessive increase in
compensation to an employee that has non heith
MSD a complete year. Furthermore, all forms of
compensation, including performance salary increases
and bonuses, should be considered if MSD wants to
control or freeze its payroll budget.
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Finding 20: MSD did not comply with procurement
guidelines when procuring certain professional
services.

In several cases, MSD contracted for professional
services without following its own internal procurement
requirements or those in the Model Procurement Codg,
KRS Chapter 45A, applicable to state agenciegHer
procurement of personal services. Furthermore, MSPD
policies allowed the MSD Board to waive all
requirements in the regulations if deemed to be in the
best interest of MSD.

Recommendations: We recommend MSD implement
procedures to ensure complianggh all procurement

policies, particularly those pertaining to professional
services. Employees responsible for procurememnt
should be sufficiently trained on those policies
Further, we recommend MSD adopt the provisions ih
the Model Procurement Coden iKRS 45A.740,
45A.745, and 45A.750 pertaining to the procurement @
architectural and engineering services.

-

We recommend:

e Procurement Method Determination Forms be
completed in a timely manner in accordance with
procurement policies and used to documidnet
method by which the agency intends to procure
service. It is a checkpoint to ensure the agency |s
utilizing the correct procurement method and
should not be overlooked or completed after th
contract is signed or services are provided;

e MSD centrallymaintain all procurement records;
and,

e MSD only approve payments that have a signe
Purchase Order.

[
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Finally, we recommend th
the Board to waive any or all requirements related tp
the procurement of professional services beaiege

Finding 21: Employee usage of MSD computer
appears to violate policy.

While attempting to address a MSD procurement issye
involving procurements made by the MSD
Administrative Service Manager during the audit
period, auditors found a significantimber of personal

user data files stored on the MSD server through [a

shared network directory designated to the
Admi ni strative Services
incidental and occasional personal use of MSD

Electronic Media is permitted for reasoralactivities,

it must be minimal according to the MSD Electronic]
Communications Media Policy.

Recommendations: We recommend MSD provide an
updated training to its staff regarding MSD policies

including its Electronic Communications Media Policy.
MSD shauld require staff to sigim for the training and
maintain the sigiin sheets in accordance with its
record retention policy. We further recommend MSD
require its personnel to periodically sign an
acknowl edgment t o be pl &
personnel fe, when its Electronic Communications
Media Policy is updated.

Finding 22: MSD had no formal records retention
policies or records retention training for its
employees.

Upon employment, MSD employees were not provided
information and training on recordsretention
requirements for the public records created at MSD.
No formal policies on records retention procedures are
included in the Policies and Benefits manuals for MSD
employees. Further, no records retention system-for e
mail exists to assure thaeaorded information of

MSDo6s functions, deci si on
daily transactions, is retained, regardless of format.
Recommendations: To ensure MSD retention

schedules and related systems and processes are beir
effectively carried out, weecommend MSD formally
adopt records retention policies to be included in the
Policies and Benefits manuals for employees. Such
policies should detail employee responsibilities over
retaining required books, papers, maps, photographs,
discs, software, -emails, databases, and other
electronically generated records. We further
recommend an archival policy and system be drafted
and adopted specifically regarding propermail
retainage.  Policies should also include training
requirements. Once such poliiare adopted by MSD,
we recommend that all employees be formally trained

a ton glisrecerds retention gequiregnents,ainciuding ithg

proper retention of -enail communications. Upon
employment, all new employees should be trained on
records retention responsib#s to assure proper
retainage of records. MSD also may want to consider
having employees sign an acknowledgement that they
have read and understand the records managemen
policies.

Finding 23: MSD accounting system coding errors
led to misclassifiedexpenditures and failure to issue
1099 forms to its contractors.

M aAvditgre ideptdied (agcauptingy sysgemj cpding errorgyy

both in the classification of MSD expenditures and its
vendors. These coding errors led to the
misclassification of certain expenditurebetween
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capital projects, between MSD and Louisville Green,

Inc., and led to a failure by MSD to issue any 1099s t
certain vendors prior to 2009. A 1099 is a federal tal
form to report norsalaried income.

Recommendations: We recommend MSD Finance

Depatment be more diligent in ensuring expenditure$

X 0O

are coded to the proper projects and cost categorigs.

Further, because
personnel partially rely on the department manage
and directors to assist them in identifying the

appropride codes to use when entering the expenditurgs
D
Finance Department review expenditure cost center and

into the accounting system, we recommend the MS

classification information provided by those approving
the expenditure and question the information thasd

the MSD Finance Department

S

not appear reasonable or appropriate. We recommehpd

the MSD Finance Department require all necessal
financial forms, including W8s, prior to entering the

vendor into the MSD accounting system. Finally, we

recommend MSD develop a policy that addressg
financial processing activity involving the reporting of
W-9 information. The policy should be presented tg
the MSD Board Policy Committee for approval prior to
implementation. The policy should then be posted an
distributed to all required personrel ensure complete
institutional knowledge of the newly created ang
adopted policy.

Finding 24: MSD has not reviewed the computer
based overhead process used to allocate
departmental cost to capital projects.

MSD uses a mainframe computsased processot

allocate overhead costs between departments and from
projects.
t haecoumthbility MSDt iWe necommend MSDsno Isnger c

departments to maintenance and capital

MSDo6s failure to review

Finding 25: MSD made questionable expenditures
for parties, donations, travel, training, and other
items.

A review of MSD financial records lead auditors to
identify MSD funds spent on various questionable
items, such as a private tribute party, donations to
various orgaizations, holiday parties, and other
miscellaneous items. As a public agency, the MSD
Board is responsible for ensuring that funds are used in
the most efficient and effective manner possible aligned
with its mission and in the best interest the ratemayer
that it serves. As such, the benefit of these types of
guestionable expenditures should be reexamined by the
MSD Board and Executive Management.
Recommendations: We recommend MSD refrain
from spending funds for activities and items that do not
provide a clear benefit to its ratepayers or help fulfill
MSDO6s mission. We recom
carefully evaluate each discretionary expenditure to
ensure funds are efficiently and effectively used in
keeping with its mission. We recommend MSD
consider sdéng reimbursement of the amount it
contributed to the private tribute from the MSD
employee who authorized the payment with obtaining
the appropriate approval from the Executive Director.
We recommend that the MSD Board closely scrutinize
its expenditurs for contributions and donations. If a
contribution or donation is being considered, it should
have a <cl ear and documen
mission or must be needed to meet a requirement of its
EPA Consent Decree. Further, we recommend all
contritutions and donations under consideration by
MSD be presented to the full Board for approval to
ensure Board awareness and management

inception in 1999 raises concerns as to the accuracy and use public funds for Holiday parties and celebrations.

applicability of the process to theurcent MSD
structure. Any such misallocation of costs could have
significant impact on financial statements resulting in

the over or under allocation of costs to capital project$

Per the current MSD Controller, in the three years tha
she has been WitMSD there has not been a review of
the methodology or percentages used in the process.
Recommendations: We recommend MSD review the
allocation process on a regular basis emslre that the
process is fundamentally sound and complies with th
commonly a&cepted accounting basis for capitalized
project cost. We also recommend that MSD review th
allocation process annually and document that th
process has been reviewed and approved by t
appropriate administrative and executive staff.
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We recommend MSD g¢bkely scrutinize travel and
conferences, particularly of cof-state travel. We
recommend MSD management also closely scrutinize
the number of employees allowed to attend a single
conference or meeting. Further, the MSD Board should
approve oubf-statetravel after being provided with
estimated travel costs. Subsequent to the travel, the
actual travel expenses should be reported to the Board.

Finding 26: MSD uses the Internal Revenue
Serviceds (I'RS) commut i
calculate the taxable wlue of assigned vehicles
regardl ess of the employe
MSD calculates the taxable benefit of an employer
assigned vehicle using the same method for all
employees, but this method is not appropriate for all
empl oyees. A cscEmplayee rBgnefits o

n



policies, MSD employees are taxed for the benefit of a
takehome vehicle using the IRS Commuting Valuation

method. However, this method cannot be used to
determine the taxable benefit for certain employees that

meet the definitonod fAicontr ol empl oyeeod

Taxable Fringe Benefits Guide. Using an inappropriate
method to calculate this benefit could result in an
understatement of taxable benefits reported to the IRS.
Recommendations We recommend that MSD comply
with IRS guicklines to ensure that the personal benefit
of an assigned vehicle is valued appropriately for tax
purposes. The MSD policies should be amended to
reflect how controlled employees will be determined
and the method that will be used to calculate the taxable
benefit of assigned vehicles.

Finding 27: The MSD Board allowed a corporation
under its authority to administratively dissolve

before conveying t he corporationods

MSD.
In the 1990s, MSD agreed to accept responsibility over

a local area subdivsi on o6 s wastewater

that, in exchange, conveyed its stock to MSD. The
MSD Board was then named the Board of this
organization. While MSD still assumes responsibility
for the facility and surrounding property, the MSD
Board allowed the corpation under its authority to
administratively dissolve before formally conveying the
corporationds property to
Recommendations: We recommend the MSD Legal
Director take the necessary actions to address the
situation regarding the dissolved corparatiand its
related property. We also recommend the MSD Board
and its Executive Management evaluate its processes to
ensure tasks undertaken by employees are reasonably
aligned with their job responsibilities. While it is not
inappropriate for the formefxecutive Director to have
filed annual reports on behalf of the Corporation, it is
more reasonable and allows for better continuity for the
MSD Legal Department to perform that function.
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Chapter 1

Introduction and Background

Impetus and
Objectives for
Examination

Scopeof and
Methodology for
Examination

On July 28, 2011, the Auditaf Public Accounts (APA) informed the Executiv
Director and Board Chair of the Louisvilefferson County MetropolitaBewer
District (MSD) by letter that due to the Louisville-Jefferson County Metro
Government (LouisvilleMetro) Mayord srequest for anaudit and concerns
expressed to this office regarding certain finahand other activitigsit would
perform a review of certain issues at MSD. Specifically, the examination w
include a review of the or ga nertanaother:
financial transactions.

The purpose of this examination was not to provide an opinion on final
statements, duplicate work ahnualfinancial audits, or evaluate the amount of re
increases, but to address the following objectives:

e Determine whether policies governing contract procurement are adec
consistently followed, and provide for a transparent process;

e Determine whether policies governing the internal audit process
adequate, consistently followed, and provide foetynmeporting;

e Determine compliance with policies and other requirements associated
increasing MSD customer rates;

e Review and evaluate MSD Boar-tho
recommendations developed for public and-parfit boards;

e Review certain financial transactions and determine compliance with N
policies and reasonableness of the expenses; and,

e Determine if conflicts of interest exist.

The scope of this review includes records, aiéigj and information for the perioc
July 1, 2008 through June 30, 2011, unless otherwise specified, as the time
of certain documents reviewed and various issues discussed with those inten
may have varied.

To address these objectives, theAAreviewed documents, conducted interviev
and tested expenditures. Thousands of documents, including emails, inv
reports, and policies, were supplied by the MSD staff, the MSD Board,
concerned citizens of the Commonwealth in response to owouaced
involvement in this audit and our request for information. These and ¢
documents were analyzed ielation to the objectives of thisview. The findings,
or results, from this review are discussed in detaithapter2.
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MSD: The Agency

Purpose/Duties

The APA reviewd certain MSD organizational policies, procedures, and of
governing requirements and compar el
for Public and Nonprofit Boardso r ¢
processes for board considerationrSee Exhibit 1 for a listing of these 3.
RecommendationsWhen performing thisomparisonthe APA reviewed various
documents and manuals provided by MSD, as well as other criteria. V
necessary, we made recommendations to develop new or to furthegthstrer
certain policies, controls, and oversight procedures.

The APA conducted interviews with individuals holding the following positions:

Current and former MSD Board members;

Current and former members of the M8t&cutivestaff;
Current andormer MSD staff members;

MSD Special Board Counsel

MSD co-bondcounselsand,

MSD financialadvisor.

Auditors judgmentallysampled certain types of expenditures for fiscal years (|
2009, 2010, and 2011 to determine the presence of required eloEtion,
reasonableness of expendiyreand compliance with MSD poles These
expenditures incluak capital project and other contract transactions, tra
reimbursements, education reimbursements, donations, painchasing card
transactions.The findings from this review are discussed in detalCimapter2.

Created in 1946 by the Kentucky General AssemMIgD was formed as a specic
district to handle sewers in Louisville and at that time the unincorporated Jeff
County, nowknown jointly as LouisvilleMetro. While wastewater treatment we
added with the construction of the Morris Forman plant in the late 1950s, the
mission remained the same until 1987 when MSD assumed the responsibil
providing drainage and flogarotection to most areas of Jefferson County.

As of FY ending 2010, MSD, a component unit of the Louisville Metr
govenment reported operating revenues of $171,590,108 with cash ant
investments of$478,603,152 During FY 2010, MSD employed a total 677
employees.

According to the MSD Boartlylaws, the purpose of MSD is to provide adequi
and effective sewer and drainage facilities and services for the benefit o
general public within the district area in accordance with @&mapgé of the
Kentucky Revised Statutd&RS), as may be amended. More specifically, KF
76.080 empowers joint metropolitan sewer districts, such as MSD, with
following powers:
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To have jurisdiction, control, possession, and supervision of the nexi
sewer and drainage system of the city of the first or second clas
maintain, operate, reconstruct, and improve the same as a compreh:
sewer and drainage system; to make additions, betterments, and exte
thereto within the district area; @rto have all the rights, privileges, an
jurisdiction necessary or proper for carrying such powers into execu
No enumeration of powers in KRS 76.010 to 76.210 shall operate to re
the meaning of this general grant of power or to exclude otheenso
comprehended within this general grant.

To prepare or cause to be prepared and to be thereafter revised and ar
plans, designs, and estimates of costs, of a system of trunk, interce
connecting, lateral, and outlet sewers, storm watemsirggumping and
ventilating stations, disposal and treatment plants and works, and all
appliances and structures which in the judgment of the board will provic
effective and advantageous means for relieving the district area
inadequate samity and storm water drainage and from inadequate san
disposal and treatment of the sewage thereof, or such sections or p¢
such system of the district area as the board may from time to time «
proper or convenient to construct, consistent Withplans and purposes ¢
KRS 76.010 to 76.210, and may take all steps the board deems props
necessary to effect the purposes of KRS 76.010 to 76.210.

To construct any additions, betterments and extensions to the facilitic
the district, within or without the district area, and to construct a
construction subdistrict facilities or additions, betterments and extens
thereto, within or without the district area, by contract or under, througt
by means of its own officers, agents and empmsyeNo construction or
extensions shall be started within the city of the first or second class
firstly, the city's director of works, and secondly, its board of aldermen |
approved the plansNo construction or extensions shall be startednin
city of the second, third, or fourth class until the governing authoritie:
such city or cities have approved the plai construction or extension:
shall be started in any other part of the county until the plans have
approved, firstly, by tb county engineer and, secondly, by the fiscal cour
To establish, construct, operate, and maintain, as a part of the sewe
drainage system of the district, sewage treatment and disposal plant
systems and all the appurtenances and applianee=utito belongingThe
sewage treatment and disposal plants may be located in the city, or b
the limits of the city in the county in which the city is located, as the bc
deems expedient.

To acquire and hold the personal property the board deecessary and
proper for carrying out the corporate purposes of the district and to dis
of personal property when the district has no further need therefor
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To acquire by purchase, gift, lease, or by condemnation, real property c
interest, ridpt, easement, or privilege therein, as the board determ
necessary, proper and convenient for the corporate purposes of the d
and to use the same so long as its corporate existence continues, and :
necessary or useful for the corporatepmses of the districtCondemnation
proceedings may be instituted in the name of the district pursuant
resolution of the board declaring the necessity for the taking, and
method of condemnation shall be the same as provided in the Em
DomainAct of Kentucky. When the board by resolution declares that ¢
real property which it has acquired, or any interest therein, is no lo
necessary or useful for the corporate purposes of the district, the
property and interest therein may be digubsf.

To make bylaws and agreements for the management and regulation
affairs and for the regulation of the use of property under its control an
the establishment and collection of sewer rates, rentals and charges,
sewer rates, rentaénd charges, applicable within the limits of a city of t
first or second class, shall be subject to the approval, supervision
control of the legislative body of the city as hereinafter provided.

To make contracts and execute all instruments nacess convenient in
the premises.

To borrow money and to issue negotiable bonds and to provide foi
rights of the holders thereof.

To fix and collect sewer rates, rentals, and other charges, for ser
rendered by the facilities of the distriathich sewer rates, rentals, and oth
charges, applicable within the limits of a city of the first or second cl
shall be subject to the approval, supervision and control of the legisl
body of such city as hereinafter provided.

To enter on any lads, waters and premises for the purpose of mak
surveys, and soundings and examinations.

To approve or revise the plans and designs of all trunk, intercep
connecting, lateral and outlet sewers, storm water drains, pumping
ventilating stationsdisposal and treatment plants and works proposed t
constructed, altered or reconstructed by any other person or corpor
private or public, in the whole county, in orderettsure that such propose
construction, alteration or reconstruction $leahform to and be a part of
comprehensive sewer and drainage system for the said coNatgewers,
drains, pumping and ventilating stations, or disposal and treatment plai
works shall be constructed, altered or reconstructed without approtag b
board of the district. Any such work shall be subject to inspection a
supervision of the district.

Generally speaking though, the three core areas of service that MSD prc
include wastewater collection and treatment, stormwater drainageeserand
flood protection.
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History

Early Emphasis on
Wastevater
Collection and
Treatment

New Sources of
Revenue

MSD operates and maintains280 miles of wastewater collection sewer lin
which collect wastewater from over 200,000 homes, bustgeasid industries
throughout Louisville Metro. Wéaosg,
six regional water quality treatment centers, and numerous smaller water g
treatment centers in the service area.

MSD maintains the stormwater drainage system for the Louisville Metro ¢
Responsibilities include the construction, repaid maintenance of drainag
swales, storm sewers, ditches, and drainage channels in most of Louisville |
Areas not served by MSD include the cities of St. Matthews, Shively, Anchol
and JeffersontownResidents and businesses in those munitipalare served by
their respective cities.

MSD operates and mai nt ai ns Loui svi
system. The system includes about 25 miles of earthen leveaniles of
reinforced concrete floodwalls, 16 flood pumping stationgyeable and sandbay
street closures to seal street passages in levees and floodwalls, and flo
service openings and service doors.

Louisvillebds first sewers were bui
River. By the end of the f&entury, a 99nile network of clay, brick, and timber
lined sewers moved the wastewater of the 204@8on community directly to
the river and streams. In 1946, MSD replaced the second Commissione
Sewerage, an organization formed to designdbaihd manage sewer and draina
work in Louisville between 1919 and 1944.

MSD stopped building combined storm and sanitary sewer lines in thé95@ks.
A separate drainage fee or drainage propertyhiad been discussed in the ea
1950s, but <ci ty gov elhenQityeon ltouiswille,uhichrhéds
given its old combined sanitary and storm sewer system to MSD when it
formed in 1946, would contend for decades to come that MSD wasnsable for
drainage in the city; MSD would counter that its only income, from sanitary se
fees, had to go for mueleeded sanitary sewer improvements.

In the 1960s, new federal clearater programs began to provide the finahc
assistance necessary for sanitary sewer improvemeiis. with the additional
funds from the federal government came more stringent wastewater standards
form of the Water Quality Act of 1965. One of the pressing problems facing N
in 1965 waghe industrial waste being discharged into the sewers. For genera
many Louisville businesses and industries had been dumping and flushing
waste. It mingled in the sewer lines before emerging in Beargrass Creek o
Ohio River.
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Previously Assigned
Responsibility or
Unfunded Services

Another Source of
Revenue

In 1967, wth backing from the Chamber of Commerce, the MSD Board adopt
sewer surcharge based on the amount of solids and grease in industrial
Plants with asignificant amount ofwaste could reduce their surcharges by p
treating their water to removeaste before discharging it to the sewers

A 1968 state law made it possible for MSD to expand by assessing property o
a share of the costs of providing them with new sewéhss eliminated the need tc
form sewer suldlistricts, a very cumbersomeoggess, and provided an addition
source for revenue.

Due to areportedlack of adequate financing from the beginning, MSD limited
stormwater drainage work in the City of Louisville. Howeusy,the mid1950s,

Jefferson County government contracted with MSD to manage its drainage pr¢
outside the city limits, with the county agreeing to pay all the costs. By the 1¢
the county still hired MSD to handle its drainage program in unincdgubireas
of Jefferson County, but progress depended on county appropriations.

Each new suburban city that incorporated found itself immediately responsibl
its own drainage program.Other government agencies were responsible
drainage on theiland: the state highway department, the airport authority, the
county parks department, the state parks departm®hile each government
agency was responsible for drainage within its own boundaries, no goverr
agency had the responsibility, onet authority, to make sure these draina
programs worked well together.

In 1987, MSD assumed the responsibility of providing drainage and fl
protection to most areas of Jefferson Coumtygluding the City of Louisville.
MSD also assumedhe operabn and maintenance of the Ohio River Floc
Protection System Prior to this, public stormwater drainage and flood protect
was the responsibility of more than 90 government entities.

Financhg for drainage improvement projects would be handled through a drai
user fee based on the "impervious area" (pavement, roofs, etc.) on a prc
Singlefamily residences would all be charged the same eatntually set at $1.7&
per month and comrercial and industrial properties would be charged $1.75
month for each 2,500 square feet of impervious aMd&D pledged that the rate
would not be increased for five year3he fee would be considered as a pub
utility service charge, similar teewver, water, gas, electricity and telephone serv
charges; government agencies would pay it, as well as schools aratofibn
organizations. In mid-2006, MSD began providing free sewer and draine
services to the Metro government, a service valu&3.8tmillion in 2010.
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Consent Decree

The urbanized and developing areas of the county would be included, but n
farmland in the outer reacheslThird and fourthclass cities would be given thi
option of joining the program, or continuing to handle their ownnadige. As the
program developed, five suburban cities decided to keep their own dra
programs:Anchorage, Jeffersontown, St. Matthews, Shivelygd Prospect. All
others joined the new program.

The FederalClean Water Act of 1972 reqes the U.S. Environmental Protectic
Agency (EPA) to develop water quality criteria that accurately reflect the le
scientific knowledge. The EPA provides guidance to the Commonwealth
Kentucky for developing and adopting water quality standardgter@r are
developed to protect aquatic life, as well as human health.

In the mid2 0 0 0 s, portions of Louisville

were more than 100 years old and improvements to the sewer system were |
to reduce sewer overflowthat compromised area water quality. In August 20!
MSD entered into @ourtorderedConsent Decree with the Kentucky Departme
for Environmental Protection, thePA and the U.S. Department of Justic&he

Consent Decree reached in response to pentiiggtion regarding alleged

violations by MSDof the FederalClean Water Actand KRS 224 concerning
sanitary and combined sewer overflovesjuired MSD to create an action plan

address the following issues

e An aging sewer system that lacked the capac handle the current sewag
and stormwater volume during wet weather;

e Sewer overflows that polluted the river and streams throughout Louis
Metro, which violated th&ederalClean Water Act; and,

e A responsibility to keep the public informedalt potential health risks,
financial impacts, and construction project activity.

To address the challenges of improved water quality and meet the requireme
the ConsentDecree, MSD began a comprehensive sewer improvement initi
known as ProjegcWIN, or Waterway Improvements NowProject WIN included
the implementation of sewer improvement projects to minimize the impac
combined sewer overflows, eliminate sanitary sewer overflows, and rehabilital
communityo6s agilmagdtienePrwopat WISlinvelved keeping the
public informed of potential health risks, financial impacts, and construction prt
activity. MSD believed that Project WIN, estimated to cost approximately $
million over a 20 year period, would achieve theevger overflow abatemen
objectives outlined in the Consent Decree by 2024.
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Revenue and
Other Means of
Financing

History of Rate
Modification at
MSD

In April 2009, MSD entered into an amendédnsentDecree to address sanitar
sewer overflows and unauthorized di
combined sewer systenwater quality treatment centers, and discharges fi
MSD6s combined sewer overfl ow | oca
Discharge Elimination System permit for the Morris Forman Water Que
Treatment Center.

As part of its Consent Decree, MSD committed to implementing Greel
Infrastructure demonstration projects at 19 locations within the Louisville M
area during the next two calendar years. A study summarizing the busines
value of green initiatives was developed as part of thegtated Overflow
Abatement Plan (IOAP)It assigned a value per unit of installed green practice
MSD, which is based on the reduction of overflows, decreased plant flows ar
Aright sizingo of | OAP gray prte\ilkbet
evaluated for determining the total benefit received by MSD anddhenunity
based onvarious technologies used.MSD believes that green infrastructur
projects wil!/l be as effective as t1
but they can be constructed at a lower cost.

A financing plan relating to th€onsentDecreewas prepared aneviewed by the
MSD Wet Weather Advisory Team, MSD Executive Management, and var
consultants working on th€onsentDecree project plansCustomers may obtain
updates on Project W N progress ani¢
WIN Web site www.msdlouky.org/projectwin Customers also may sign up t
receive water quality warnings and other Project WIN updates.

MSDOs r enmaritywcense from wastewater and stormwater service fe
charges for extending wastewater lines and connecting new customers
surcharges associated with the federalgndatedConsent Decree. Known
collectively aghe Schedule of Rates, Rentals, and Charges, these fees, charg:
surcharges may be modified in order to create enough revenue to cover exf
In addition, MSD may issue negotiable intefesaring bonds.

Prior to the formation of MSD, most of the local financing for sewer work ca
from bond issues. These were all "general obligation” bonds, which the ¢
pledged to pay back out of future tax revenue. However, when the Commissi
of Sewerage wentoutoubs i ness, they warned t he
and continuing method of financing all this sewer work would have to be dev
City tax revenues were simply not e

From its incepton MSD deci ded to fchag@mebas
amount of water discharged into the sewers. User fees could be based
consumption shown on the Louisvildl:
company would collect the sewer fee along with the water bill, turning the psoc
over to MSD.

Pages



Chapter 1

Introduction and Background

The first proposal was for a sewer fee that was half the amount charged t
water company at that time, with volume discounts for large useadso added a
33 1/3 percent discount for all users who paid their bills promptly, lisitwas

eliminated in midl956. There was also the matter of the $17 million
outstanding sewer bonds, which the new sewer district did not take over froi
City of Louisvile. Ci t y taxpayersd money woul d
years to ome, leading some city opponents to charge that the fees amount
"doubl e taxation. " The water comp
solution to this, as it charged users outside the city twice as much as those
the city. At 50 perceh of t he current water ra
twice as high outside the city, w h

the old sewer bonds.

Prior to 1979, MSD needed approval from both the Board of Aldermen anc
Fiscal Court tachange its rates. Often one entity would offer its approval while
other would deny the increase, making the need for additional revenue greate
each passing year and, consequently, increasing the amount of the necess:i
change in the followig fiscal year.

But in October 1979, MSD, the Board of Aldermen, and the Fiscal Court can
an agreement:. MSD would be allowed to increase its rates whenever the mc
had available to repay its bonds fell below 110 percent of the amount that lbeot
required to make the payment$he Board of Aldermen and Fiscal Court wou
have to give their approval only if the total amount of the rate increases woul
more tharseverpercent in any onrgear period.

According to MSD, he "seven percenbkition” of 1979 ket its rate ncreases well
below seven percent in any epear period MSD further believed thatonsidering
rate increases more oftemould allow themto keep up with inflation without
encountering strong public opposition.

In 1985, the Board approved two new policies: guaranteed maximum assess
and financial assistance for lemcome customers.

A guaranteed maximum assessment would be the maximum a property «
would be charged for a shapé the costs for building new lines to provide sew
service. The guarantees would be issued, in writing, before a sewer project b
If the project cost more than anticipated, MSD would pay the difference; if it
less, the property owners wouldssé in the savings.

The financial assistance plan provided several ways to ease the burden-ol
income and elderly customers.The details would vary depending on tt
customer6s circumstances,; i n some ¢
until the property was sold.
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The 1993 Sewer anddrainage System Revenue Bond Resolut{time 1993
Resolution,and its supplements require M
defined in the1993 Resolution, sufficient to pay 11percento f e a csh
Afaggregate net debt ser vipecenbo f o nii oRpe
expenses

e AfAvail able revenues, 0 as used o
all revenues and other amounts received by MSD and pledged as se
for payment of bondsssued pursuant to the Resolution, but exclude
interest income which is capitalized in accordance with generally acce
accounting principles.

e fAggregate net debt serviceo is
pursuant to the Resolutionxauding (i) interest expense which, i
accordance with generally accepted accounting principles, is capitalize
which may be paid from the proceeds of debt and (ii) other amounts, if
available or expected to be available in the ordinary courspafgment of

debt service. MSDO6s debt ser vi
basis, was 17percentin 2010 and 13percentin 2009.
e fOperating expenseso include al

current expenses of maintenance, repaid operation determined il
accordance with generally accepted accounting principles and the ente
basi s of accounting. AfOperating
extraordinary maintenance and repair, or administrative and engine
expensesf MSD which are necessary or incidental to capital improveme
for which debt has been issued and which may be paid from procee
such debt. MSD is not allowed to include depreciation expense in
formula authorized by the Louisville Metro Govermmeto calculate
allowable rate increases.

Although net operating income is the most significant component of the fa

which go into determining MSDO0s de
investment income and current period payments agnty owner assessments al:
ar e i ncluded i n Nfavail abl e revenu

demonstrating MSDO6s performance uhec
1993 Resolution.
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Current Rate
Modification
Process

The budget procedsr the following fiscal year normally starts in January and
concluded in early May. The budget process and the rate setting process
interrelated, asthe MSD Finance Director musiproject the operations and
maintenance budgete capital budgetand the projected debt service due to futt
borrowingsfor the upcomindiscal yearin order to determine if an increase in rat
is necessaty MSDO6s rates must generate en
operation and maintenance expenses, debt semxpenses, and cash funde
capital expenditurest n addi ti on, MSD6s debt se
percent and the working capital target is $25 million. Thisgisivalent towvhat is
currently twomonths of operating expense, which wouldegSD enough time to
get a bond issued

To develop the budget for the upcoming year, the MSD Finance Director

consider both historical and current year financial information. The prop:
budgets are reviewed by the appropriate supervisors, maagnd division
directors. In addition, theexecutivemanagementeam reviews these budgets, as
budget personnel in the Finance Division and the Engineering Divisibime

capital and operating budget summaries are also reviewed by external penttie
as rating agencies, a financial advisor, and an engineering consultant.

If the projected budgets result in the need for rate increases due to the require
from the 1993 Resolution not being m#ien the MSD Finance Directamust

determinehow the schedule of rateshould be amended to ensure the requireme
are met. For the most part, MSD rate increases have been consistent wit
projected increases identified in the Consentr®e financing plan.The numbers
that feed into the rate incr&a calculation are reviewed by the numerous inter
and external parties listed in the previous paragraph that review the budget.

MSD staff will presenta preliminary rate resolutiomwith the proposed change i
ratesto MSD board members during an opareting of the MSD Boardlf MSD
management or the MSD Board does not believe these increases are feasib
the operation and maintenance budget, the capital budget, and projectec
service due to future borrowings would all need to be adjusteatdount for the
revenue that will not be realized.

Once the Board approves thereliminary rate resolutignMSD must publish a
public notice of the agencyds inte
Charges. Once the notice is published,38@ day comment period begiasd the
MSD Board must wait until this period ends before adopting a final rate resol.
making the changes final

In addition to the public noticeViSD is required by local ordinance to notify th
Metro City Councilal east 60 days prior to thi
rate resolution if the rate of increasefagir percentor greaterand must receive
approval from the Metro City Council if the rate of increase is greatersinaen
percent
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Rate Modification
Process Test

Issuing Bonds

At the end of the80-day comment period, comments from the public, MSD Bo:
members, rating agencies, and financial advisors are reviewed andrdpbake
changes to the preliminary rate resolution withoutlao3Gday comment period.

The final rate resolutiormustbe presented to the MSD Board fadoption within
60 days of the publication of the public noticdOnce adopted, final budge
calculations are produced based on the approved rate changes, whic
implemented on August 1 tfatyear.

A 6.5 percent increada wastewater and stormwater volume and service char
as well as optional and quality charge rates that are assessed to commerc
industrial wastewater customemsas implemented in FY 2008, 2009, 2010, a
2011. Because theroposed increase wast greater tharsevenpercent MSD did
not have to gain approval frothe Metro City Councifor these modifications to
their Schedule of Rates, Rentals, and Charges

Auditors reviewed documentation for each of tlastgfour years to determine if al
of the following requirements were met:

e A preliminary rate resolution listing the modifications to the Schedule
Rates, Rentals, and Charges was presented & approved by the MSD B

e Because the proposed increasded in the preliminary rate resolution we
greater than 4 percent, an explanation of the modification was deliver:
the Metro Council at least 60 days prior to MSD Board approval of the 1
rate resolution.

e A public noticeo f t he a g donmoyify #s Schedule oftRates
Rentals, and Charges was published after the preliminary rate resol
was approved.

e MSD provided customers with 30 days to offer comment on the prop
before adopting a final rate resolution.

e The final rate resolion was presented for adoption by the MSD Boe
within 60 days after the notice was published.

Auditors observed through various means of documentation, including B
minutes, correspondence, and newspaper clippings, that MSD followed all ¢
relevant requirements for modifying its Schedule of Rates, Rentals, and Char
FY 2008, 2009, 2010, and 2011.

Pursuant to KRS 76.150, MSD may issue negotiable intbezsing revenue bond:
for any of its corporate purposes and it may issegotiable interedbearing

revenue bonds to refund any of its bonds at mafuityany time before maturity
with the consent of the bond holdemsr pursuant to the bonds redemptic
provisions. The bonds are signed in the name of MSD by the Chairméneer
Chairman of the MSD Board and attested by the signature ofBtherd

Secretary/Treasurer.

Pagel?



Chapter 1

Introduction and Background

MSD: The Board

MSD regularly issues revenue bonds and bond anticipation notes, but recently
issued a different type of bond known as Build American Bonds (BABABS
allow the issuer to receivesaibsidy equal to 3percentof future interest payments
from the federal governmentThese funds are expected to be used for additiol
expansions to the wastewater and drainage systems, plant expansions,
protection gstems, and other wastewater and stormwater projects.

The following table lists the bonds issued by MSD during 2009, 2010, and 201

Table 1. Bonds Issued by MSD in 2009, 2010, and 2011

Description of Issue Par Value of Bonds Issued
Series 2009A Revenue Bonds $76,300,000
Series 2009A Bond Anticipation Notes 226,300,000
Series 2010A Bond Anticipation Notes 226,300,00(0
2009 Revenue Bonds 225,800,00(0
2009 Build America Bonds 180,000,00(¢
Series 2010A Build AmericBonds 330,000,000
Series 2011A Bond Anticipation Notes 226,340,000
Series 2011A Revenue Bonds 263,360,00(0
Total $1,754,400,00(

Source: Auditor of Publid\ccounts based on information provided by MSD.

Originally, MSD wasrun by a fve-member boardhree appointed by thdayor of

Louisville and two appointed by the Jefferson Couhiyge€Executive. Currently,
the Louisville Metro Mayor appoints, with the approval of the Louisville Met
Counci |, the eight m eBodrde rTlke BoafdwhMIiSHa®H
statutory authority to enter into contracts and agreements for the manage
regulation and financing of MSDnanages its business and activities. The Bo
has full statutory responsi b budgets,yor
financing deficits and for disposition of surplus funds.

The selected financial and personnel data provided in the table below summ
the financial activity of the MSD operation. As of FY ending 2011, MSD |
operating revenue of $18%illion, cash and investments of $442 million and lol
term debt obligations of $1.8 billion. Per the table below, operating revenue i
total of all wastewater and stormwater revenues. Cash and investments it
restricted and unrestricted cash amdestments. Long term debt excludes curre
maturities of long term debt but includes Bonds payable and Bond Anticip:
Notes which are short term obligations issued by MSD in lieu of long term bon:
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Table 2: Selected Financial Data and Numbeof MSD Employees

FYE 2009 FYE 2010 FYE 2011**
OperatingRevenues $167,555,987 $171,590,108 $185,675,93(
Operatingexpenses:
Service andAdministrativeCosts $68,677,637 $69,951,044  $76,999,397
Depreciation andAmortization 56,791,683 55,417,365 58,547,059
Total OperatingExpenses $125,469,315 $125,368,40¢ $135,546,451
Cash andnvestments $127,576,15( $478,603,154 $442,034, 979
Long TermDebt * $1,370,441,844 $1,736,173,01§ $1,801,168,36¢
Numbe of Employees 668 677 672
Source: Auditor of Public Accounts
based on MSDb6s audited financial .statements and

* Includes short term Bond Anticipation Notes issued in lieu of Bonds.
** Unaudited financial information provideldy MSD.

Duties and The MSD Boards to conduct itself pursuant to itsylaws. Thebylaws state that
Functions the functions of the Board shall include, but not be limited to, the following:

e Manage, control, and conduct the business, activities, gadsabf the
district as prescribed by KRS Chapter 76.

e Adopt an annual operating budget for revenues and expenditures and &
annual capital projects budget.

e Approve all contracts with MSD and any contract or agreement excee
the original amounapproved by the Board shall require resubmission
and approval by, the Board prior to payment. The Board may authoriz
Executive Director to approve contracts in an amount below $50,00
emergency contracts without the

e Estabish, enforce, and collect rates, rentals, and charges for ser
rendered so that the same will be adequate to meet all bond requirer
operations, and maintenance of the sewer and drainage system.

e Employ an Executive Director subject to applicapi®visions of KRS
76.060.

e Employ a Secretary to the Board.

e Approve all policies, codes, and regulations necessary for the manage
and regulation of the affairs of MSD.

While it is the responsibility of theouisville Metro Mayor to appoint indiduals
to the positions of Executive Director, Secret@rgasurer, and Chief Enginee
these individuals are supervised by the MSD BoaKRS 76.060 requireshé
boardto fix the salaries and compensation of the officers and employees it en
to bein line with that paid by the city and county for similar services.
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Board Struture &
Composition

The MSD Board also may employ professional and technical advisors, expert:
other employees as it deems requisite for the performance of its dsiesifically
mentioned in thébyl a ws , is the MSD Boardos ¢
Counsel who will advise the Board on legal matters concerning the Boarc
MSD.

Presently, the MSD Board employs individuals for the following positions: Le
Counsel and Secretary to the BmharBoard Legal Counsel is employed throug
MSD's legal servicesontract with theBoardLegal Counsel reporting to the MSI
Board andthe MSD Legal Director. The Board Assistantwho performs the
functions of "Secretary to the Boards, however an empoyee of MSDwho
reports to the Board andtothex e c ut i v eAsdistamt.e ct or 6 s

While the legal servicesontractfor the MSD BoardLegal Counsel outlines the
duties of the Legal Counsel, the M®Plaws specify the duties of the Secretary
the Board. These duties shall be:

e To attend all meetings of the MSD Board and record its proceedings;

e To attest and fix the corporate seal to all instruments requiring such acti

e To provide routine administrative assistance to Board members in
suchas the coordination of appointments and scheduling of meetings, a
assi st the Secretary/ Treasurer
minutes of meetings;

e To perform datagathering activities;

e To notify the news media and other interestedigmuf Board meetings;

e To maintain the Boardés Policy N

e To perform such other duties as the Board or Chairman of the Board
assign; and,

e To annually prepare a schedule of regular meetings to be held during
calendar year.

With the consolidation of local government in Jefferson County as Louis'
Metro, all members of the MSD Board are appointed by Libeisville Metro

Mayor for a term of three years and until their successors are appointec
gualified The MSD Board is composed of eight members, no more than fiv
which may be affiliated with the same political party. Starting in 1977,
members were to be selected and appointed so that no more than one n
resides in any one state senatodmirict. TheLouisville Metro Mayor may also
appoint one additional member to the board who may be a resident of any
senatorial district in the county.
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Committees

Any MSD Board member appointed by theuisville Metro Mayor may be
removed by thé&ouisville Metro Mayor, for cause, afterhearing by thé.ouisville
Metro Mayor and after at least 10 days notice in writing have been given t
member, in which the notice must embrace the charges presented agair
member. The Board member, at the heanngy be represented by counsel. T
finding of the Louisville Metro Mayor will be final, and removal results in th
vacancy of that particular board office.

Under KRS 76.060, the Board must elect from its members a chairman and &
chairman in Julyof each year, and the chairman and sgbairman must be of
different political affiliation. The Chairman of the Board presides at all meeting
the Board, appoints all committees, appoints the Chairperson of committees,
documents and contracts @ssignated by the Board, and performs other dutie:
the Board may designate. The \AChairperson performs all of the duties of ti
Chairperson in th temporary abence or disability of the Chairman unles
otherwise provided by the Board. A vacancytlre elected office of Chairmar
and/or ViceChairman shall be filled by majority vote of the Board.

Pursuant to Boartlylaws, the standing committees of the Board of MSD inclt
the Policy Committee, the Budget Committee, Audit Committee, ardoRnel
Committee. The Board may create any special committees as it desires fron
to time. The Chairperson of each committee, with the approval of the Board,
appoint additional members from the community to serve on such subcommitt

While each committee has its own Chairperson, the Chairman of the Board ¢
as an exfficio member of all committees, but is not permitted to vote on
matter pending before the committeg,not obligated to attend meetings of tt
committee, nors countal in determining if a quorum of the committee is present

A committee meets on the call of the Chairman of the Board, Chairperson ¢
committee, or any two members of the committee, and a majority of the comn
membership corgutes a quorum at g committee meeting. Duties an
procedures of Committees shall be approved by the Board and entered in
Policy Manual of the Board.

A proposed annual operating budget for revenues and expenditures, as well
annual capital projects budget,ssbmitted by the Budget Committee to the MS
Board for adoption before the first day of each fiscal yéander KRS 76.040, the
fiscal year of MSD begins on July'bf each year and ends on Juné' 8@ next
following year. The Budget Committee appabvis required for any total
department expenditures in excess of the adopted budiget.annual audit report
is presented to the Board and the Board must adopt the same.
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Other Boards

Meetings

Compensation

MSD Board members are also members of the Board of Directors bbtisville
and Jefferson County Regional Sewer Corporation (Reginal Sewer Bc
members of théouisville and Jefferson County Flood Plain Management Bo:
members of the Louisville Green Corporatiand PB Corporation

Under KRS 76.050, galar meetings of the MSD Board are held at least once
month. Unless ordered otherwise by the Board or Chairman of the Boarc
regular meetings of the MSD Board occur on the second and fourth Mond:
each month.

The chairman or any two membest the Board may at any time call a speci
meeting by either written or oral communication giving the time and place of :
meeting, and such meeting may be held if each member receives at least 2¢
notice of this meeting or if such notice is laftthe residence or place of business
each member 24 hours prior to the meetiilgo, prior notification of this meeting
must be given to the news media and public, as required by the Kentucky
Meetings Law.

Under thebylaws of the MSD Board, majority of those Board members current
in office and duly sworn, constitute a quorum, and the affirmative vote of at
three members of the MSD Board is necessary for the adoption of any m
measure, or resolution. All meetings of a quorumhef members of the MSC
Board where actions are taken by the agency are open to the public, except
specific circumstances. Therefore, meetings of the MSD Board are subject
Afopen meetings | a6w8&0.under KRS 61. 80

No member of the MSD Bod shall vote on a question in which he or she has
interest beyond that of a member of the MSD Board except in the electic
officers. The minutes shall clearly state the name of the person disquali
himself or herself in all cases where confo€interest is raised.

MSD Board members are paid $75.00 for each meeting of the Board attende
$50.00 for attendance at any meeting of a committee which has been authori
duly appointed by the Board. In no instance can a Boardb®ebe paid for more
than one meeting per day, receive more thg8QRLOO0 during any fiscal year of th
Board, or be paid for more than 24 board meetings and 28 committee meeting
during any fiscal year of the Board. Pursuant to Article IV oflilaws of the
Board, members of the Board may be reimbursed for reasonable expenses ir
while on MSD business.
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MSD: The Staff MSD is currently organized intbO divisions including:

Executive Offices;

Legal;

Human Resources;

Finance;

Physcal Assets;

Regulatory Services;

Engineering;

Infrastructure and Flood Protection;
Operations; and,

Information and Technology.

As of July 11, 2011, 632 of the 656 authorized positions at MSD were filled.
following table summarizes therganization of these positions across
divisions at MSD.

Table 3: Current Organizational Summary of Positions at MSD

Division Authorized Actual Vacant
Executive Offices 7 7 0
Legal 6 5 1
Human Resources 16 14 2
Finance 20 19 1
Physical Assets 40 39 1
Regulatory Services 61 55 6
Engineering 49.5 42.5 7
Infrastructure and Flood Protection 219 218 1
Operations 172.5 167.5 5
Information and Technology 65 65 0
Total 656 632 24

Source: Auditor of Public Accounts based on theuisville and Jefferson County Metropolitan
Sewer District Organizational Chart, July 11, 2011.

Starting with FY2000and ending with FY 201, the following table lists the tota

of staff employed at MSD inagwme year and the chang
and the previous yearbds tot al
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Table 4. Number of MSD Employees and Annual Gross Wages Paid

Executive Staff

Annual Annual
Fiscal Number of Percentage Adjusted Percentage
Year Employees Change Gross Wages$ Change
2000 843 -- $38,908,668 --
2001 690 -18.15%| $29,338,826 -24.60%
2002 669 -3.04% $30,141,466 2.74%
2003 663 -0.90% $31,014,116 2.90%
2004 642 -3.17% $30,791,029 -0.72%
2005 628 -2.18% $30,220,720 -1.85%
2006 623 -0.80% $31,978,718 5.82%
2007 625 0.32% $33,629,904 5.16%
2008 644 3.04% $35,266,253 4.87%
2009 668 3.73% $35,948,292 1.93%
2010 677 1.35% $37,535,471 4.42%
2011 672 -0.74% $39,887,917 6.27%
Comprehensive
Percentage Changes -20.28% 2.52%

Source: Auditor of Public Accounts based on information providhgdVSD.
* Does not include expense reimbursements made to employees.

The large drop in staff as sebatweenFY 2000andFY 2001was in response tc
an internal decision to financially encourage certain employees to retir
otherwise leave MSD employment. To read more about this incentive, pleas
to Finding19.

The Executive Offices Division is heedl by the Executive Director of MSD. Th
remaining nine divisions are headed by at least one director, with the exce
being the Operations Division which has two directors: 1) Director of Operat
and Maintenance for Morris Foreman Wastewater TreatrRlant; and 2) Director
of Emergency Response and Metro Operations.ofAhe division directors report
to the Executive Director.The MSD organizatioal chart detad areas covered
within each division. Because the chart specifies areas of rebpitysnot
specific positions, it should be noted that both the Internal Auditor and
Controller report directly to the Finance Director and are not specifically ident
on the organizational chart.
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Metropolitan Sewer District
Organizational Chart

Executive Dircctor
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S e
ewer Maintenance Consteétion Rocornds —l Maintenanes Metro Maintenance
Stormwater "
Watibenianios LOJIC Fleet Services MFWTP Operations
Floodwall | ) st
Maintenance —I Customer Relations —L &r::::):y& MFWTP Maintenance

Source: 2010 Comprehensive Annual Financial Report for MSEB)p.

While the ScretaryTreasurer and th€hief Engineer each are statutorily require
to devote his or her entire time and attention exclusively to the services c
Board, the duds of the Executive Director involve both the MSD Board and
agency.

According to the MSD bylaws, the duties of the Executive Director are as folloy

e To provide for and be responsible for the management of all affairs o
District and act in sch regard as Chief Executive Officer, and act
SecretaryTreasurer of the District;

e To promulgate and recommend policies for action by the Board of
District;
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To enforce and administer all directives, policies, and resolutions of
Board of tke District;

To hire, promote, fire, lay off, discipline, set salaries and compensatic
nonunit employees;

To take all necessary and proper actions pursuant to any Colle
Bargaining Agreement that may from time to time be in effect;

To make reommendations to the Board of the District regarding action:
be taken by the Board, including awarding of contracts and expenditu
funds;

To sign all contracts and other documents which the Board of the Di
authorizes;

To exercise procuneent functions as set forth in Board policies;

To plan strategies for the comprehensive construction, maintenance
rehabilitation of adequate sanitary sewers for the whole of Jeffe
County;

To plan, strategize, and prepare action plans in diatethe District to
provide comprehensive drainage
Drainage Service Area;

To provide comprehensive reports on the operations and management
actions of MSD employees to the Board of the District;

To present téhe Board reports, as needed and requested by the Board,
MSD activities, objectives, and accomplishments;

Assure that al/l of MSDO6s wutiliti
statutory and regulatory requirements, that all facilities raainbperating
permits, and that the agency remains in compliance with all laws
regulations;

Recommend that the Board maintain rates, fees, rentals, and charg
services of the District which will be sufficient for proper debt serv
coverage, panent of all accounts, operating expenses, and any and all «
debt, and any amounts to discharge any charges required to be paid
any covenant adopted by the Board;

To maintain adequate and timely communication with all elected offic
having a interest in the operations of the District, and to timely ¢
adequately respond to all inquiries and concerns of such officials, inclu
the Mayor of Louisville Metro, councilmen, and Legislators, as well as
elected officials of other cities withiJefferson County;

To attend any meetings or conference requested by any elected offic
Board member, when necessary; and,

Any other duties assigned by the Board or its Chairman.
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In addition, when the position of the Secretdrgasurer isracant, the Executive
Director will act as Secretafreasurer or may delegate the duties of that posit
to the Director of Finance. Likewise, when the position of Chief Enginee
vacant, the Engineering Director shall act as Chief Engineer, uhled€sxecutive
Director has been designated Chief Engineer by the MSD Board for the purpo
KRS Chapter 76. Consequently, the Executive Director may delegate the dui
Chief Engineer to the Engineering Director.

At this time, the Executive Direat is serving as Secretafiyeasurer and the

Design Manager within the Engineering Division is acting as Chief Engineer,
to vacancies in the positions of Chief Engineer and Engineering Director.
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Finding 1:
Governance
policies for the
MSD Board did

not address several
critical
responsibilities
necessary for
proper and
effective oversight.

Board Member
Orientation

DetailedBudget to
Actual Expenditure
Review Not
Documentd in
Meeting Minutes

Policies applicable to th&oard governance of MSOdid not exist forseveral
critical areas of responsibility necessary for proper and effective oversight of
Auditors found no evidence of policies related to:

e Annual or new Board member orientation regarding fiduci
responsibilities as board members;

e Documentation of Board review of budget to actual expenditures in
meeting minutes;

e An independent procedarfor reporting complaints and whistleblowe
policy;

e Independent reporting by theternalAuditor directly to the Board;

e Documentation in the meeting minutes of annual Board review of M
compensation policies, and executive staff salaries and bolnsks;

e Review and approval of executive staff travel by the Board.

MSDO6s byl aws grant the Board the au
business, activities, and affairs of MSD as prescribed by KRS Chapter 76.
authority brings with it theesponsibility to ensure the monies received for servi
provided are used in a responsible manner that serves the interests of the recipi
the services. The Board should ensure that the operating polices are consister
appropriate for, andupportive of the stated goals and objectives of MSD. Lack
assumption of such responsibilities weakens oversight and controls ovel
responsible use and safeguarding of public funds by MSD.

MSD Boardmembers do not include D6s oper ati ons ot
legal and fiduciary responsibilities their annual or new member orientatic
program; however, MSD does provide Board members an orientation binder
MSD6s rules and regul ati onsn MBD Roard
members are provided arfmal presentation bthe Executive Directorand other
MSD drectors at the annual meeting with all Board members.

Members of theeight person Board serve thrgear terms without limitations.
New appointeesmayho be familiar with the B
MSDOGs structur e, and may not have
Board members. It would be difficult for a Board member to effectively perf
his or her duties, absesticha deailed orientation. New Board members, witho
a proper understanding of the organization or their responsibilities, may no
pertinent questions or may be hesitant to enter into discussions.

Detailed ludget to actual expenditure reviewonducted by théISD Board
membes were not documented ithe MSD Board meeting minutesr Budget
Committee minutes Furthermore, naocumentatiorexisted that wouldindicate
Board membersor the Budget Committee conduced any periodic review of
expenditures, or categories of expenditures, to evaluate whether those expen
werereasonable and necessary, and to identify inappropriateyalnos excessive
expenditures.
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No Independent
Procedure for
External
Complaints and No
Whistleblower
Policy

Per the BoardAssistant, Board members receive a packet of information, ust
four to five days before their meetings; which incleidgormation about projects,
payments, budgets, and any special directions for projects. Neither the |
minutes nor the Budget Conittee minuteslocumentan indepth discussion of the
financial information Board members have received and reviewed before app
According to most of the Board memberterviewed they do not review the
financial information at Board meetings. TBeard does not receive line iter
budget to actual expenditure reporting and they do not compare expenditures
item budgets.

A review of the minutesof MS D06 s Bheetingsd andBudget Committee,
confirmedvery little discussion was involved reerning financial reviews. The
purpose of the MSD Board i1is to fAm
activities, and affairs of the dist
operating budget for revenues and expenditures and also aal @apital projects

budget . o

For transparency, strengthened policies would require the budget categories
items presented to the Board to provide sufficient detail to allow Board memb
accurately identify the types of expenses being at&thuo each category.If
expenditures occur at an unexpected rate, or appear to be inappropriate or u
Board members should request additional detail to ensure that inc
expenditures are reasonable and necesdaagk of this financial review\eersight
weakens the internal controls within the organization MED and the
accountability over the use of public funds is reduced.

Although MSD has an internal grievance pyglifor employees, MSD has nc
implemented an independent procedfioe employees or others to report ar
concerns directly to the members of the Boardaddition, there is nprocess for
individuals outside ofMSD, such as citizens and contractors, toraymously
report concerns pertaining to potential fraud, waste, or abuse Wi8ID. MSD
does not have an established whistleblower ppkad doesnot referenceKRS
61.102 to notify employees of tingrotection from retaliation.

According to the M® Policy Manual in Section 14, Grievance Procedur
employees are encouraged to communicate problems to their immediate sup
or higher management whenever necessary, but the auditors saw no indep
process to receive, analyze, investigate, aesblve concerns related to thk
organization, including anonymous complaints directly to the Boemahbers.

None of the policies reviewed by the auditors referenced a whistleblower p
that would allow managemenémployees, contractors, and othersrdse their
concerns with respect to MSD. The pol&lyould offerways to report a concern
either to a manager, to a member of #&iecutive staff, or throughan employee
hotline service.
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Internal Audit
Function

Executive Director
Salary/Bonuses and
Compensation
Policy

Without a written policy for employees or others to ensureBibard is aware of
the concerns brought to managengemittention, or to report potential violations
policy directly to the Board, the Board may be unaware of the environment w
the organization and unable to ensure a proper fellpwio investigateeported

complaints is performedIn order for the Board to be wetlformed of employee
and other concerns, the Board must be notified, independent of managems
certain complaints or ggations of policy violations.

MSD does employ arnternal Auditor who perforns audits, but there are no
guidelinesthat direct thdnternalAuditor to independently investigate and exami
any issues as designated by Board members. Board memberstistdiadrnal

Auditor presentsa work plan to them on an annual basisowever, it was
determined that the Board is not made aware of all requested internal
performed.

Board members diieve the Internal Auditor would come to them directly, if
necessary, to discuss concerns or issmesstated it is implied and understood tt
the InternalAuditor would address Board members directly. Auditors noted a v
plan that is developed by theternalAuditor and reviewed the reports submitted
the Board.

Without written guidelines oa policy for thelnternal Auditor to independenyi
investigate any Board concerns, the internal audit function is limited in its abili
be adirect administrative linko Boardmembers

The Board and the Personnel Committee meeting minutes do not reflec
discussion or review oéxecutive staff salariesand/or bonuses According to
Personnel Committee meeting minutes, the only committee meeting ac
concerning personnel were whemmoyees were recognized fogaining an
Aexcept i on adulingthem penforrrance seviewswvhich included the
Executive Directar

There is no indication that the Board has direct knowledge drtheal salary and
bonus of the Executive Director executive staff, as nothing was documented
the Board meeting minutesAccording to Board members interviewegitherthe
annual compensatioaf, nor bonuses awarded tthe Eecutive Director or the
executive staff areapproved by the Board The BoardChair does conduct an
annual performance evaluation tbe Executive Directomwhich in turn determines
the amount of his annubbnus.

MSD does have a detailed personnel and compensation policy, but thé&b&sd
does not discuss or review this policystead the Board allows Human Resourc
to dictate and i mpl ement t herssnneppmlicies
cover benefits, evaluations, and salary adjustmemtd appear to be adequatel
documented; however, no requiremexists for the Executive Director or taff

salary increases to be annually reviewed by the Board, or a designated comm|
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Executive Staff
Travel

Recommendations

During interviews, auditors were told that ta@ployee compensation policy is s
forth by Human Resourceand has been in place for a longéi The policy states
that the Human Resources Compensation staff will develop the employe¢
grades and rangesThe pol i cy d o eCompensaaon €rogtamm a
subject to change by the Board and management of MSD based on financir
other onsiderations 0 However, no Boar d or
documented the discussion of the salary administration policy.

While MSD does have a detailed and equitable personnel and compensation |
Board members have a responsibility to perfammannual review ahe personnel
and compensation for MS8taff. Salaries should be fair and equitable for all st
members.

AlthoughMSD has establishetlavel guidelines and procedurpblicies that define
allowable costsexecutive staff travelis notpre-approvedand notreviewed after
the factby Boardmembers The MSD travel policy clearly defines the acceptal
travel for employees, which must lpge-approved byt h e e mpdreatyre
Expenses incurrethy the employeeduring approved travel obligations may k
reimbursed after the trip is completed or can bepaid, depending on the natur
of the travel requirementsEmployees are expected to use the most cost effec
method and means for completing their trips.

The travel and related expenses of #xecutivestaff are not specifically addresse
in this policy. According t@urrent and formeMSD Board membermterviewed

they stated the Boardoesnot approvethe executivest a ftravlplans or travel
costsindividually, aher than inclusion in the operating budget, which is appro
by the Board The actual travel expenses incurred are not reported to the Boar:

Effective policies that provide proper transparency and accountability sk
require Boardnembergo preapprove any travel plans and estimated coskd43iD
executivestaff. Such approvals should be documented in the minutded&oard
meeting. Subsequent to attending approved travel actividesgutivestaff should
report amounts expead to the Board for approvalWhen travel expenses o
executive staff are not reviewed by the Board, travel costs may exceed budc
amounts and allow excessive spending.

We recommend the Boaptovidein theirannual orientation traing for new and
returning Board members a clear understandinigl 8f Dséorganizational structure
and operationstheir responsibilities as Board members, as well as their legal
fiduciary roles, and the purpose of the board on which they sénvaddition, the

orientation should address ethical requirements of Board members and sta
any significant policy changes adoptedM$D during the previous yeatWe also

recommend that the orientation be facilitated by a knowledgeable indepe
party, whocan participate in and oversee the orientation training.
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We recommend that thBudget Committegoerform a regular review of budget t
actual expenditures to monitor costs in each accandtreport to the BoardThe

name and number of budget categedould provide transparency and sufficie
detail to allowCommitteemembers to accurately identify the types of expen
attributed to each categorylhis review should be documented in the Board ¢
Budget Committee meeting minutes. Periodicaifye Budget Committeeshould

receive and review a listing of expenditures with sufficient detaifjuestion

transactions as necessary.

We recommenthe Boarddevelop avhistleblower reporting policby creating and
documenting an independent process whemployees and/or volunteers hay
the option to directly make the Board aware of concerns involving matters
specifically need Board oversightwWe recommend the Board establish methc
that allow for concerns to be reported directly to their attenby all staff,
including anonymous concerns, and any complaints agexesutive staff. The
Board should further develop a process by which concerns are brought t
attention of the Board and ensure a process exists to analyze, investiga
resole issues brought to its attentiomhe nternal audit function could be used 1
ensure that concerns brought to the Board are independently investagate
findingsreporteddirectly to the Board.

We recommendhe Board adopt a policy to review andpaipve the salgr and
bonus incentivef the executive staff on an annual basis to ensure that t
compensation paid is equitable to the responsibilities and duties of each po
We further recommendhé Boardannual |y revi ew M
compasation policy, including the range of increases, by which salary incre
and bonus payments are made to all stafihe salaries should be reviewe
specifically by the Board to ascertain appropriate use of funds given the missi
MSD, and such reviewhould be documented in the minutdhese actions shoulc
be documented in the meeting minutes.

We recommend the Board, or a designated cdtaeeniof the Board, prapprove
executive staff travel, including estimated costsThe Board meeting minute:
should document the review conducted by the Boawde also recommend the
Board require a report of the actual travel expensexeadutivestaff, with Board

approval, prior to expense reimbursemenhe expense reports should sufficient
detail the expeses associated with meals, lodging, transportation,

entertainment of each trip, as well as the business purpose of each expense it
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Finding 2: Certain
policies were not
documented or
sufficient to ensure
accountability.

Purchasing Card
Procedure

Reimbursements to
MSD

MS DO s pol i ci eres reated to ppurchasing ucard procedur
reimbursements to MSD, executive staff reimbursements, reporting lost or ¢
financial information, and inventory controls of fixed asseé&se not sufficiently
comprehensiveo provide proper control and accdability needed for a public
agency. Although MSD has implemented various policies and procedures
attempt to provide control and oversight of its organization, several of the po
were limited andlid not include necessary critical procedures.

Although not a formal policy, MSD has a written documenpeocedure for an
e mp | oy e efépsirchasiage cards. The purchasing card procedure all
authorized employees tmake smaldollar, norrinventory purchases of matergl
and supplies MSD6 purchasingcard pocedurecoves the properusage ofthe
cardsand lists examples of violations when using purchasing cards. Additiona
list of merchants that are not permissildlenade available to employees.

The MSD purchasing card procedure does not require a documented busi
purpose for expenses made using the purchasing cards and it does not addre
MSD or the Board wil!/ handl e empl o
disallowed expenditures are found. Tpmcedure also does not require Boa
members or a committee of the Board to review purchasing card expenditul
the Executive Directar

Effective policies that provide proper transparency and accountailltyensure
employee purchasesiade with the MSD purchasing cardare monitoredfor
unsupported charges or disallowed expen3@sensure that any expenses made
an employee are monitored, formal policy regarding proper business use
purchasing cards and reimbursement of funds when usirghasingcardsfor
personabseis vital.

MS D6 s pamd grocedweslo not address the timing of when @oyees are
required to reimburse MSD for any personal expenditure that may have
incurred. The review of theBoard me&ng minutes gave no indication that an
review or oversight oft h e Ex ecut i puehasing caré¢ asage rwas
conducted by the Board or a committee of the Board.

MS D 6 srchasingcard procedure covers the usage of the cards and req
documentabn for support of the purchase(s), but the procedure does not requ
employee to reimburse MSD when improper and personal isatgntified.

The MSDpurchasingcard proceduralso does not address a timeframe for staft
reimburseMSD for a persoal expense that may have been incurred, but does
that the purchase of i1 tems for pefh®c
statement that personal purchases aralived and noproviding consequence:
for theaction provides little opmrtunity forenforcement or oversight of the policy.
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Executive Staff
Reimbursement

Reporting
Lost/Stolen
Financial
Information

Inventory Controls
of Fixed Assets

To ensure that any expenses made by an employee are mongotede

requirementfor reimbursement to MSBhould be applicable tany purchasing
card expendituresthat are determired to be personatharges. Repayment of
personal purchases to MSD should be detailed within the policy to allow for pi
oversight of all expenses. Men policies regardingurchasingcard usge is

essential and should include steps feimbursemento MSD if personhuse of

MSD purchasing cards is discovereBoard members or a committee of the Boe
should review all violations of purchasing card expenses in order to monito
card usage.

MSD policies and procedures do not requhie Board or a Board committee t
review business expense reimbursements requestexebytivestaff. MSD does
have anEmployee Business Reimbursemé&airm that all employees are require
to complete and offers self explanatory directions. The foetals the type of
expense, purpose, and receipistare requiredor approval.

The form does not require Board members or a committee of the Board to si
on executive staff expenditures. Review dhe Board meeting minutegave no
indication thatany review or oversight afxecutivestaff expenses was conducte
by the Board or a committee of the Boardiccording to most of the Boarc
membersthere is no review by the Board or a committee of the Board concer
executivestaff spending.

A written policy to go along with thEmployee Business Reimbursemé&mrm

should requirethe proper completion of the form lexecutivestaff and all MSD
staff. The policy should include the acceptable documentation and steps for
management and Board menmddp follow when reviewing business expen
reimbursements.

MSD doesnot have a written policy regarding the electrobackup of financial
information though there are written procedures to backup finanatal dPolicies
regarding the electronic backugf financial information should be in ritten
format. Without written mliciesfor the electronic backup of financial informatior
transition or the absence of staff responsible for sudlfties could allow for
pertinent financial information to be lost.

MSD had no written policies or procedures addressing fixed asset invel
requirements.MSD also has no written policies to address the reporting of mis
business egpment. MSD did not conduct an annual or periodic inventory
physical accounting oM S Ds&fixed assets that is essential for proper accoun
valuation and determining if equipment is missing.
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Recommendations

MSD hasa process for Finance employees to follow ttedaine wherntem(s) are
added to the fixed asset systefhe disposal of assets is documented by the us
MSD's disposal of assets form. Howewée lack of maintaining inventory record
and a periodic review of inventory allows for an asset to suged, misplaced.
damaged or possibly stolen without it coming to the attention of manager
Good internal control over property requires an entity to account for furni
equipment, or other items when purchased to periodically perform a physice
inventory.

We recommend MSD strengthen their purchasing card procedure by makin
formal policy. We recommend the policy include information requiring a busit
purpose be documented and address how MSD or the Board will handlesegj
that are considered improper or disallowed expenses. We also recommel
Board review purchasing card expendituséthe Executive Director.

We further recommend MSD include a procedure concerning reimbursement
employee when aurchasingcard is used for personal use in a formal policy.

timeframewhen staffis required to reimburs®SD for any personal expenditurt
that may have been incurretiould also be included in the polic€urrently, MSD

does not use credit cards and therefoas no policy, but if credit cards eve
become the preferred method of payment of goods, then we recommend a
credit card policy should be developed.

We recommend policies be implemented to ensure that the Board or a desi
committeeof the Bardreview and approve adixecutivestaff reimbursements anc
supporting documentation to ensure the reimbursements are for reasonab
necessary expendituresSuch reviews and approvals also will help ensure t
duplicate payments are not made.

We recommend MSD adopt written policies for the backup of electronic finar
information. Moreover, policies should include a process to report any lo:
missing financial information or records.

We recommend MSD adopt and implement property anchtovg control policies
and procedures to identify and account for all furniture, equipment, or other i
valued over a certain specified dollar amount, with the specific dollar am
included in policy. Such policies and procedures should includediegoof the

following minimum information for each property item:
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Finding 3: MSD
lacked
management
oversight and
enforcement of
established
policies

Name of individual in receipt of furniture/equipment;
Description of furniture/equipment;

Vendor name;

Model and serial numbers;

Acquisition date; and,

Acquisition cost.

We further recommend such inventory policies and procedures include an ar
or periodic, physical inventory of all fixed asseBispositions of property shoulc
also be reflected in inventory accounting’he property inventory and contrc
policy should e made available to all employees who have responsibility
property assets and should include sufficient detail to ensure accurate
appropriate accounting for property inventory1SD shouldinclude its inventory

and property control policies in iBolicy Manual

Procurenent of
Professional
Services

MSD management has not consistently followed, nor has it required its ste
follow, policies and procedures established by the Board and manageme
provide fairness in its bsiness practices, to manage risks, and to hold it
accountable to ratepayers.

In many instances, MSD has designed and drafted adequate policies and proc
to guide its staff in its dato-day operations. The policies dstahed by the Board
are necessary to provide limits by which MSD personnel may make their decis
The procedures are a means by which the organization can document institt
knowledge in the event of personnel turnover.

Policies and procedurase only effective if personnel are informed that such ex
are trained in how to implement the policies, are required to follow the policies
are held accountable by management when violations of policy occur. Furthe
perhaps most critical, magement must lead by example and demonst
significant respect for the established organizational policies and procedures.

As auditors conducted the examination of MSD, looking at the policies in place
testing various financial transactions arativaty to determine MSD compliance
with its established policies, we found multiple violations of various MSD polic
and procedures at all levels within its organizational structure. We ident
noncompliance in theoflowing policy areas.

While examining procurement processes, auditors found several instanc
process violations. Auditors found services performed months before a co
was signed. We found MSD personnel procuring services without docagnémei
procurement method that would be followed in procuring the service. We
found that the wrong procurement methods were followed.
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Procurement of
Computers

In most of those instances MSD management, including executive
managementwas involved in the violations. For further information related to
certainprocurement issugsee Findin@0.

During the examination process, auditors also identified violations of the Elect
Communications Media Policy by MSD personnel. The MSD fOhiermation
Officer (CIO), was aware of MSD personnel purchasing computer equipr
without going through the MSD Information Technology (IT) staff despite
policy that clearly requires, with few exceptions, that all purchases of com)
software anequipment must be made by the MSD IT Division.

The discussion with the CIO occurred after auditors were attempting to locat
Admini strative Services Manager o6s N
indicated that the Manager still had a laptave found thathe Managerhad

purchased a newdaptop for himself and one of his staff members with M¢
funds. In regards to purchasing the laptop himself, the Administrative Ser
Manager stated, Al w]ith my dithreughtID
because it takesthem® mont hs t o get them to i

the laptops were used for the telecommunications and security system and tl
MSD IT Division did not support the related applications or equipment.

According to the Physical Assets Director, he had given his permission tc
Administrative Services Manager years ago to purchase laptops needed &
department to support their job functions and stated that he had not discuss
issue with the CIO fosome time. The Physical Assets Director stated that w
this was the only department within his division that purchased their
equipment he believed there were othersiwithSD that had done so as well.

While auditors discovered that there veadeast one other group within MSD wh
did not consistently purchase its computers through its IT Division, it is
understanding that these exceptions are for computer equipment used on the
industrial network and as such are the allowed excepgothp MSD policy.

In addition to the laptop purchases by the Administrative Services Depart
auditors found the Department had also purchased four wireless aircards tr
the use of MSDpurchasingcards. Aircards are mobile or wireless modena t
connect to standard cellular networks to connect laptops to the internet
internet access is not otherwise available. According to the CIO, these ait
should have also been purchased through MSD IT Division.
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Education
Reimbursements

One of he benefits available to MSD employees is its Education Assisti
Programadministered by the Human Resources Departmehich reimburse
MSD employees for education courses they take. Through testing a sam|
MSD employee expense reimbursements Fyr 2009, 2010 and 2011, auditor
identified instances where MSD employees were reimbursed vyet
reimbursements were made to the employees even after the policy require
were not met.

Between July 1, 2009 and June 30, 2011, MSD paid $238,722i&9eimployees
for education expense reimbursements. In FY 2009, MSD paid $49,244.!
education reimbursements while that amount nearly doubled by FY 2011, as
paid out $99,656.92 to its employees.

According to its policy, MSD will reimburse futime and partime employees
through this program for A[a]ny <co

an empl oyeeds required job skills

establishes limits, such as a maximum eligible course load, maximuenfzge
that will be reimbursed, as well as a maximum amount of tuition and book
that may be reimbursed. The policy also establishes deadlines for application
program and for when the reimbursement requests must be submitted.

The followingis a summary of the issues indentified by auditors while testing
education reimbursements:

e Several employee applications were approved after their class bega

e Three instances where no application for the program was found.

e Several instances whee r el evancy of t he
was missing or lacked detail. In some cases, the application just ¢
that the class was a requirement of a particular degree program.

e Three instances of an employee reimbursed beyond the annual
allowance.

e One instance of an employee reimbursed p@€centfor a pass/fail
class, which the employee passed. The policy was to only reimbu
pass at 5percent

e Six instances where it appears MSD reimbursed for other than
allowed items, suchsainstallment and deferral fees and in one ci
lodging during a field study class.

e One instance where employee was reimbursed $40 more than
requested.

e Instances where support documentation was not provided
reimbursement.

e Several instances hvere reimbursement requests were made after
required three week period.
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Employee Expense
Reimbursements

e Several instances where the reimbursements were requested befc
class was to end. In some of those cases, the reimbursements
made before the classes were reportediyed.

e Instances of inadequate documentation provided by employee
HumanResources

MSD Employee expense reimbursements, excluding education exf
reimbursements, taled $275,275.95 for the thrgear period of FY2009, FY
2010, and FY 2011. After selecting a sample from this population of expendi
to test, we again identified seve
followed.

The most significant policy violation identified by auditors while testhig policy

area was a single reimbursement of over $11,000 paid to the MSD Regu
Services Director in FY 2009. The reimbursement was for travel expense
Director had accumulated over a thgear period. The MSD Travel Policy state
i [ e ]se peports are due within ten (10) business days of returning from
trip.o

According to the Regulatory Services Directoe had not taken the time to subn
his multiple travel vouchers and had just submitted them all at once. He state
the former Finance Director did discuss the reimbursement with him.
Regulatory Services Director acknowledged that it was after the allotted peri
time for an employee to be eligible for reimbursement, but the reimbursemen
made despite the violan of the MSD policy.

During the interview procesghe Regulatory Services Director acknowledg
currently having five outstanding travel vouchers, this time dating back to /
2011 and totaling approximatel$3,000. The purpose in submitting trav
reimbursements for processing shortly after travel is to ensure that the expen
are accounted for in the proper accounting period.

In severalother casesauditors found itemized receipts for meals but the invoi
indicated that multiple mealsere purchased. The policy requires individuals to
identified; however, according to those processing the reimbursements they
told to process the payment as long as the supervisor approved it. One indi
stated that she questioned an emplmfeeut what appeared to be two meals ol
single receipt. The employee seeking the reimbursement claimed they at
meals. The employee processing the payment stated that the former F
Director told her that as long as the supervisor approvédritit was okay to pay.
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Summary

Recommendations

The following is a summary of other issues identified by auditors during testir
employee expense reimbursements:

e Instances in which travel justification forms were not turned in with
reimbursement form.

e Reimbursemetis were allowed without having proper support
documentation, such as conference informatitmtailed receiptsor names
of individualsattending meals

e One instance where an employee was reimbursed a meal that includ
alcoholic beverage.

e Oneinstance where an employee was reimbursed for purchasing equir
once theyhadreached a training destination.

e Two instances where an employee was reimbursed based on a gas
rather than on mileage and there was no indication of a car rental.

Through testing of various policy areas, auditors discovered that MSD manag
has demonstrated a failure to adhere to its own policies. MSD exec
management is leading by example and demonstrating to its employees tr
policies estabtihed by the organization are optional business practices rather
boundaries within which to operate.

Management must be held to the same standards as its employees, it is not st
to simply put policies and procedures in place, they must la¢sconsistently
followed to be effective. As a governmental entity, MSD must provide pr¢
governance over its business practices to ensure transparency and accountab

We recommend the MSD Board discuss with its executive managehe need
for proper oversight and governance of its operations. Although it is nol
Boar dos responsi bitoldayt husingsso opeocatioesr sfe &
organization, the MSD Board is responsible to ensure strong leadership is in
and is woking within the boundaries the Board has established.

We recommend the MSD Board requs@pervisorypersonnel to be rrained on
key organizational policies. The trainings should occtlrdnse at MSD facilities
andcouldbe conduct ed bman RéSobréesDepartment dtaff or i
Legal Department staff. Employee attendance for the training should be rec
and documented. Upon completion of training, MSD personnel should be rec
to sign an affidavit stating that they have been trained amderstand their
responsibilities as an MSD employee to abide by the policies and procedures
organization. The statement should further acknowledge that the emp
understands the consequences of not following the different policies.
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Finding 4: MSD
ethics policies for
Board members,
appointed
executive staff
members, and
employees were
not sufficient to
address conflicts.

We futher recommend MSD hold its personnel accountable to the policies.
violation of policy occurs such as an employee not submitting a reimbursen
request in a timely manner the employee should understand that a reimburs
will not be made. We oemmend all levels of MSD management consister
follow and enforce adopted policies.

We recommend the Board evaluate the current MSD Education Assistance Pr
to ensure it is structured to provide the best benefit to the organization an
ratepayers.

Ethics Policies

Standards for
Ethical Employee
Conduct

MSD revised its ethical policies for Board members, appointed executive staft
employees duringthAPAG6s period of review wit
such policies still lack some significant provisions pertaining to certain ett
issues. The lack of strong, enforceable ethics policies allowed the potential f
well as actual, conflictsfanterest by certain MSD Board members, executive st
and other employees. Although sanctions exist for employee violations o
ethics policies, no policies for investigating unethical activity of employees e
Further, thereare no policies cetailing the investigation of unethical activior

criteria to impose sanctions or disciplinary procedures for violations by Bo:
members, the Executive Director, or the Chief Engineé&inally, no ethical
policies exist for reporting improprieties ditey to the Board.

During the APA6s period of revi ew,
ethical behavior of its employees that were documented in two policy manua
well as in one Board resolution. The latter document ialdades limited ethical
provisions applicable to MSD Board members and appointed executive staff.
Policies and Benefits Manual for Ndunit (norrunion) Employees (draft versior
9-1-11), and the Policies and Benefits Manual for Unit (union) Employeest
version 91-1 1) both contain sections e
Conduct o that include identical gui
interest. The third MSD document providing ethical guidance, a resolt
pertainng to a Conflicts of Interest Policy, adopted by the Board on Novembe
2003, and revised on March 28, 2011, applies, in part, to Board members a
part, to employees. According to the resolution, the MSD Executive Directot
the Chief Engineeare not considered employees, but rather are included unde
definition of fABoard Member. o

The Standards for Ethical Employee Conduct section of the Policies and Be
Manuals, for unit and neanit employeesis a compilation of various policies an
procedures that mostly have been in existence for many years. Employe:
required to sign an acknowledgment that they have received a manual and th.
understand it is their responsibility to carefully mwviand become familiar with its
contents. The newest updated version of the manual, which is still in draft fori
unit employees, includes the following guidelines for MSD employees:
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Resolution Adopting
Conflict of Inerest
Policy

- Display high standard of ethical behavior;

- Do not use positiorio provide special privilege to employee, to oth
individual or organizations;

- Be bound by any applicable occupational or professional standart
conduct;

- Avoid participating in decisions or deliberations bearing on busir
transactions in which jpotential or actual conflict of interest exists;

- Keep confidential information confidential;

- Do not show favoritism between customers or vendors;

- Do not personally profit from MSD business (i.e. not use positior
solicit customers for private bugiss);

- No outside employment that conflicts with MSD employment;

- No acceptance of money, thing of value, or economic benefit in re
for services rendered other than that provided by MSD for performe
of duties;

- No acceptance of gifts, gratusiefavors or anything of monetary valu
such as tickets or payment for sporting, recreational and chari
events, from anyone or who may have business with MSD excep
food and beverages consumed on the premises at receptions or |
involving buwsiness clients, or insignificant items with a value of $10
less, or are strictly promotional in nature; and,

- Do not use MSD property for personal use or profit.

The Standards for Ethical Employee Conduct also include sections with guic
on:

e Employee Moonlighting requirements;
e Proper Use of MSD Assets; and,
e Political Activity.

While these provisions are sound guidelines for employees, the policies fi
address several other areas of conduct such as solicitation, service on ¢
boads and advisory commissions, investment/stock ownership, contractin
doing business with MSD, pestnployment, financial disclosure, and acting a
representative of MSD before a business owned by a family member.

In addition to specific guidance for its employees, the MSD Board adoptec
Conflict of Interest Policy resolution, mentioned above, to set forth standard
Board members, the MSD Executive Director, and the Chief Engineer in ord
evduate potential conflicts and assure the public that none exist. The resolut
effect from July 1, 2008 through March 27, 2011 included the following provisic
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- All members of the Board shall disclose any known conflict of
interest and shall awbi participating in any decision or
advocating any subject matter before the Board in which the
member or any member of the me
a conflict of interesteé

- This policy shall not prohibit a Board member, an organization
which employsa Board member, or an organization in which a
Board member has financial interest from pursuing a MSD
purchase, contract or subcontract. However, such Board
member must first inform the other Board members of his or
her intent to participate in MSD purd®transaction.

- Board members who pursue or obtain a MSD purchase,
contract or subcontract will not request any special treatment;
and employees will not provide any special treatment to the
Board member but will treat the Board member as he or she
would treat any member of the general public.

Upon revision of the Conflict of Interest Policy resolution in March of 2011,
last two provisions stated above were removed, and the following provision
added:

- A Board member or an organizationvilmich a Board member
has financial interest shall not pursue a MSD purchase,
contract or subcontract.

Both versions of the Conflict of Interest resolution include three provisi
specifically for employees that also are included in the Standard&tiocal
Employee Conduct section of the Policies and Benefits Manuals det
previously.

Again, while the provisions in this resolution provide some limited guidelines
Board members, the Executive Director and the Chief Engineer, the policits 1
address many other areas of conduct such as outside employment, employn
relatives, use of official position to obtain a benefit, solicitation, acceptance of
service on outside boards and advisory commissions, investment/stock owne
postemployment, use of confidential information, honoraria, financial disclos
political activity, and acting as a representative of MSD before a business own
a family member.

The APA is aware that a committee of the Board also has recentyvex\;i but not
yet approved, a ndraft et hics pol

members.For purposes of this examination, the policies reviewed by auditors
those in effect during the period under review
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Statement of
Financial
Disclosue

Reporting
Misconduct

High Ethical
Standards

Recommendations

Although MSD has a policy for both Board members and employees to dis
any known conflicts of interest, this disclosure is not required to be in writ
Furthermore, MSD has no requirement of an annual written statement of fine
disclosure tobe filed by Board members or executive management. Finar
disclosure statements allow the public to determine whether individuals respol
for the management of public moneys possess any conflicts of interest or po
conflicts between their prate interests and their employment/board mem
duties. Lack of such disclosure may reduce the public confidence in the integi
those officers and employees responsible for the management of publicly ft
entities.

Policieswithin the Policies and Benefits Manuals direct an employee who has
the recipient of misconduct to report the violation to his or her supervisor,
member of management, and/or to the Employee Relations Administratc
Human Resources Manager. Yab policy exists that allows employees or tl
general public the means to report illegal or unethical behavior directly to the E
as detailed in Findingj regarding Board governance.

The citizens of Louisville and Jefferson @y have a right to expect Boar
members, executive staff, and employees oatgpayer funded sewer district t
comply with high ethical standards of conduct in their administration of the dis
Ethical standards of conduct applicable for Board nas)kihe Executive Director
the Chief Engineer, management and other MSD employees, if enforced, se
uphold the ethical behavi or o f Suc
employees, Board members, and appointed staff, allow improper exefoio
conflicts of interests and the acceptance of gifts, do not provide suffic
specificity regarding conflict situations, and do not address many of the stan
that are required for such individuals to be accountable and ethical in their dec
making. Without expanded comprehensive policies, conflicts may still exist,
Board member and staff decisions may not be made impartially. Exampl
situations where conflicts of interest occurred are detailed in Figding

To remain independent in their decistomaking regarding entities doing busine:
with MSD, or seeking to do business with MSBpard members, executive staf
and other employees should avoid any situations that are actual conflicts be
their private intergs and their duties on behalf of MSD, or that have the poter
to present conflicts. Neither should they accept gifts and gratuities
compromise the impartiality of their decistomaking on behalf of MSD, or tha
give the appearance that MSD actiare based on personal benefit, favors,
relationships, rather than objective decismaking.
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We recommend thBoard establish a comprehensive code of ethics, applicab
Board members, appointed executive staff members, and all employees. MSI
want to consider having someone skilled in establishing ethical standards for |
employees and board members assist in the drafting of such policy standards.
adoption by the Board, the code of ethics should be incorporated into the
Policiesand Benefits Manuals for employees (unit and-ooit), as well as any
manual given to Board members during orientation. We recommend MSD pr
initial training for Board members, appointed executive staff and employees o
code of ethics, as welka review annually.

In developing a comprehensive code of ethics applicable to Board members, &
as appointed staff and employees, the following areas of conduct shou
considered for inclusion:

e General standards of conduct;

e Contracting, sbcontracting, having an agreement, or doing busin
with MSD;

e Use of official position to obtain financial benefit, privilege

advantage for self or others;

Involvement in matters where an ownership interest exists;

Use of confidential informadin;

Use of MSD property, time, equipment;

Solicitation;

Acceptance of gifts and gratuities;

Employment of relatives;

Transactions with subordinates;

Outside employment;

Service on Boards and Commissions;

Honoraria;

Investment/ Stock ownship;

Representation;

Postemployment;

Political activity; and,

Financial disclosure.

In establishing a financial disclosure policy, we recommend the MSD B
members, as well as all executive team members, annually file with an appro
committee of the Board, and by a specified date, a statement detailing fine
interests held. Required information should be prescribed by an approj
committee of the Board. The Board should consider including the follov
disclosures on the pregdoed form:

e Name, business and home addresses, telephone numbernaaitl
address of the filer;
e Title of position or office whereby filing is required;
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Finding 5: Several
conflicts of interest
existed that gave
the appearance of
improprieties by
certain MSD
Board and staff
members.

e Any other occupation of the fi

e Businesses i n wh i cdpouse thad af dpdcier
percentage of interest. The policy should numerically state
percentage of business ownership required to be reported,;

e Sources of income to the filer
members exceeding a specifamount (dollar amount should b
specified in the policy);

e Real property owned by the fi
immediate family, and its location;
e Creditorés of the filer, the f

who are owednore than a specified amount. The policy should spe:
the dollar amount required to be reported; and,

e Sources of gifts over a specified amount, which should be stated ii
policy, to the filer, the file
except for gifts from family members.

The policy should further require an affirmative statement by the filer that he o
has no interest that would cause a conflict with his or her official duties. San
for noncompliance with the filing reqements also should be detailed in tl

policy.

To ensure compliance with the code of ethics adopted, MSD should develo
implement policies, procedures, and responsibilities regarding repor
investigation, and resolution of allegations of ethioédconduct as detailed in thi
recommendations of Findirfgregarding a whistleblower policy.

MS DO s Policiesanaurad sBdmaf idamplMyees
Interest Policy for Board members and appointed executive staff, were not effe
in preventing conflicts of interest for Board members, executive staff, and «
employees. Several instances of specific donfbf interest situations were
identified that may have contributed to unfair business practices. It is impossil
determine if the vendors/contractors MSD used provided the best services
best cost when relationships allowed the potential dgoritism and influence of
independent decisiemaking.

MSD Board members, appointed executive staff, and employees shoul
independent and impartial in the actions they undertake and dectbmnare

called upon to render, making certain that sdebisions are in the best interests
those who use the services of MSD in Louisville and Jefferson County.

selection of contractors and other vendors should be made without eve
appearance of bias based on friendships or other relationships.is tle

responsibility of the MSD Board to ensure that conflicts of interest do not exist
to set an example for employees.
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Conflict of Interest
Situations

Chief Engineer

During our period of examination, based on information provided, auditors fc
several instates where conflict of interest situations existed for both Bo
members and employees, as detailed below:

Upon his employment, a recently resigned Chief Engineer took no action to al
from involvement in matters related to the engrimege firm he formerly owned.
Ten days prior to his employment w
Engineer sold his ownership interests in an engineering firm which he had helj
establish in 200 3BoardLefyat Coonsad, MEOypolicdid ndd ¢
require the newly hired Chief Engineer to abstain from immediate involver
with his former company as a part of his official duties. However, in both
November 10, 2003 and March 28, 2011 Conflict of Interest Policies passed
Boardadl applicable to the Chief Engi |
occurring nwhen t he empl oyee or B
significantly the business transactions of MSD with the organization in whick
employee or Board Member has interest. An employee or Board Member has
interest i n an or ganhag employednwithinéhie last 12\
months (emphasis added), or has an arrangement to comply, retain as a cons
or pay a commission to that person or nieme di at e f ami |l yéo
any actual, orapparentconflict of interest, employees should abstain frc
involvement for a minimal period of time, at least 12 months in this case, in
matters pertaining to their former employers.

MS D 6 s formenChief Engineer also emwvned a business that was the landic
for one of his former engineering
year to year lease for the space. According to the former Chief Enginee
payments by the engineeg firm were market value of $15 per squfvet which
was equal to the mortgage payment |
involvement, including selection and oversight, in numerous MSD contracts
the engineering firm that leased space ftbim company he eowned. Of the 18
contracts that MSD had with the engineering company that leased space frc
former Chi ef Engineerds private bu.
involved in at least 12 of the contracts as documentedidysignature on the
Procurement Method Determination Forms, his designation as the Procure
Officer for the contract, and/or his signature on work orders under the contract
contracts between the engineering company and MSD ranged in value fr@ $
to $2,800,000 and totd $4,488,357 over a thrgear period. His involvement
with contracts for a company that leased space from a business-dvened
presented a conflict between his personal intaresiis private business and hi
duties on behébf MSD.
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CIO

Administrative
Services Manager

The sole officer of a consulting firm that did business with MSD during our pe
of exami nat iCOwera mariedMriS2éember of 2010. Prior to a
from the date of the marriage until or about June 30, 2011, the sole ofhsel
supervised by MSD6s Project WIN In
reported dir €O.t The Project WINS Dforsmation Managemet
Admini strator also approved and BY
2009 through 2011, MSD ghithe sole officer of the consulting firm a total «
$328,200. Even though th€IO may have appropriately abstained fro
involvement in any supervision of the sole officer, the fact that he supervise
Project WIN Information Management Administataused her to be conflictea
her supervision of the sole officer of the consulting firm and her duty to
independently on behalf of MSD.

MSD6s Administrative Services Mana
mowing business to private vendors with which he has private affiliati
displaying favoritism in violation of MSD employee conduct policy. T
Administrative Services Manager is authorized to hirggte vendors to mow
certain MSD properties. As such, tAdministrative Services Manager procure
services froma number of businesses with which he had close/pers
relationships to provide the services. A total of $530,981 was paid by MS
eight related businesses, including MSD payments of $338,50%ighaschool
friend of the Administrative Services Manager, who owns three of those busine
The Administrative Services Manager
in busines$ help each otherouth el p peopl e you know.

Table 5: Mowing Vendors

Number of
Administrative Services Manager Vendors Owned Amount
Relationship to Vendor (Individual by Single Paid to
Owner) Individual Owner Vendors

High School FriendFY 20071 FY 2012) Three $338,503
Pastoral Colleagu@Y 20077 FY 2012) Two 118,010
Deacon in Church Pastored by One 8,450
Administrative Services Manager
(FY 20091 FY 2012)
Current Friend and Former Girlfriend One 11,093
(FY 20101 FY 2011)
Long timeFriend(FY 20051 FY 2012) One 54,925
Total $530,981

Source: Auditor of Public Accounts based on information provided by MSD.
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Director of
Emergency
Response/Metro
Operations

Board Members

MSDO6s Administrative Services Mana
himself a benefit by using an MSD computephnoperly during work hours for his
private communications business, h
events business. This improper use of time and equipment for his pi
businesses during work hours is detailed in Fin@ihg

MSD had agreements to remove and haul wastewater with a company that is
by the father of the sem-l aw o f MSD6s Director o
Operations. Although the Director had no involvement inpifeeurement proces:
or approving of invoices, he was responsible for the scope of work and a
division Director did authorize the execution of the initial contract with
company. The initial purchase order contract with the company was for $15€
with three renewals of $80,000 eachAlthough there is not a direct family
relationship between the contractor and the Director, this relationship could pr
a conflict for the Director.

During the period of review, MSD had six difégit contracts/agreements with
computerized mapping company for which a then Board member and Chair s
as President and Chief Executive Officer. The six contracts totaling $597,411
for in-house support of a senior spatial analyst, mapping aatikpnalysis in
relation to MSD efforts for green infrastructure mapping and flood pump stz
failure analysis, as well as, a GIS technician for the update and maintenar
MSDG6s sanitary drainage GI S d-eompetive
professional services agreements. The total expenditures paid by MSD 1
mapping company under this contract from July 2008 through April 2011 tot
$410,181. MSD also paid the company $328,722 as a subcontractor. Althou
MSD policies exigtd that prohibited such agreements by MSD and a comg
owned by a Board member, and the Board Chair was advised to abstain from
action regarding the company, such action created an inherent conflict of in
for MSD employees in their procurememtd administration of the contract.

During FY 2009 through 2011, MSD paid $14,235 through a contract, $1,750
small purchase, and $70,848 through a subcontract, to a roofing company owi
a then Board member and Chair who served during thedoarider examination.
Although no MSD policies existed that prohibited such agreements by MSD ¢
company owned by a Board member, and the contract was procured th
competitive bidding, such action created an inherent conflict of interest fol
MSD Board and member and for MSD employees in their procurement
administration of the contract.
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Donations/
Contributions/
Sponsorships

Ineffective Policies

Between August 2008 and December 2010 MSD paid a compaawreed by a
then Board member $16,350 for a subscription service on real estate trend:
contract or agreement existed for the subscription service. MSD emplo
responsible for the approval of this procurement are no longer employed by
and neither the former employees, nor any current MSD employees, havi
recollection of how the subsctipn service was procured. The former Boa
member stated that he had invited MSD to attend a presentation on the serv
the company. Although no MSD policies prohibited the procurement of su
service from a company @mwned by a Board member, ctuaction created ar
inherent conflict of interest for MSD employees in their procurement
administration of the service.

During FY 2011 MSD paid $24,677 for repair services on MSD equipment -
business owned by the sons of a then MSD Board menibee. to its cost, this
service was not a procurement that was required to have Board approve
nonetheless, it may haweaused undue influence ddSD employees in their
procurement and administration of this service.

During the AP Advsbegipreng Jutyd, 2008, the spouse of t
empl oyee who served as MSD6és Human
2008, was paid by MSD as a subcontractor $69,550 for services rendered be
July and December 2008As an MSD employee, the Human Resces Director,
through her spouse shared in the financial benefit of the subcontract held
spouse with the agency by which she was employed, creating a conflict of in
for her. After the retirement of the Human Resources Directw, Spouse
continued to be paid as a subcontractor and also directly by MSD a tot
$266,987.

MSD gave numerous donations, contributions, and sponsorships to ve
organizations that were associated with Board memlexesutive staff and/or
employees. See Findira% for more information on this matter.

The |l imited ethical gui dance provi

Board members and appointed executive staff, and in its PolingtsBanefits

Manuals for employees did not appear to be effective in prohibiting the conflic
interest noted previously. The fact that Board members and employees, and |
businesses, were not prohibited from holding contracts with or being veoidc
MSD allowed inherent conflicts that created a climate of partiality and
appearance of influential decisiomaking, whether it existed or not. Without
comprehensive code of ethics, including a strong, detailed conflict of int
policy, that isenforced by management, actions and decisions taken by empl
and Board members may not be made independently in the best interest

citizens, and may give the appearance of preferential treatment.
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Recommendations We recommend the MSD Board, thin its comprehensive code of ethics, provi
standards of conduct for conflicts of interest that prohibit Board memt
appointed executive staff, and employees from the following:

e Having aprimary contract, sutbntract or agreement with MSD, eithe
directly, by a family member, or through a business which is at fieast
percent owned,;

e Representing a person of business privately before MSD;

e Using his or her position to obtain a financial gain, a benefit, or
advantage for oneself, a family mien, or others;

e Using confidential information acquired during his or her tenure to fur
his or her own economic interest or that of another person;

e Holding outside employment with, or accepting compensation from,
person or business with whicle lor she has involvement as part of his
her official position for MSD; and,

e Involvement in discussions and decisions pertaining to:

- Persons or businesses from which he or she has accepted g
gratuities over a specified amount;

- Matters involing businesses in which he or she has a direct
indirect financial interest of ovdive percent;

- A former employer or previously owned company within the last
months;

- Persons or businesses with which they have a partnershi
financial ownerstp of overfive percent;

- Persons or businesses with which he or she competes privately;

- Matters involving family members, or businesses owned by
employing family members; and,

- Any other matter that presents a conflict between a personal int
ard a duty to MSD and the citizens of Louisville and Jeffers
County.

Board members, appointed executive staff, and other employees who abstail
involvement in discussions and decisions as recommended above should
present during such discumss, and such abstention should be documentec
writing and placed in the employeect
Board meeting.

To ensure compliance with the conflict of interest policies adopted, MSD sh
develop and implement poies, procedures and responsibilities found in Finding
regarding reporting and resolution of complaints.

Finally, we reiterate MSDO6s Policy

servants, employees must display a high standard of ethicalitveltzat ensures
the public that employees do not use their positions to provide special privileg
themselves, to other individuals or

Page46



Chapter 2

Findings and Recommendations

Finding6: MS D 0 :
primary legal
services contract
has been with the
same atto
firm since 1984
while never being
competitively
negotiated or
advertised.

MSD has not competitively negotiated or advertigegrimary contract to provide
legal services to the MSD Boarbegal Director, Executive Director, and act a
ABond Counsel 0 1984, the samal atarney hasSacted aethe v
Board Legal Counsel and that same ¢
contract to provide multiple types of legal services for an average annual ar
paid to the Firm of $1 million over the pastehrfiscal years. As the MSD Boar
Legal Counsel, this attorney reviews and approves all matters prior to

submittal to the MSD Board for action, along with all of the other outside I
services requested by MSD. hip withhtleerMSD

Board could impair the Boardbés obj e
this contract to other law firms. Even though MSD Procurement Regulations
the Board the authority to waive any procurement requirement if it is ibekbie
interest of MSD, a decision to continually authorize this contract with no rec
for proposals, competitive negotiations, or advertising is not a responsible acti
the board of a public entity. Without advertising this contract, public cordela

the entity may be diminished and a concern sxigit MSD is overpaying for lega
services.

In a Resolution adopted on April 2, 1984, the MSD Board documented their ¢
to have itsBoard Legal Counsel review and approve all matters includ
resolutions, agenda items, and all other documents prior to their submittal f
MSD Board for action. This resolution gives the MSD Board Legal Cou
significant authority with theBoard. See Finding7 for additional information.
Contracting withhi s attorneybds firm since
external legal services appears to be a conflict and waiving procure
requirements for this contract should not be acceptable.

The MSD Procurement Regulations related to Professional 8sremntain the
statement that the fAiBoard may choo:
section if deemed to be in the best interest of MSD and select the persor
firm(s) best qualified to performist
a requirement that Al w] hen the Exe
procurement of engineering and other professional services is governed by
regulations, then the Executive Director shall use one of the following metho
obtaint he services; 0

1. Competitive negotiations;
2. Executive Director selects the vendor from aquelified list; and
3. Non-competitive negotiations.

While there are methods that could have been used to negotiate this contre
Board authorized thisontract without requiring any of the three actions be tak
In addition, there is no requirement in the regulations that the MSD Board jL
why this contracts in the best interests of MSD
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This contract has provided the Firm with an averag®lomillion annually for all
the services provided by the Firrithe contract terms make it difficult to determir
whether excessive legal fees were charged. See Fifdinghe legal services
contract requires that the Firm divide their monthly billingpithree sections base
on the type of legal work performed. Based on these billings, the amounts p
the Firm for four different types of services can be accumulated. The follo
table illustrates the amount received by the Firm for each of thesdypes for
FY 2009, 2010, and 2011.

Table 6: Amounts Paid to the Firm for Legal Services by Type

Legal ServiceCategory FY 2009 | FY 2010 FY 2011 Totals
Litigation for MSD Legal Counse| $582,578 $608,487| $667,353 $1,858,418
Litigation related to EPA Cases 68,616 29,194 24,085 121,895
MSD Board Legal Counsel

Services 21,044 35,200 35,569 91,813
Co-Bond Counsel 165,000 535,000 275,000 975,000
Totals $837,238 $1,207,881] $1,002,007 $3,047,126

Source: Auditor of Public Accounts based on information provided by MSD.

Recommendations

By combining multiple legal services, as well as MSD Board Legal Cou
services, into one contract, it is difficult for the MSD Board to be objective
maintain tkeir independence due to their relationship and substantive history
this attorney. Separating each category of legal service into separate coi
would allow for a more independent and objective process in procuring

services.

Competition, transparency, and accountability are maximized when an oui
service is publicly advertised and the proposals received are judged on the b
established criteria and awarded based on the recommendation of an eva
committee made up of selectstff. These procedures promote public confidel
in the contracting process and that the public entity is not overpaying for servic

We recommend that MSD designate this contract as an applicable profes
services contract that sbld be periodically advertised and competitively
negotiated to ensure MSDO6s best i n
legal services that can be assigned to this Firm and attorney, the contract shc
separated based on the type of legaVises needed. An analysis should be
performed to determine the need for outside legal serviBased on the results o
the analysis, &eparate request for proposals should be developed for adver
each type of servicand an evaluation committebaild be created to evaluate tt
responses using specific criteria. The evaluation committee should consist o
members that are informed and knowledgeable regarding the services nee
MSD. We recommend the Board consider whether Board Legahgabshould be
independent of all other legal services.
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Finding 7: Board
Legal Counsel
given approval
authority in MSD
Board process

Through authority granted by the MSD Board, the Board Legal Counsel ¢
potentially hinder tetvéine in Bemanagdial pracess i
MSD Board resolution issued in 1984 provides the Board Legal Counse
approval and oversight role over all matters coming before the Board. Spegifi
the resolution states that anB amnowk all
matters including resolutions, agenda items, and all other documents prior tc
submittal to the MSD Board for act

prior to their submission to the Board could be used to subvert Boatlcand

keep certain items or issues from being brought before the Board if the Board
Counsel refused to approve such items for the agenda. This could incluc
review of the Board Legal Counsel 0
confi i ct in Finding 6. This would |
items they wanted to review and dis
to the Board seeking approval or input. The preemptive review process also
the ability d the Board and MSD management to control the costs of the ser
provided by the Board Legal Counsel and duplicates work performed by int
staff.

No indication has been given that the Board Legal Counsel has ever use
approval authority to de certain items from being presented to the Board by M
staff. Instead the authority granted by the 1984 resolution appears to primar
used as a legal review procedure so that the Board Legal Counsel may be a\
issues in advance for Board miegs and provide opinions on issues bei
presented to the Board. It is uncommon to provide an outside attorney
approval authority over an internal process of a public agency, and doe
preclude Board Legal Counsel from denying agenda items ifuthee. Also, the
matters to review prior to Board meetings are at the discretion of the Board
Counsel. This limits control of these services by MSD and duplicates certain
performed by internal staff.

MSD currently maintains an internalegla committee made up of four MSD st
members. This committee determines those items that need to go before the
produces the agenda, and ensures any necessary supporting documents he
compiled into an information packet for Board membefhis committee works
closely with the MSD Legal Director, who performs an internal review and mi
recommendations to the committee. According to the requirements of the
resolution, the agenda and packet are then sent to the Board Legal Coun
review and approval, effectively inserting the third party contractor into
managerial process.

According to the invoices submitted by the Board Legal Counsel, review o
Board agenda may take up to an hour per Board meeting. Further res
conducted or memos derived from the agenda items and Board packet ca
additional time, as can internal discussions among attorneys in the Board
Counsel 6s firm. At a partner rate
dollars in legalfees each year for services that appear to already be provide
salaried staff.
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Recommendations

Finding 8: Legal
services contract
lacks centralized
oversight.

While it may be necessary for Board Legal Counsel to provide a second opin
the Board on certain items, this does not appear to require preemptive res
Initial research and data collection is already conducted by MSD staff and the
Director during the regular managerial process. Should additional informatic
required, it should be those salaried staff that produce further research.
secondary opinio by Board Legal Counsel is needed on the work being condu
or produced by staff, it should be done at the specific request of the Boari
Executive Director, or Legal Director during a meeting. Authorizing the Bc
Legal Counsel the discretion determining which issues to research and revi
removes the MSD Boardés and MSD ma
being provided by the outside contractor and the costs incurred by MSD.

We recommend the MSD Board rescind the 18blution that requires a revie\
and approval of all matters by the Board Legal Counsel prior to presentation
Board. Secondary reviews by Board Legal Counsel of issues or docur
presented to the Board should be performed only upon requestebBdard,
Executive Director, or Legal Director and only for the specific incidence of
request. We recommend the Board not make a blanket request of the Boaro
Counsel to review all documents or issues of a certain type.

The MSD internal Legal Director does not have appropriate levels of control
monitoring authority over the primary outside legal service contract. Currently
contracted law firm acts as Board Legal Counse§ Dés | i ti gat i

EPA ConsentDecreerepresentation, ando-bond counsel. Each of these fou
services has a separate oversight authority within MSD that is responsibl
reviewing invoices and approving the expenses. This removegytile=bperience
and expertise of the Legal Directrom the process of reviewingll aspects of
outside legal services. It has also allowed for the influence of other revie
authorities to potentially interfere with the authority of the Legal Diredtbis has

resulted in weakening the authority of the Legal Director, who is employe
provide internal legal expertise and is directly responsible for ensuring the
compliances and defenses of MSD.

According to the legadervicescontract, any wik completed by the contracted lay
firm in the capacity of Board Legal Counsel is to be reviewed and approved L
Board. All litigation services are to be reviewed and approved by the MSD L
Director. Any services related to the ERAnsentDecreeare to be reviewed anc
approved by the MSD Executive Director. Also, while not specified in the I
services contract, the services provided relatexgond counsel are reviewed ant
approved by the MSD Finance Director.
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Currently, the Legal Dirgor receives a billing invoice from thdSD BoardLegal
Counsel that includes charges for all litigation and Board Counsel services. \
the contract with theBoard Legal Counsel states the Legal Director is daly
review and approve the litigation s&res, the Legal Director reviews both servic
prior to seeking the review and approval of the Board Chair for Board rel
matters. The Legal Director does not receive any ofBbard Legal Counsel
invoices for the services related to the EBénsentDecree or work performed a
co-bondcounsel.

By segregating the review and approval process of a single legal service cc
into four parts, it precludes the ability of one central authority reviewing
invoices to ensure there are no duplicatetberwise questionable billings. It als
removeghe legal experience and expertise of the Legal Director from the over
of all aspects of a legal contract. As the internal legal representation of MSI
Legal Director should have the authority aredponsibility of reviewing all legal
billings prior to payment. Additional review and approval authority could
remain with other MSD authorities as needed.

The approval authority of the Legal Director over those legal services assign
the @ntract should also not be interfered with by other authorities within N
except through a formal protest procedufes. an example ni May 2007, th&oard
LegalCounsel presented MSD with an invoice that included a charge for an ot
expert from Texas The cost of the expert was for a total of $937 for the expe
renew a professional license in the state of Kentucky. The Legal Director origi
rejected this expense stating that MSD should not have to pay for profes:
licensure of expertsShortly after the denial of the expense, according to the L
Director, the Board Chairperson at the time made contact requesting the
expense be paid.

The action of the Board Chair would not be in keeping with the oversight prc
described witin the legal services contract giving the Legal Director final apprc
authority over litigation services. It would also not be in keeping with

contractual requirement thBbardLegalCo u n s e | obtain the

approval before incurringxpenses in excess of $500 for all expert witnesses.

As the primary oversight body, the Board has ultimate authority over the actio
MSD; however, this does not give individual Board members unilateral authori
influence the established oversigprocess of the legal service contract. St
interactions have since given both a real and perceived message by the Boe
the Legal Director does not have full control over the litigation services portic
the primary legal services contract. iFtweakened the authority of the Leg
Director and may have kept the Legal Director from questioning other ¢
incurred byBoardLegalCounsel for fear of unsupportive Board members.
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Recommendations

Finding9: MS DO

legal services
contract terms are
not well defined
and are silent as to
settlement
procedures ard
conflict of interest
disclosures.

To avoid future issues with legal service oversight, MSD must empthe Legal
Director to properly oversee legal service contracts with the authority to
guestion and deny charges if needed. The MSD Legal Director must be reco
as the internal legal representative of the company, whilBalaed Legal Counsel
remains a third party entity with a contract that should be enforced by MSD
with | egal expertise. The Board
actions through the development of a formal protest procedure for vendc
contest denied cinges, where it may be reviewed and discussed in an open
transparent manner.

MSD should ensure that the internal Legal Directoegponsible for legal contrac
compliance and reviewingll invoices associated with legal service caats. The
MSD Legal Director should regularly report on legal service expenditures anc
related issues to the Boardrinal approval authority for Board Legal Couns
services should remain with the Board to ensure an independent counsel,
other legal services may have final approval by the Legal Director. Dus
departmental budgetary oversight, other MSD authorities may still need to 1
final payment approval.

MSD should also develop a formal procedure for vendors to protest a den
certain expenses and request in writing an additional review of those expense
secondary authority. For legal service contracts, such a secondary review n
conducted by the Executive Director, the Board, or a designated Board comr
The final decision of the secondary review should be documented in writing wi
explanation as to the final decision.

Individual Board members should refrain from attempting to influence
management process of MSD in a unilateral manner. Requestsdiogeshto
management should be made during Board meetings or meetings of |
committees and have the support of a majority of the members.

MSD6s | egal services contract ter me
not maintaining sufficient control over the amount spent for contracted |
services. Aggravating this issue is that multiple typesgéll work are included
within one contract, which is discussed further in Finding 6. While the contre
firm (Firm) is relied on to abide by the ethics of the legal profession, the contr:
silent as to MSDOs expec amthe disolesuraas t
whether the Firm represents any clients with a potential conflict of interest
MSD. A contract with an outside entity should be clear in its expectati
designate a point of contact to oversee the terms of the contracincuade

controls to govern the amounts allowed to be billed. Without these criteria, |
cannot effectively and efficiently control the costs and use of this contract.
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The legal services hourly contract rates are $130 for partners, $109 for assc
$41 for paralegals, and $21 for law clerks. These rates are slightly higher thi
maximum rates allowed by Kentucky state government contracts for legal sel
that are $125 for partners, $100 for associate, and $40 for paralegals. Howev
contract did not specify that the Legal Director establish the number of attor
that could charge the partner rate nor did it require justification for charging |
than one attorney partner rate for a specific case. Further, the contract do
specfy a notto-exceed amount that can be charged to a specific case after \
prior approval must be obtained before making additional charges.

According to MSD6s VLegal Director,
significant experience would be ahang the partner rate. In 2007, MSD conduct
a review of billings that concluded that the partner rate was frequently charg
more than one attorney assigned to the case. The Firm explained that its att
are classified mainly as equity or requity members, and since the contract dc
not specify a rate for this classification, the partner rate is used.

The contract also allows the assignment of legal work based on the reque
multiple individuals. According to the contract, the Films t o r ende
concerning legal matters when requested by the MSD Board, its Chairmi
Of ficers, or by MSDO6s Legal Counsel
Al a] | | assignments wi || be mad e b
provided by the Board, in which event the Board Chairman will confer directly
the Firm and will be responsible for verifying the accuracy of the bill rendere
connection with such assignment. 0
monitor a control the costs incurred with this contract.

Prior approval of expenditures in addition to the billing of hours is only require:
the contract for those costs related to expert witnesses. The contract states
AFi rm agreesptovabtai nMEbés apegal (
disbursement for expert witnesses or extraordinary matters in excess of
Hundred Dollars ($500.00) .0 Howev
A f] ees charged by gswvesidatore mystebe approvedtt
MSD prior to their payment. o Ther
approval from the MSD Board Legal Counsel, while another gives the authori
MSD in gener al and it i's mattedear
interpreted.

For all other expenses, the contract does not discuss prior approval and ¢
all ows for reasonabl e and necessar:
shall be reimbursed for all of its reasonable actualobyocket expenses incurre
as a direct and necessary incident to the performance of the professional s
performed pursuant to this Agreement, including transportation expenses (les
first class rates for air travel when available) and other traxpknses such a
meal s and | odging. o
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Recommendations

Regarding settlement offers that may occur while the Firm is in the proce:
|l itigation, the contract is silent
non-disclosure requirements in a settlement.ttl&maents are a significant lege
issue that can establish precedent and should be addressed by MSD witt
contract for legal services. The contract should make it clear that, as a |
agency, a settlement agreement with MSD is subject to the opeords
requirements stipulated by KRS 61.870, unless KRS 61.878 allows for a sp
exemption that this information is to remain confidential and is not subjec
release.

As for reporting any conflicts of interest, there is no requirement thaFithe

di scl ose any actual or potentMSDI Thtsc
information is needed by MSD so that a knowledgeable decision can be madt
whether MSD should use the Firm in litigation. Without this disclosure,

decision & to any conflicts of interest is made solely by the Firm.

This contract and its terms have not been modified since at least 2004, which
first contract year that was included in our review. The loose contract term:
lack of requirements reled to settlements and conflicts of interest provide f
controls with which MSD can control the costs and use of this contract.

We recommend that MSD amend its contract for legal services to ensure that
adequately controls the costsida responsibilities of the outside legal firn
Revisions should address the following areas:

e Specifically define the experience requirements for billing at the partne
associate rates. The contract should require a justification if the partne
is used by more than one attorney on the case. For optimal monitorir
MSD, the contract should require a written determination for each assi
case as to the expected number of attorney partners, associate:
paralegals, etc. This determinatishould also include a ntb-exceed
amount to be paid to the Firm for the assigned case. The Firm must ¢
written prior approval to exceed the maximum amount specified.

e Separate the types of legal work into individual contracts to impr
monitaring efforts.

e Designate the MSD Legal Director to assign contracted legal worl
needed.

e Require prior approval of any costs other than for time spent on a case
Firm attorney from the Legal Director. This includes any costs relate
travel, mals, expert witnesses, mock juries, and other costs incurrec
related to the Firmdés time costs

e Include a term that specifies the settlement process that should be foll

by the Firm.
e Include a term that requires the Firm to disclose any actugbtntial
conflict of interest between MSEL

Pageb4



Chapter 2

Findings and Recommendations

Finding 10: MSD
spent $2.1million
for co-bond
counsel services
with no
documented
justification .

Background

Between June 4, 2009 and August 24, 2011, MSD paid its bond counselsdd t
$2.1 million for legal services to issue bonds with a total par value of $1.75 bil
The legal fees for each bond transaction were paid in equal amounts to two
each of which has served MSD as bond counsel consistently since 1997.

officials, including its former Finance Director, could not provide a cl
understanding as to the duties performed by each bond counsel, the need

bond counsel, and the process through which the financial team, including tr
bond counsel, were seled.

MSD has been using the same outside firms on its finance team to assist in i
its bonds since 1993, except in 1995 and 1996. The finance team consists
outside financial advisor, legal counsel to the financial advisor, twd bouansels,
and the MSD Finance Director.

Auditors made inquiries attempting to gain a historical understanding of
selection process followed to procure the services of the various team membe
how it was determined that the same parties woalticue to serve when MSL
issued bonds. Auditors quickly learned that MSD had no institutional knowled
historical information to answer these inquiries. The former MSD Fine
Director, who retired on June 30, 2011, stated that the firms servingW&s®in
place when he began work at MSD in July 2000 and that he had no knowlec
how their services were originally procured. Other MSD personnel, including
MSD Legal Director and the MSD Controller, who is currently serving as
interim MSD Finance Director, were also unable to provide any insight as to
selection of these firms.

Because of the lack of institutional knowledge, auditors asked the outside fine
advisor about the selection of the bond financial team members. The
financial advisor stated that his company served as financial advisor to Jeff
County in the early 1990s and that the company was hired by MSD after a fc
Jefferson County Finance Director was hired by MSD to serve as its Fin
Director. Thefinancialad vi s or stated that t he
pri mary goal was to fAcreate a | ega
carry out a capital improvement program that would extend over many yee
provide sewer ser vi c i 1993 tocreaehtioat platfotn
MSD adopted a Master Bond Resolution. According to the financial advisor
1993 resolution is the underlying c

The legal counsel to the MSD financial advisor is a former meanichair of the
MSD Board and currently performs work as a subcontractor to the MSD B
Legal Counsel. According to the financial advisor, the former MSD Fina
Director in 1993 was creating the financing team and he assumes it was
context of stablishing that team that the former Finance Director asked his fir
retain this individual as the firmbd
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Current Selection
Process

The financial advisor stated that hiring this individual for legal services was
decision and procurement of his services was meagle a stipulation for his firm
to act as financial advisor to the district. The fees of the legal counsel t
financi al advisor are included in
those fees are approximately $15,000 to $20,000 peribsue€.

Bond counsel services for each bond transaction is performed by two se|
firms, who for the purpose of this finding will be referred to adood counsel A
and cebond counsel B. Gbond counsel A has served the MSD BoardLegal
Counselsince 1984. As for the specific services performed bipaal counsels,
there was no historical documentation available detailing this information.

The finance team does not change from year to year. According to all teaams,p
the financial advisor and dmond counsel selections are approved by the M
Board by passing each bond resolution. The resolutions, in addition to autho
the issue of bonds on behalf of MSD, include a list of parties authorized to prt
the financing services and legal opinions associated with the bonds.

When a bond issuance is anticipated by the financial advisor and the MSD Fi
Director, the financial advisor determines the required principal amount of the
issue, including all th costs associated with the issue. As part of this process
financial advisor contacts all parties he believes will be used to issue the k
Co-bond counsel B then drafts a resolution to be presented to the Boarc
approval. According te@o-bond counsel B, the bond resolutions they have draf
for MSD over the years have all contained similar provisions. The dra
submitted to the MSD Finance Director for review and approval before
resolutions are presented at a MSD Board meeting taptemh.

Based on this information, it appears that the MSD Finance Director is the i
decision maker on behalf of the district; however, the former Finance Directo
not know why two firms were hired as-bond counsel and stated that both firr
Ahad an extensive historical Knowl €
assuming that is why they were bot|
the former MSD Finance Director is uncertain as to specifically why MSD hires
bond counsl.

In discussing the selection process with the Executive Director and some ¢
current and former Board members, who served on the Board at the time mi
these bond issues were approved, they stated that they relied upo
recommendation of thformer Finance Director in the selection of firms involv
in the bonding process.
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Sevices Provided
by CoBond
Counsel/Fees

According to the Government Finance Officers Association (GFOA), a best pre
for selecting bond counsel, as approved by the GFOA Executive Board on Fet
22, 28, is for counsel to be selected using a competitive process and to revie
relationships periodically. A request for proposals (RFP) or request
gualifications (RFQ) permits issuer
firm or firms that best needs the needs of the type of financing undertaken. An
best practice adopted by GFOA relating to the sale of bonds recommends i
select financial advisors through a competitive process and to periodically re
those relationships.

A bond counsel is to provide an opinion to affirm that the bonds have been le
authorized, that all necessary procedures have been followed to issue the bon
that the bonds are tax exempt under law. peignissible for an organization to us
one or two bond counsels in association with a single bond issuance.
determination is made by the client after considering a number of factors inch
the complexity of the issuance, counsel expertise, parevaf the bonds, anc
market conditions.

I n di scussi ngbonMS$dddssl in assoeiationfwithdt® bond issuanc
current and former MSD Board members interviewed had differences in
understanding of MS DO s -borel eainsef. o Furthér,
statements made to auditors by the former MSD Finance Director and ct
interim MSD Finance Director indicate the client itself was uncertain regarding
need for and the actual services provided by thieatw counsel.

The curret Board Chair stated that it was his understanding that it was advisal
have cebond counsel when handling such high value bond issues. He ini
stated that his understanding came from the former Finance Director, who r
from MSD in June 201 , and that the reason w
accept. o However, in a subsequent

that his understanding for the need forbmmd counsel was provided from tr
MSD financial advisor who had recently mada presentation to the MSD Boar
One former Board member stated that he also understood the needbimndcc
counsel services was due to the large amount of funds involved and that
would want the most advice possible when dealing with that amoumbrody.

One former Board member thought perhaps the use-bbod counsel services ha
something to do with MSD6s Women B
Enterprise goals, while another thought perhaps there were two different sco
work beng performed by each bond counsel and one firm could not do all the v
Two other Board members stated thebomd counsels were who the forma
Finance Director and MSD had always used and provided no explanation as t
co-bond counsels were necessa
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In discussing the services provided bybmnd counsels with the former Financ
Director, he stated that dmond counsel B prepares the preliminary bond resolu
that is presented to the MSD Board and supplies an opinion on the bonds, wh
bond counsel A prepares the ordinance and any other information presen
Louisville Metro Cougil. The currentinterim MSD Financial Director gave ¢
similar description of the work performed by bothlmmnd counsels.

When asked whether bond counsaivices could be provided by one bond couns
the former Finance Director stated one firm could certainly do all the work anc
MSD did not need two law firms. The former Finance Director had discusse
possibility of a sole bond counsel with-bond counsel B on more than on
occasion, and was told during the most recent of those discussions that the
could provide all the bond services, if requested by the client.

The Caebond counsel B acknowledged having a discussion with the formerdéin
Director before he left in June 2011, but also stated that there were no fi
discussions with anyone at MSD concerning the topithe former Finance
Director stated that he had discussed the potential of a sole bond counsel witt
officials, induding the MSD Board Chair and Vigghair prior to his retirement
from MSD; however, neither the Chair nor the \{Ckair recalled such &
conversation.

Auditors asked during separate interviews witkbond counsel which firm shoulc
MSD select if it deitled to use a single bond counsel.-lCLond counse
canot comment on that. -dohdacbudsel Atsthtec
that he believed his firm would be the most logical choice because of his exp
with MSD.

In discussingthe cebond counsel services and fees withbomd counsel B,
auditors were told that they would be contacted by the financial advisor, advis
the anticipated bond transaction, and then would be asked to provide an indi
guote for their anticipad fee.

Co-bond counsel B stated that the bond issue is discussed internally by the fir
after considering the complexity of the specific bond issue, the amount of tii
would take to do the work, the amount of documentation needed and the
involved in signing an opinion letter, the firm would give the financial advisc
guote for legal servicesCo-bond counsel B stated that their fee was based on 1
estimation of what was needed to perform their work and that fees were deter
indepemlently from cebond counsel A.
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Co-bond cousel A issues an opinion that in addition to-kcond cou
opinion also includes the work the firm performs in presenting resolutions b
Louisville Metro Cougil. Cobond counsel A stated that the iopns provided
determine the bond rates. When asked how performing the additional work dc
Co-bond counsel A would affect their feeo-bond counsel B stated that the fe
would likely not change.

Contrary to what auditors were originally told bg-lond counsel Bgco-bond

counsel A stated that he andtwond counsel B work together and present a fes
MSD. He said it would be unfair to charge differently and that they work toge
to negotiate a fee. Eight days later;bmnd counsel B contaad auditors and
stated that i [-korjd hceunsél ipraviding the sameodpinion
identical and one would therefore e

As a point of interest, auditors observed that the invoices from theratcounses
were completely identical including the invoice language, information, fo
format, and font. Gdondco u n s e | A stated t ha tbond
counsel is coordinated; however the service were not the same and MSI
always aware of the variosse r vi ce per f or mebdndboynset B
stated that they had never seen anyebamnd counsel Abs i
account for why the invoices were identical.

Though multiple criteria is considered when establishing the legal fees
associated with a bond issue, the followiwg tables provide the legal fees paid b
MSD and othempublic utilities as a percent of the par value of bonds issuec
public utilities. As evidenced by the information in the tablond counsel legal
fees paid by MSD are a higher percentage than other listed utilitiesldition, the
Commonwealth of Kentucky paid an average of approximately .02 percent fi
bond issues with a par value totaling over $3.7 billidhowever, legal fees for
bond issuewvary as evidenced by an April 15, 2010 issue by the state, which
over .04 percent.
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Table 7. MSD Bond Counsel Feefrom July 2008 through August 2011

Description of Par Value of | Number | Name of Bond Counsel Bond Bond Counsel
Issue Bonds Issued | of Bond Counsel Fees %
Counsel Fees
Series 2009A $76,300,000 Two Co-bondCounsel A $90,000 .24
Revenue Bonds
Co-bondCounsel B
$90,000
Series 2009A $226,300,00 Two Co-bondCounsel A $125,000 A1
Bond Anticipation
Notes Co-bondCounsel B
$125,000
Series 2010A Bond $226,300,000 Two Co-bondCounsel A $125,000 A1
Anticipation Notes
Co-bondCounsel B
$125,000
2009 Revenue $225,800,000 Two Co-bondCounsel A $135,000 12
Bonds
Co-bondCounsel B
$135,000
2009 Build $180,000,000 Two Co-bondCounsel A $150,000 A7
America Bonds
Co-bondCounsel B
$150,000
Series 2010A Build  $330,000,00¢ Two Co-bondCounsel A $150,000 .09
America Bonds
Co-bondCounsel B
$150,000
Series 2011A Bond $226,340,0000 Two Co-bondCounsel A $125,000 A1
Anticipation Notes
Co-bondCounsel B
$125,000
Series 2011A $263,360,000 Two Co-bondCounsel A $150,000 A1
Revenue Bonds
Co-bondCounsel B
$150,000
Total/Average $1,754,400,00( $2,100,000 12

Source: Auiditor of Public Accountbased on information obtained from MSD
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Table 8: Other Entity Bond Counsel Feedrom July 2008 through August 2011

Entity Description of Issue | Par Value of | Number | Name of Bond | Bond Bond
Bonds of Bond | Counsel Counsel Counsel
Issued Counsel Fees Fees %
Louisville Series 2009A and | $202,930,00¢ Two Co-bond $192,956 .10
Water 2009B Counsel 1
Company
(LWC) Co-bond $14,441
Counsel 2

LWC Total $202,930,00(¢ $207,397 .10
Lexington- 2009 Series A $35,960,000 One Bond Counsef $32,364 .09
Fayette Urban Revenue Bonds
County
Government
Sewer Division
(LFUCG)

2010 Sewer $13,860,000 One Bond Counset $12,474 .09

Refunding Issue

LFUCG $49,820,000 $44,838 .09
Total/Average
Sanitation 2010 Series A $75,000,000 One Bond Counsel $54,504 .07
District 1 of
Northern
Kentucky
(SD1)

2010 Series B $42,310,000 One Bond Counsel $37,119 .09
SD1 $177,815,00( $303,677 .08
Total/Average

Source: Aiditor of Public Accountsbased on informatin obtained from LWC, LFUCG and SD1.

* Issued RFPs

Note: SD1 information provided in the table above does not include the 2010 Series C&D bond issue that had legal fees tot
$212,054. SD1 has a cap on Bond Counsel Fees of not to exceed $61,583yger However, the Board of Directors
approved additional compensation for additional work to attain the Recovery Zone Allocations from counties across
Commonwealth.

Recommendations We recommend the MSD Board formally adopt a policy to seleud lsounsel and
a financial advisor through a competitive selection process using either a R
RFQ. This competitive process should assist in determining those most qualif
perform the services, while also provide an opportunity to control the obs
issuing bonds. If ctbond counsel is desired, justification for-lsond counsel
should be provided to the Board for its review and approval. The RFP or
should state the services desired, the length of the engagement, the eva
method, the dection process, and a cost proposal to provide services.-bibrd
counsel is being engaged the RFP, RFQ, or engagement letter should spec
roles and responsibilities and tasks assigned to each firm to minimize pot
duplication of work and is. MSD should ensure proper oversight of le
counsel to ensure work is progressing and coordinated as required by the
RFQ, or engagement letter.
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Finding 11: The
lack of a policy
development
process results in
duplication of
work and
potentially
unnecessary legal
fees.

We further recommend the MSD Board be fully apprised of the RFP, RFQ,
engagement letter forrgcuring services, the method used to select bond cou
and financial advisor, the tasks to be performed by counsel and financial ad
their fees and other bond issue costs.

MSD lacks a defined process for the initiation and development of policies, w
has resulted in duplicative work and potentially unnecessary legal fees. Polic
MSD may be created or revised throughariety of avenues. The MSD Board «
the Executive Director may request that MSD staff develop or revise policies.

may also begin this process internally and bring new or revised policie
management for discussion and to determine whethieshiould be brought to the
Board. Further, the Board or Executive Director may also request the MSD E
Legal Counsel to produce policies. There is no specification for which of t
methods should be, or may be, employed in the policy developnusegs: This
can allow for certain individuals, including staff or the Board Legal Counse
work toward developing the same policy at the same time, without the knowl
of the other parties work.

Based on interviews with MSD Board members, MSDfstaid the Board Legal
Counsel the process to develop recently proposed ethics policies are an exar
the confusion that can arise when no defined procedure exists. According to
legal staff, they began drafting new ethics policies with the irerdgf presenting
the proposed policies to the Board. Staff stated that the members of the |
Committee of the Board were aware of their work. At the same time, the E
Legal Counsel drafted ethics policies for the same purpose to also preseat
Board. Neither party stated they were aware of the others work until the end
process.

It is the position of the Board Legal Counsel that the work performed on the €
policies was at the request of certain Board members. Upon intervi@osgl
members, one stated that the entire Board had requested Board Legal Cou
perform the work, though no record of the request exists in the Board minutes
Chairman of the Board Policy Committee stated that he thought it wz
cooperative effd between Board Legal Counsel and internal legal staff. It wc
appear that confusion from many parties resulted in duplication of service
internal staff and Board Legal Counsel, and may have resulted in unnecessar
fees.
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Recommendations

Finding 12: The
Louisville Green
Corporation
bylaws specify by
namethe President
and the special
legal counsel.

At a partner ratef $130 per hour, Board Legal Counsel fees can nearly double
hourly costs in the development of policies when compared to the average |
rate paid for internal legal staff of approximately $73 per hour when inclu
estimated benefits. While trexperience and expertise of outside counsel may
required in the development of certain policies, the most efficient method shot
considered first. Should outside legal expertise be required, it should only oc
the direct request of the Boaod Board Policy Committee during a meeting, or t
Executive Director or Legal Director at other times. As the client, MSD shi
determine when services are needed by the Board Legal Counsel. This .
MSD to control costs and ensure that there isdaoplication of work between
internal staff and a third party contractor.

MSD should develop a policy or process by which policies are to be initiatec
developed and subsequently brought before the Board. This should include
has tle authority to initiate policy development and who has the authorit
authorize the expense of Board Legal Counsel to assist in the process.
making an initial request for a new or revised poligse of internal staff should b
considered first, wén possible, to ensure the most cost effective methods of p
development are used. A determination for the need of outside legal exg
should be made in consultation with the internal legal staff.

The bylaws drafted for the Louisville Green Corporation in 2005 by the M
Board Legal Counsel, specify by name who will be the President and who w
employed as special legal counselnstead of referring to a position title c
including a provision that the corporation may employ or contract for indeper

counsel, the actual names of MSDOSs
Counsel are used in this document. To avoid thal neeamend bylaws, this
document shoul d not contain i ndi v

fundamental items that will not change. Specificity related to a position or det
duties should be accomplished through policy manuals or board resolutyns
specifying the actual names of individuals, an appearances éxatthe attorney
was ensuring that his personal interests were represented and not those of his
when he drafted these bylaws.Further, this circumvented a transpare!
competitve process to select the legal counsel for Louisville Green.

According to the Rules of Professional Conduct for Kentucky lawyers, a confli
interest exists if there is a significant risk that the representation of the client w
limited by a pesonal interest of the lawyer. The Supreme Court of Kentucky is¢
these rules to govern the conduct of lawyers licensed in Kentucky. Specifi
Kentucky Supreme Court Rule 3.130(1.7) prohibits a lawyer from represent
client if the representatiminvolves a concurrent conflict of interest. This rule sta
that:
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Finding 13: MSD
Board provides
inadequate
investment
oversight andlacks
sufficient
information .

A concurrent conflict of interest exists if 1) the representation of one
client will be directly adverse to another client; or 2) there is
significant risk that the representationasfe or more clients will be
materially | imited by the | awyer
former client or a third person or by a personal interest of the lawyer.

While these bylaws can be amended, the Louisville Green bylaws stipulate
changes can only be made if six of eight board members agree. This stipt
validates the reason that specificity in drafting bylaws should be avoided be
needed changes can be difficult to make.

We reconmendthe Louisville GreenBoard amend its bylaws to remove specifi
names of individuals. The Louisville Grebylaws should be free of any redunda
or unnecessary terms that may complicate the governance of this corpol
Further, we recommend the Louisville Green Boardcsaldegal counsel through
transparent, competitive process as similarly recommended in Finding 6.

MSD invests hundreds of millions of dollars from bondgeeds in a proprietary
investment programthrough a thirgparty investment management firthat

provides MSD withlimited reporting on investment holdings and the investm
process. This lack of investment information provided by imeestment
managerant firm combined with no known inquiries into the details of f
investment program by the Board means that the fiduciary body of MSD doe
know the level of investment risk ardnnot ensure whethgwestments are secur
throughcomplancewith MSD policies or other regulations.

Based on a review of the financial information presented to the Board by MSD
and discussions with certain MSD Board members, knowledge of the inves
program details are limited. Monthly financial statements plexvito Board
membersy staffc ont ain a single |Iine item
MSD. In addition, Board members receive a quarterly financial report that con
a page showing the current value of investment holdings by category. N#itt
those reports identify which of the holdings or what part of the income is del
from the Yield Enhancement Program, which is the primary investment progre
MSD. They also provide no information on the program activities or strate
This is rot in keeping with Section 7.03 of the MSD Investment Policies, wt
requires that the Executive Director to submit a sanmual report to the Board t
include investment activities, portfolio performance, risk characteristics,
investment strategiedt is not clear why this report is not presented to the Boarc
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Interviews with Board members revealed that some members are not familial
the actual process undertaken by imeestment management firnegardingthe
Yield Enhancement Prograndid not know that the program is proprietary |
nature, and in some caseé& notknow of the program in general. This indicat
that the risk factors of the investment program have never been made fully av:
to the current Board memberghich would #dow the investment process ti
undergo a proper review by the primary fiduciaries of MSD.

This appears to have been causied,part, by the Board failingo request
investment information, which may be due to the program providing MSD wi
returnon these types oinvestmentssignificantly higher than may be reasonak
expectedand thereforethe perception that does not need further scrutiny. MS
investment income levels for each of the last two years have exceeded $30 n
Such returns mayave encouraged a lack of inquiry due to the investments pr
realized by MSD.

A further lack of providing investment information to the Board also appears t
due to the investment management f
unwillingness to share details of the investment process in an open format, sus
Board meeting. According to interviews, the presentation of the investm
program to the Board was performed by the forfeanceDirector. The exact
information presented tBoard members at this initial proposal is unknown.
order to protect the proprietary nature of the program, it does not appea
program details were given to the Board. While such proprietary claims me
normal operating procedure for the prvatector, transparency in public agenci
dictates that the process be evaluated in a more open and forthright manner.

Considering funds invested ijust one investment category of the Yie
Enhancement Program has been as high as $431 million in M@tdhthere is a
potential for substantial loss to MSD if amvestment management firand the
investment practices are not properly reviewed. Prior to investing such large 1
the Board should be certain that the risk levels of the investment progagrh the
expectations of the agency and can ensure that the funds used to provide
necessary public service are protected. It must also ensure that the inve
program is providing the greatest benefit to MSD for the proceeds being invest

Through review of investment program documentation, interviews with MSD ¢
contractors, Board membergnd in consultation with other government
investment entitiesauditors have determined a number of factors that should |
been revealed to thBoard for consideration prior to investment in the Yie
Enhancement Program.
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Potential for Loss of The greatest risk that must be considered by a public board in reviewin

Funds

investment program is the safety and security of the funds beingedve8iSD

invests the proceeds obtained through the issuance of bonds in order to off:
interest that must be repaid on those bonds. These investments are purpc
restricted by the bond requirements in order to minimize the risk to the funds.
is why most investments are restricted to federal government securities and 1
market funds.

According to documents provided by MSD, the Yield Enhancement Program
invest in government securities, but in order to enhance the immediate Yiel
those investments thevestment management firrmust employ a buying anc
selling tactic that it considers a proprietary process. According tonvestment
management firmthis provides for a greater return on the investments than
basic interestate of the security. It appears that this tactic has been successi
the investment management firnbut this tactic introduces a greater risk to t
investment practice that does not exist through the kmasicmore conventiona
program ofinvestmen in government securities. It does not appear that the Bi
was ever informed of this additional risk and that current MSD staff may
understand the elevated risk of the investment process.

While the Yield Enhancement Program has been alijertgate significanteturns
for MSD, this is, in part, due to the nature of the recent makdtinterest rate
environment The investment management firns currently able to buy
government securities and then sell them at a premium when interest rates d
newly issued securities. By buying securities with a long term maturity rate
investment management firis able tocapturehigher interest rates associated wi
those long term investmerasd then selectively time the sale of these secutdie
maximize returns in thghort term

The risk associated with this practice occurs when the market rises and interes
increase. If MSD has purchased a security with an interest rate lower than th
market rate, it would not be possible tol seithout a significant loss. Also, the
current securities being bought through the Yield Enhancement Program are
term, whichmay not meet the short term liquidity needs of MSD. The purpost
investing bond proceeds by public agencies sntablethose agencies to earn son
amount of interest on temporarily excess idle funds while also ensuring ade
liquidity for future debt service obligationsSince the investments are made
longer term maturity securitie®]SD is then at risk of not hawnimmediate access
to the invested funds for these payments, unless the investments are sold
market rate available at that time. It is for this reason that governmental units
as the Commonwealth of Kentucky rarely hold bond proceeds relatestnments
with maturities longer than five years. It is also why the MSD Investment Pol
prohibit securities purchased with Revenue Fund proceeds from having a me
beyond five years. Policies further require that investments from Capital |
proceeds cannot have maturities beyond three years.
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Program
ManagemenEees

While the Yield Enhancement Program appears to have brought MSD an exc
return on investments, it does not appear that the program was entered into w
disclosure to the Board of all progransks and is not in keeping with MSL
investment policy. A certain level of risk could have been disclosed through a
opinion letter that was obtained by MSD staff at the recommendation of
investment management firm The opinion letter outlineshé practices of the
investment program and provides some indication of the risks. While the lan¢
does not explain the full risks of the program, it would at least have provided E
members some indication that the risk level was greater than typrestments in
government securities. This was never shared with the Board due to conceri
the proprietary program may become subject to discussion in an open me
Among others, this letter was addressed to the Board Legal Counsel; howev
Board Legal Counsel stated he is not familiar with the Yield Enhancement Pro
or the name of the investment firm that manages it.

The primary purpose of the legal opinion letter is to certify that the Y
Enhancement Program does not violate aerf@deral government securitie
investment rules. It opines that the program does not violate these rules; ho
based on a review of the investments made under the program and the spec
nature of process, a separatéependent sourcghouldevaluate the program. This
would be a precautionary measure to ensure that MSD investment practici
within acceptable guidelines set forth by federal regulatory bodies.

Based on interviews, it is also unclear if Board membederstand the full exten
of the fees being paid to the investment management firm arfthémeial advisor
for management of the Yield Enhancement Program. MSD currently pays
percent program manager fee on all investment returfiBis fee is curnetly
divided between two firms. The investment management firm receives ten pe
and determines which securities will be purchased under the programs ar
timing of any purchases and sales. The firm MSD considers to be its fine
advisor receive five percent and monitors the funds MSD has available
investment.

Program management fees are realized when a profit is made through the :
MSD holdings. Because sales are made often under the Yield Enhanc
Program and the sales hawvstbrically made a profit, program management fe
paid by MSD are extensive. The following table contains the fees paid to boi
investment management firm and the financial advisor.
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Table 9: Program Management Fees for the Yield Enhancement Program

Fiscal Year Financial Advisor Investment Management
Firm

FY 2009 $1,209,652 $2,041,414

FY 2010 1,473,141 2,946,382

FY 2011 1,066,838 2,133,675

Totals $3,749631 $7,121,471]

Source: Aiditor of Public Accountsbased on information provided by MSD.

The management fees for the Yield Enhancement Program seen in the tat
more reflective of a higher risk investment practice, such as a heddethan a
low risk government securities program. According to fihancial advisor and
documents provided by MSD, theeld Enhancement Prograi® not a hedge fund
or other sophisticated investment program. Instead, it appearsvibgtment
managemet firm is merely managing a securities programaimannerthat has

more risk than normajovernment securitiggavestment practices. For this reasc
it is unclear why MSD would be expected to pay such a high management fee
investment managemefmm. Also, it is unclear why thBnancialadvisor receives
a portion of the large management fee. See Fintirfgr further discussion of the
financialad vi sor 6s rol e in the investment

The management femanalso hae a significant impacbn the investment returns o
MSD. While the Yield Enhanoeent Program has provided MSD with returns,
has never been compared to the potential returns of investment options with a
management fee. Due to the management fee being based on naalfiedf the

investment program, it is in the best financial interests of itheestment

management firnio achieve as much of an immediate return on the investme
ensure a consistent revenue through fees. While this also provides MSD
funding D reinvest, the management fee erodes that amount remaining for M
invest.

Because the Yield Enhancement Program is based on the sale of securitie
interest rates higher than those currently on the market, the reinvested
reasonably mustventually be invested in a newer security with the lower mai
rate. Since the sale of the higher rate security nets a premium for MSD it prc
more to be invested at that lower rate and should be nearly equal, but because
percent fee is paidhe reinvested amount is much lower. This can mean that N
earns a lower rate of overall return than theyuld have had theleld the higher
rate security for a longer term.
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Recommendations

Had MSD followed the requirements of its current Investment Policy, acigufi
amount of information about the investment program would have been |
available to both MSD Board members and staff. It would have also provide
an open and transparent procurement process at the initial stages of ap
Currently,section3.01 of the Investment Poliagquires that MSD publicly solicit
Request for Proposals (RFP) for all investment services. The requirements f
RFP would have given all stakeholders at MSD a better understanding c
program details and ensured this# management fees are competitive.

It appears to have been the practice of the MSD Board to rely on staff an
financial advisor to determine appropriateness and risk levels of MSD investi
programs. Particularly the former Director of Finahes been cited as the primal
oversight authority and contact point for such activities, but he has not hi
position with MSD since June 30, 2011. In addition, fihancialadvisor has no
contract with MSD, so he has no contractual obligation torathe interests of
MSD. As Findingl4 also states, thBnancialadvisor, due to the personal benet
he receives through fees, has a conflict of interest in his ability to provide a
concerning the Yield Enhancement Program.

The MSD Board must retve sufficient information about its investment prograil
in order to properly ensure funding is secared compliant with all applicable
policies and regulationsMSD policies already require regular investment report
and the fiduciary duty of Board embers dictates that they should request s
information if not given to them. Regardless of the proprietary claims o
investment firm or the perceived returns of the program, MSD Board member
staff cannot be lax in enforcing good governancedstads of transparency an
openness.

MSD should, at a minimum, follow current Investment Policy and provide
Board with detailed sem@nnual reportsas to the holdings of the investmel
program, investment activities, risk levels of gm@gram, and program strategie
However, we recommend the policies be updated iandstmentreports be
provided to the Board, or to a Board investment committee as recommenc
Finding16, on a monthly basis. Board members should request such atfomif

not provided by staff.

MSD should follow the requirements of the current Investment Policy and ann
solicit Request for Proposals for investment services that contain all required ¢
of the investment management firm and the serviagsgbprovided. In the
interests of transparency, MSD should not enter into a proprietary invest
program that does not disclose all details of the program to the Board member
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Finding 14: MSD
financial advisor
hasconflict of
interest

The financal advisor used by MSD to provide independent evaluations

recommendations for investment opportunities also acts as a program mana
the primary MSD investment program and receives substantial fees based !
gains of those investments. Haviagnanagement role in the investment progr:
and receiving fees based on the program profits creates a conflict of interest 1
financial advisor and calls into question his ability to act in an independent n
on behalf of MSD.

As discussed in Rding 10, MSD has regularly obtained the services of a sin
financial advisor since 199&ithout a competitive proceds provide advice and
consultation for a variety of services, including the MSD investment portfolio, k
issuance, and other debtatld servicesThe purpose of hiring a financial advisc
to assist with investments is to provide MSD with an independent expert
understands the complexities of investment strategies and can act
representative in the financial markets on bebBMSD.

MSD does not currently have a specific contract with the financial advisor
outlines the consulting services to be provided, though he is considere
designated advisor to MSD. Instead services are obtained as needed for iten
as bad issuance, where fees are paid based on the individual agreements ¢
transaction. As detailed in Finding 13, esvices related to the MS[Yield
Enhancement Prograare established in a collective agreement between MSD
financial advisor, and aimvestment management firm. These fees are based o
yields generatetfom theinvestmenteturns allowing the financial advisor to shar
in the profits.

The fundsnvested in the Yield Enhancement Program by M&Dgenerated from
bond proceedsAccording to the financial advisothis program was first initiatec
in 2004 when he was approached by an investment management firm wi
program that it claimed was proprietary and would provide for a greater yiel
the proceeds of the bonds issued MD. The financial advisor brought th
program to MSD and recommended the investment opportunity. MSD appt
the investment program and entered into an agreement with the inves
management firm and the financial advisor, paying a 10 percent pragemager
fee on all investment gains. The financial advisor and the investment manag
firm are named collectively as the Program Managers for the investment pro
with the fee evenly divided between the two.

According to the financial advispfederal regulatory changes required a change
the Yield Enhancement Prograreo it was modified in 2008 and a new agreem
was made with MSD. The new agreement continues to name both the inves
management firm and the MSD financial advisor asRhegram Managers. The
Program Manager fee for the new agreement increased to 15 percent ¢
investment gains, with the investment management firm retaining 10 percer
then paying five percent to the financial advisor.
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The Yield Enhancement Pgpnam agreement states that the Program Marsag
collectively hae the authority to arrange for program transactions on behal
MSD and directly authorize the purchase or sale of money market funds or
and Local Government Series obligations (SLG®hile the program managemer
role of the MSD financial advisor is not specifically described in the agreemer
has stated that he determines and monitors the MSD funds that are availe
maximize the amount for investment in the program.

Over a hreeyear period,efinancialadvisor has been paidore thar$4.6 million
in fees for services provided to MSD. The fees for the Yield Enhancel
Program are particularly lucrative. The following table contains the paym
made to the financial acsor by MSD from FY 2009 through FY 2011 for both tt
Yield Enhancemen®Program and advisory services related to bond and other
services.
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Table 10: MSD Investment Related Fees Paid to Financial Advisor
FY 20097 FY 2011

Invoice Date Advisory Services Fee | Yield Enhancement Program Fee
FY 2009
10/6/2®M8 $27,736.22
10/16/2008 54,238.52
11/18/2008 188,944.56
12/18/2008 93,222.66
1/15/2009 144,571.88
2/12/2009 354,725.81]
2/25/2009 $75,000
3/13/2009 130,237.54
4/9/2009 19,572.07
5/15/2009 147,200.43
6/4/2009 95,000
6/12/2009 49,202.@
FY 2009 Totak $170,000 $1,209,651.77
FY 2010
8/14/2009 3,644.49
8/21/2009 215,000
9/18/2009 123,354.64
10/23/2009 649,380.91
11/23/2009 140,000
12/3/2009 40,055.37
12/21/2009 538,228.54
1/8/2010 9,575.60
2/26/2010 3,691.01
3/22/2010 11,010.71
4/13/2010 23,668.94
5/17/2010 2,648.21
5/26/2010 90,000
FY 2010 Totak $445,000 $1,473,141.05
FY 2011
7/15/2010 183,828.79
8/19/2010 316,272.43
8/23/2010 42,071.21
9/20/2010 16,151.29
11/1/2010 11,516.48
11/23/2010 47,353.54
11/30/2010 165,000
2/16/2011 7,031.02
3/2/2011 95,000
3/22/2011 27,623.10
4/12/2011 118,010.36
5/13/2011 120,789.38
6/14/2011 176,190.07
FY 2011 Totak $260,000 $1,066,837.67

Source: Auditor of Publid.ccouns based on information provided by MSD.
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As a Program Manager to the MSD investment program and as a recipient ¢
based on the investment yields, the financial advisor appears to have entered
arrangement more similar to a partnership with itheestment management firn
rather than an independent party advising on the interests of MSD. By rece
fees from the profits of the program, tfimancial advisor is no longer just
representing the interests of MSD but his own as well. This cah esulack of
independence, and as a manger within the program, may caudsetiealadvisor
to allow a greater investment risk on behalf of MSD in exchange for a gr
potential profit.

In addition, MSD currently lacks a contract with an indejet financial advisor
that is unrelated to any investment program, including with the firm the
considers itginancialadvisor. This means that no firm has a contractual fiduci
duty to represent the best interests of MSD. Also, as seen in Fib8ingSD

lacks sufficient staff to properly navigate financial markets and investme
Without an independent experienced financial advisor, MSD cannot ensure th
program has been effectively evaluated to meet the needs of MSD in both

expectéons as well as the risk to bond proceeds.

Financial advisors should be retained through a contract that is exclusive of
investment program and based solely on the advisory and consulting service
are to be provided by the individual or firmBased on consultation with othe
governmental investment entities, investment consultants should be obf
through an open procurement process seeking firms free from connectio
conflicts with investment firmsFees should be a single agreed upia based on
the total investment pool being managed. This provides for an indepel
financial advisor loyal only to the interests of MSD with all management
consulting duties specifically stated within a contract.

MSD should undejo an open procurement process on a periodic basis fo
experienced financial advisor to provide advice and consultation related t
investment portfolio of MSD. This contract should be sepdrate other financial
services such as the issuance bainds, which may be negotiated on a
transaction basis. The contract should require the financial advisor to be fi
conflicts with any investment firm doing business with MSII fees for an
investment consultant and advisement contract shoulal $irgle fee based upo
the amount of funds to be invested and the type of investments that are expe
MSD.
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Finding 15: MSD
does not have
financial staff or
Board members
with background
or specific
experience in the
types of
investments and
other related
financial activities
undertaken at
MSD.

MSD does not have staff or Board representation with sufficient financial expe
to adequately understand and analyze the various financial programs and ac
undertaken by MSD at the direction it externalinvestmentmanagenent firm
and financial advisor Without the expertise and ability to understand and evall
such progr ams, MSDGO6s assets may be
not be assured of receiving the most competent, complaamd economical
financial advice.

MSD usesan investmentmanagenent firm and a financial advisdo oversee a
variety of investment and financial management prografitse amount of MSD
funds available for investment that are under the control of thesiment
managenent firm and financial advisomat any one time can range fror
approximately $100 to $400 millionThe programs and financial instrumented
by these entitesar e desi gned to maxi mi ze MS
also to help MSD mage interest rate exposure on the various bond issues.

TheYi el d Enhancement Progr am, i n whi
been invested, was deemed proprietary byrthestment management firm used t
MSD. Per an agreement withishinvestmentirm and the MSDfinancialadvisor,
MSD is payinga total of 15 percent of the income earned on the investr
program. Those fees totaled $11.7 million fielY 2009, 2010, and 2011.

Prior to August 2009, MSentered into several interest rate swapsn the advice
of its financial advisar Swaps are a financial tool thaltow the exchange of fixec
or variable interest rates between two parties, thien properly designed an
implemented, can assist MSD in effectively managing interest rate expe
resulting from the many bond issues required to fund the various MSD c:
programs. MSD, as of fiscal year ending 201is interest rate swaps witHace
value in excess of $1 billionDue to market fluctuation8)SD had an unrealizec
fair market valie loss of $8,445000at the end oFY 2010that was reduced tma
unrealizedfair market value loss of $55,808,000 at of the end of FY 2011.
strategy with such risk and significant financial implications identifies the neec
strong Board oversight.
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MSDO6s former Finance Direct or invweatmentt
management firm and financial advisand was the single individual at MSD wh
was most knowledgeable,a@nd actively involved in, the investment and financ
managemenprograms. The former Finance Directoetired fromMSD in June 30,
2011 and took a similaposition outside the stateThe MSD Executive Director
appointed the MSD Controller as interim Finance Director until such time

replacement for the FinancerBctor could be hired. We requested documenta
that the Executive Director authorized tleemer andinterim Finance Director to
engagean external investment management fom behalf of MSD; however, nc
documentation was provideduring the coursef the examination, any question
posed by the auditors to MSD staff regarding specific details of the invest
programs or financial activities almost always resulted in those questions

forwarded to, and the answers being provided byM8® financial advisor and/or
the former Finance Director.

Upon reviewing the background and experience of the current MSD Board,
apparent that the current MSD Board does not include any members with s
identifiable financial expertise relative tbet types of investment activities an
programs used by MSD. Further, the MSD Board has no investment committe
does the Board Budget Committee receive detailed investment informatic
specifically monitor the MSD investment activity or programs.e Tack of Board
expertise and a committee to oversee investment activity increases the ris
investment activity and programs will not adhere to MSD investment policies.
exampl e, i nvest ment policies stantat,
the Boardodés discretion, the Execut
Proposals (RFP) for investment services which will be prepared in compliance
MSD6s Procur ement Pol i iowestmentexpertisebn then
Board, addional oversight may have avoided this violatioof the hvestment
Policy.

We recommend that MSBEnsure that te finance staff include person or person:
with strong financial and investment kmiedge and experience to enab
investmentnd financial strategies to be based on the knowledge and underste
of such activities by MSD staff and not solely on the advice of third party advis

We further recommend that MSD Board membership include at least
professional who is partidarly knowledgeable in investment and financi
management activities commensurate with the types of activities in which 1
may engage. In addition, we recommend the MSD Board create an inves
committee whose members are responsible for the overdighvestment activity
and programs. The committee should include, at a minimum, one professione
is particularly knowledgeable in investment and financial management activitie
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Finding 16: MSD
has insufficient
policies regarding
investmentand
other financial
activity.

We recommend the investment committee receive detailed repoffting ® S [
investment portfolio, all investment activities, programs, trends, and strategies
investment committee should have a thorough understanding of existing inves
policy, and propose additional policies as deemed necessary. The com
shauld question staff and financial advisors regarding investment activity
programs to evaluate compliance with investment policies.

MSD has not updated itsuastment Policy since it was adopted on February
1995. Further, no policy has been developed to address the use of interes
swaps. An entityods policies should be

responsibilities related to major financiattivities including the investment o
funds or other financial tools. MSD has increased its investment activity ove
years, and has also entered into an extensive number of interest rate swaps tf
had a profound impact on the liabilities of MSD

KRS 66.480 provides MSD with the authority to invest and reinvest its funds.
statute requires that a governing body subject to its requirements adopt a v
investment policy by January 1, 199MSD06 fnvestment Polig doesaddress key
issues required by KRS 66.480; however, the policies are not comprehensive a
not fully reflect the current investment activity of MSD. TlheestmentPolicy
does not addressxternal financial advisors and the role they should play in
investment proess. However, MSD has used a financial advisor for many y
who MSD paid over $4.6 million for those services.

In addition, the Yield EnhanogentProgram discussed in Findings 13 through 1t
considered a proprietary investment program that potgrdiaploys an investment
process beyond the basic investment activity envisioned in the current Inves
Policies. Considering investments in this particular program can range from
million to over $400 million, policies must reflect the processesvhich funds are
allowed to be invested and how that process will be evaluated and monitoi
ensure the proper handling and security of those funds. Current policies ¢
appear to envision the type of investment practice employed under the

Enhancement Program.

MSD alsohas interest rate swaps with a total face value in excess of $1 billior
a fair market value losef $78,445,000at the end of FY 2010 Due to market
conditions,that losswas reduced to $55,808,000 at the end of FY 20THis fair

market value and the related income statement recognition of the change

market value will fluctuate from year to year as a result of changes tc
underlying interest rate projections used to calculate the fair market v
Financid strategies with such significant monetary and financial repori
implications and risks highlight the need for pertinent policies and stronger E
oversight.
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Finding 17: MSD
lacks a formal
process for
initiating,
performing,
reporting and
distribution of its
internal audits.

We recommend that MSD undertake a comprehensive review of its Invest
Policy to strengthen Board oversight anddetermine what changes are needed
ensure this policy fully addresses the actual investment activities conducte
MSD. In addition,these policies should address the use and monitoriagteifnal
financialadvisors and provide detailed guidelines related to their use.

Further, we recommend MSD develop policies related to interest rate swap
include the following:

Objectives for the use of interest rate swaps;

Conditions for the use of interastte swaps;

Guidelines as to the terms and conditions of any MSD swap agreement
Criteria related to the use of interest rate swap counterparties;
Evaluation and management of interest rate swap risks; and,
Terminating interest rate swaps.

The MSD internal audit function is governed by its Internal Audit Charter, wt
was formally adopted in July 2008. The Charter describesintieenal audit
mission and scope of work, including its responsibilities and authority within
organization. While the purpose of this Charter is to establish the |
groundwork for internal audit, it is not designed to provide the details of alfo
process to be followed by internal audit in accomplishing its mission and sco
work. MSD has not established a formal procéss initiating, performing,
reporting and distributing internal audits.

To accomplish the mission of the internal auddiiction as outlined in the MSI
Internal Audit Charter, the Internal Auditor must rely upon professional judg
and past interactions with MSD management and Audit Committee memb
determine the appropriate processes to follow. The lack of fornoalegures
potentially limits the involvement of the Audit Committee and can cause conf
regarding the audit process among Audit Committee members, management,
Internal Auditor.

An example of such a situation occurring is the April 2008 M8terhal Audit of
the contract with the MSD Board Attorney. In that instance, the Executive Dil
made a request for work to be performed and the former Internal Auditor perf
audit services without reporting the request for work to the Audit Caeendr the
Board. According to the former MSD Internal Auditor, after performing her &
work and drafting her findings she presented the draft findings to the Exe
Director for a management response.
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The former Internal Auditor left approximedy two months after first sharing tt
report with the Executive Director. She never received a response prior to |
MSD and consequently did not formally issue the report to the MSD /
Committee. Typically, the former Internal Auditor issuedorép by sending ther
electronically to the Board Assistant who would then distribute the report to
Committee members.

Due to the lack of formal proceduréddSD has provided no guidance to its inter
audit function as to the will and desire oktiAudit Committee or Board if suc
circumstances occurSubsequent to the Audit C
work plan, he Internal Auditor is not required toform or obtain approval frorthe
Audit Committee to initiate audits requested by manamgmt or others No
requirement is established regarding the appropriate length of time to wait
management response to an audit report draft or what action to take if mana
does not respond to the draft report. In addition, a process isplatespecifyinc
who reviews and approves the draft report prior to the draft being se
management for a response. Further, no process is established for the
Committee or the Board to accept or approve final internal audit reports. Final
distribution of the final report is not specified.

We recommend the MSD Audit Committee develop and approve procedures
internal audit function. The adopted procedures should state the process
Internal Auditor to follow m initiating an audit, including the process for the At
Committee to be informed of and approve or authorize any audit requests not
on the annual audit plan made by management or other parties. The &
procedures should also state the atadglp time period for thénternal Auditor to
allow management to respond to a draft audit report. The adopted procedures
specify that the Auditor is to inform the Audit Committee if management fai
respond to the draft report within the spiaiftime period and the process to foll«
to release an audit report when management fails to respond. The procedure:
require the Internal Auditor to inform the Committee when a draft audit is comy
for the Audit Committee to review and apprabe draft report prior to forwardin
the report to management for response. Finally, procedures should require th
Committee, after reviewing and approving internal audit reports, to ensure ir
audit reports are presented to the full MSD Bdardatification.
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Finding 18:
Oversight of MSD
internal audit
function primarily
performed by
executive
management;
MSD Audit
Committee is not
sufficiently
engaged with
Internal Audit.

Despite an Internal Audit Charter stating the Chief Internal Audit i r
functionally to the Audit Committee and administratively to the Budget and Fir
director, 0 MSD6s internal audit fu
MSDb6s executive management . The ¢«
engageent by the MSD Audit Committee with its Internal Auditor indicate
MSD Board failed to support an independent internal audit function.

It is our understanding through interviews with the current and former MSD Ini
Auditors, each of the auditorgported to the former MSD Finance Director w
little direct contact with the Audit Committee. Both auditors received ar
performance evaluations completed by the former Finance Director with no k
input by the Audit Committee or Committee Chaikurther, the funding for th
Internal Auditor position and expenses of the internal audit function are incluc
part of the overall Finance Administrative Office under the Finance Division,
separate and distinct budgeted line item.

For the pat several years, MSD decided to have no cost of living adjust
therefore, the annual performance evaluations, bonuses, and promotions are t
impetus for an increase in MSD employee compensation. Since the Ir
Audi tor 6s e v atdricallytbeéen pesforntec by eexedutives managem
the compensation of the Internal Auditor is directly impacted by managemer
she is responsible to audit. This conflict in reporting and oversight impait
independence of the internal audit funaotend could directly or indirectly influenc
the work of the Internal Auditor resulting in a lack of objectivity when reviev
MSD management actions.

MSD management could also apply influence or control over the internal
function through controbf the funding available through the budget or expendi
approval processes. MSBudgetary discussions occur at meetings of the N
Finance Committee and the full Board. The budget that is reviewed, discusst
approved by these bodies does noardiedefine the amounts that are budgeted
the InternalAuditor, as those funds are included within a larger cost center und
Finance Division. Because funding for the Internal Auditor falls under the Fir
Division, spending by the Internal Atlor was approved by the former Finar
Director and currently by the MSD Executive Director in the absence of a full
Finance Director.

The MSD Internal Auditor stated that she has discussed her annual funding
directly with the former FinancBirector during the budget development proce
but not with the Audit Committee or full Board. In order for the Audit Committe
provide oversight of the internal audit function, the Committee should be involu
budget discussions and recommend fthding budgeted for internal audit. MS
executive managemento6s ability to
impact its ability to operate effectively.
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The MSD organizational charts, in effect, between July 1, 2008 and June 30,
do not indicate any affiliation between the MSD Board and the MSD Inte
Auditor despite the Internal Audit Charter and the Audit Committee Charter sti
that the Internal Auditor functionally reports to the Audit Committee. Accordin
the former hternal Auditor, the MSD organizational charts sometime prior to 2
included a reporting line for tHeternalAuditor position to the Executive Directo
and the Budget and Audit Committee. She was not certain if the reporting li
the Committee exied after the position was moved to report to the Budget
finance Director instead of the Executive Director in or around calendar year 2
An organizational chart should clearly provide the lines of authority ir
organization. By not including @porting line from the Internal Auditor to the Auc
Committee, the organization diminishes the authority of the internal audit fur
and gives the appearance that it is not independent from MSD management.

The Internal Audit Charter states that tm¢ernal Auditor will present an annu
work plan to the Audit Committee for review and approval as well as pre
periodic updates. Audit Committee minutes for meetings held during
examination period, July 1, 2008 through June 30, 2011, documernnhtéraal
Audi tor 0s presence at Commi ttee r
presentations documented in the minutes were made by the now former F
Director and external auditor.

According to the current MSD Internal Auditor, she has made fimesentations ti
the Committee over the lagtreeyears, twice to present her annual audit plan
one other time, in March 2010, to present the Committee with an overview of
committee and internal audit roles in an organization and recent MSDresidts.
MSD Audit Committee meeting minutes document only two presentations t
Board, once on March 22, 2010, to update the Audit Committee on previous
conducted by MSD and on June 28, 2010, to present the draft audit plan -
2011. Theaudi t or 6s work plan for FY 20
Committee was not formally approved by the Committee.  Further, the

Committee is not receiving sufficient periodic updates from the Internal Auditor

The infrequency by whichhe Internal Audit Committee has been meeting cc
make it difficult for the Internal Auditor to provide sufficient periodic presentat
to the Committee. According to its bylaws, the Committee is to at leastweeta
year. During the thregear peiod the Committee has met 8 times, each mee
was held an hour prior to the morning Board meetings, with an average meetir
of 29 minutes, and meeting minutes reflect the primary focus of these meetin
to discuss the annual financial statenmardit performed by an external CPA firm.
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While both the current and former MSD Internal Auditors expressed comfort
reporting to the former Finance Director, stating they did not feel any L
influence and believed he valued the internal awdfitfion, both expressed a des
for more direct interaction and discussion with the Audit Committee. The ct
MSD Internal Auditor stated that while she does get some verbal acknowledc
from Audit Committee members she has not had mueatepth disussions with
Committee members regarding her audits or the internal audit function at MSDC

The MSD Audit Committee Chair acknowledged that there is little discussi
internal audit results. The Committee Chair stated that the Committee shoulc
more use of the MSD internal audi t
Il nternal Audi tordéds talents to the f
that the Committee should ask the Internal Auditor more questions an
Committee need®tbetter perform their job.

According to the Audit Committee Charter the committee has the responsibi
A r] eview with ma n dngemah Auditor thee nchartet, Iplan:
activities, staffing, and organizational structure of the intemal d i t f
During this examination, we found little indication that the MSD Audit Comm
has fulfilled this responsibility. In order for the internal audit function to be |
effective the Audit Committee and the Board must ensure it is edgagficiently
to full this responsibility and to ensure independence of its Internal Auditor.

We recommend the MSD Audit Committee perform the annual evaluation ¢
Internal Auditor.

We recommend the MSD Audit Committee approwel @&commend to the fu
Board an annual budget for the Internal Auditor based on the approved interne
work plan. The Internal Auditor should request directly to the Audit Committe
amount of funds estimated as necessary to conduct those aQdite approved b
the Audit Committee, the annual budget for the Internal Auditor should be re
by the full Board to be included in the MSD budget by the Finance Director.

We also recommend the MSD Board revise the Audit Committee Charter ader
within the Committeeds responsibildi
the Internal Auditor and the budgeting for the expenses of the Internal Auditor.

We recommend the MSD Board revise the organizational chart of MSD to inc|
dired reporting line from the Internal Auditor to the Audit Committee of the Boa

We recommend the MSD Audit Committee consistently approve the annual
internal audit work plan as required under the Internal Audit Charter. Furthe
Board should rése the Audit Committee Charter language to agree with
language in the Internal Audit Charter as the current Committee Charter only
the Committee is responsible for reviewing the work plan.

PageS1



Chapter 2

Findings and Recommendations

Finding 19. MSD
provided
compensation
benefits that could
be considered
excessive for a
public entity.

Former MSD
Executive Director
received two
deferred
compensation
agreements that
resulted in total
payments of
$175,000.

Early Retirement
Incentive Plan in
1999 cost MB over
$10 million.

Additionally, we recommend the MSD Internal Auditprovide routine statu
updates on audits to the Audit Committee. This will foster contir
communication between the Internal Auditor and Audit Committee members.
allow the Internal Auditor to discuss any problems that may be encountering
audit with the Committee in a more timely manner and will allow the Committe
opportunity to discuss any concerns they may have withthtbeoughnesof a
particular audit or regarding other areas of the organization that they may wish
her to nvestigate.

Finally, we recommend the MSD Audit Committee consider holding quatr
meetings to ensure continued direct communication with the Internal Auditor.

MSD executives received bonuses, deferred compensation, and retirement inc
that appearexcessivefor a public entity. While these actions may have be
approved by the MSD Board, the public could consider these actions t
excessiveand unnecessargosts incurred by MSD. The former and current
executive directors received deferred compensation trust funds, 180 employ
1999 and the current Executive Director in 2003 received payments to pur
retirement service credits, andgrsficant salary increases and bonuses w
provided to executives and other employees during our audit period.

MSDG6s f or nve Dirediox was tnited May 1, 1984, and received t
deferred compensation agreements before he retired on May 31, 2002. Th
Deferred Compensation Agreement was for the period starting July 1, 1994.
agreed to set aside $20,000 per year foreyear period to retain this employee i
this position. In 1999, the former Executive Director received a lump sum pay
of $100,000 and immediately entered into a second deferred compen:
agreement starting on July 1, 1999 for the stated purposewdtice continued
empl oyment . This agreement establ
employee would receive payments on a deferred basis. MSD agreed to pay $
per year into a trust fund until s
according to a payment schedule. When this employee retired on May 31,
prior to completing the agreed upon fiyear period, MSD had deposited $75,0!
that the employee received in a trust account.

On March 8, 1999, the MSD Board authorized a voluntary Early Retirer
Incentive Plan. This plan offered an incentive payment equivalent to
approximate cost dive yearsservice credit with Kentucky Retirement System f
employes who had twenty or more years of serwaghin Kentucky Retirement
Systemon or before March 31, 1999This payment was made to the employe
and it was up to them as to whether they actually purchased any service credi
Kentucky Retirement Systemin exchange for this payment, the employee hac
sign a written, irrevocable declaration of early retirement from MSD. Even thc
MSD can terminatets relationshipwi t hwiflalto e at @iy dinpeewatts or
without notice, the following were praled as the reasons that MSD was offeri
this incentive were as follows:
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MSDG6s cur
Executive Director
was paid an
additional $540 per
week for five years
totaling $129,600 to
purchase retirement
credits

e the recent action by the 1998 Kentucky Legislature permits
eligible employees in the Kentucky Retirement System Plans to
purchase up to a maximum of five (5) years of otherwise non
purchasable years commonly referred to as najualified
time or dAairo time,

e to reduce staff levels beyond what is occurring by attrition,

e to reduce payroll costs without forcing layoffs,

e andto assist in the transition from employment to retireimen
status.

This plan resulted in 180 early re
audited financial statementsThe plan made payments to employees tratged

from $24,893 to $137,699. There were 16 employees in this plan that were p
total over $1 million to retire even though they already had 27 years with MSLC
were eligible to retire. Based on interviews with the current personnel, it wa
known if a costenefit analysis was conducted to establish the financia
employee tumover goals that were anticipated by this plan. However, aud
requested any analysis that was performed and no such documentation cc
provi ded. Wit hout wunderstanding

this plan was successful in miegtthe needs of MSD cannot be evaluated.

When the current Executive Director began employmfentthis position on
Jaruary 13, 2003, a Retirement Compensation Agreement was also executed

stated reason of providing incentiyv
at MSD. Beginning on March 1, 2003 until February 29, 2008, this employee
paid $540 perwek as a bonus as |l ong as a f

the annual performance review. This agreement specified that this money wat
used to purchase retirement credits with the Kentucky Retirement Syst=o.
included in the Retireme@ompensation Agreement is a clause that states:

Should Employee be removed by the Mayor from his position, as
Executive Director for MSD, he will, with no break in service, be
reappointed by the MSD Board to his previous position of
Community Relationand Emergency Response Director, at no
less than a rank of Grade 22.

In total, MSD provided the Executive Director with $129,600 to purch
retirement, but this purchase has also provided additional potential pension b
of $380,048 based on lifete projected payout of pension benefits. Through
cooperation provided by Kentucky Retirement Systems under the provisiol
KRS 61.685, it was confirmed that the Executive Director purchased five yee
retirement under a payment plan that begapril 2003 and ended March 200¢
The following table illustrates the effect this purchase had on the monthly
lifetime benefit payments that this employee will receive as a result of
purchase. This information is based on the assumed retiragerdf 65 with no
further salary increases.
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Table 11: lllustration of Pension Benefits for the MSD Executive Director

Projected
Monthly Projected | Additional
Amount Pension Monthly | Monthly Projected
Paid by Payment Pension | Benefit Lifetime
MSD for Without Payment | from Benefit of
Retirement | Retirement | with Retirement | Retirement
Participant | Purchase Purchase Purchase | Purchase Purchase
MSD
Executive
Director $129,600 | $9,620 $11,342 | $1,723 $380,048
Source: Auditor of Public Accounts based on information provided by MSD tlaadKentucky

MSD gave the
current Executive
Director a Deferred
Compensation
Agreement worth
$200,000 to stay
with MSDthrough
January 203.

Former Human
Resources Director
received a 45
percent salary
increase to stay at
MSD from August 1,
2008 until
December 31, 2008.

Retirement System.

On January 28 2008, the current Executive Director entered into a Defel
Compensation Agreement with MSD. MSD agreed to deposit $40,000 per
until January 2012. The amounts are to be paid out to the employee accordit
payment schedule of 10 gee nt of the accountds ma
2013 until January 2022. If the Executivadditor leaveshat positionprior to the

five-year periodthat ends in January 2013MSD will cease payments and th
employee will forfeit all amounts odributed unless the termination was the res
of death, disability, or retirement.

The former Human Resources Directoraiged a pay increase of $27,580 at t
direction of the Executive Director. According to the Executive Director, -
action was approved by the MSD Board but documentation of this approval we
found. This increase was an incentive for the emplogeerhain in this position
from August 1, 2008 through December 31, 2008. Per the Executive Directol
employee had announced a retirement date of August 1, 2008 that was thougt
a retirement deadline to ensure a more generous retirement b@mefita. Due to
personnel turnover at the same time due to this supposed deadline, the Exi
Director thought that this retirement would be detrimental to the Human Reso
Di vision. Therefore, the EXxecuythy4be
percent as incentive to remain and train the replacement for this position.

action was taken without the Executive Director confirming the issue of whethe
retirement formula was more generous in August versus December witt
Kentucky Retirement Systeprwhich in fact turned out not to be the case
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MSD provides
performance

awards and pay
increases at the six
month period for
new hires and an
annual performance

award and pay

increases in March
regardless of how
long the employee
has been with MSD.

MSD paid out over

$1.5 million for
lump sum
performance

bonuses in the past

three years.

While this employee did work durin
does not document that this increase occurred or that the employee was giv
responsibilities to train thencoming Human Resources Director. The or
documentation that supports the authorization of this increase is an email fro
Executive Director to the Finance I
highest number within the range (gra2ie) . o Thi s email r
from the Finance Division to Payro
8/1/08 thru 12/31/08 is $2580.80. Please divide this evenly for the remaini
weeks of the year. o

MSD conducts a six month performance evaluation for new hires and an a
performance evaluation in March. This situation can result in large pay incre
for employees even if they have not been employed by MSD for a full year. 1
evaluations can result in lump sum payments and a percentage increase
empl oyeedgsy.annual sal a

As an example, the Chief Safety/Security Officer was hired on June 2, 2009
annual salary of $85, 010 and, in o1
to $89,544 with additional lump sum bonuses of $5,177. According to
e mp | & ypersoanel file, the Executive Director completed a-nsixth

performance appraisal on March 4, 2010, which was eight months after i
employment. As a result of this evaluation, this employee received a 3.01 p¢
salary increase and a bonus of380. One month later when all employe
received an annual review, this employee was evaluated again and received
percent salary increase and a bonus of $2,627. While MSD policies allow fo
situation, the increases and bonuses appear exedssan employee with less tha
a year of experienosith the agency

In calendar years 2009, 2010, and 2011, MSD paid out a total of over $1.5 n
in lump sumperformance bonuses to employees. This amount does not incluc
percentage increase to the empl oyc¢
evaluations. The following table illustrates the amount of hsonm bonus
payments made per year, the numbleeraployees receiving a bonus, the avere
payment, and the highest and lowest amounts received by an employee.

Table 12: Lump Sum Bonus Payments Per Year

Calendar Total Number of Average Highest | Lowest
Year Amount of Employees Amount of Bonus Bonus
Bonuses Paid Bonuses Bonus Paid Paid
Paid
2009 $511,720 251 $2,039 $7,105 $364
2010 $507,973 248 $2,048 $6,699 $396
2011 $534,946 254 $2,106 $7,760 $323

Source: Auditor of Public Acamts based on information provided by MSD.
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Two Executives
Received

Performance Salary

Increases and
Bonuses that
Restored a
Publicized10
Percent Wage
Reduction

Recommendations

Finding 20: MSD
did not comply
with procurement
guidelines when
procuring certain
professional
services.

In December 2008, an email was sent to all MSD employees from the Exec
Director abouthe need to reduce the budget for calendar year 2009. The Exet
Directordos emai l stated that there
adjustments, no travel costs unless critical, only emergency overtime, and th
Executive Directo and the Chief Engineer will take a ten percent wage cut.
reason for the cuts was due to the economic downturn. This email did not ac
performance bonuses or pay increases related to performance evaluations.

While these two officials did taka 10 percent pay cut, both received lump si
performance awards and pay increases tied to their evaluations that year.
these amounts are factored in, the Executive Director had only a 1.8 pe
reduction in his sal ar yacwallyincredsed byC3x
percent during the calendar year 2009.

As illustrated in the previous table, performance bonuses totaling over $50
were paid out by MSD in calendar year 2011, which does not include
performance increases provided aspaer cent age of t he
Therefore, salary increases relateft¢
payroll costs.

We recommend that MSEeview its various methods of providing compensat@n
executives and othetadf and ensure that its compensation structure and progt
are fair and equitable to executives and staff and is in the best interests of the
it serves. Expenses incurred by a public entity should be scrutinized due tc
public nature of the bsiness. Alternative measures should be evaluated to red
staffing and aostbenefit analysi®f any retirement buyout consideregd MSD so

that the Board is aware of the potential costs involved and the goals that sho
achieved by additional compsgation costs. In addition, the policy providing-si
month and annual salary increases and bonuses to new employees shc
reconsidered because this policy could provide an excessive increas
compensation to an employee that has not been with MSdngplete year.
Furthermore,all forms of compensation, including performance salary incre:
and bonuses, should lwensideredf MSD wants to control or freeze its payro
budget.

In several cases, MSD contracted for professional services without followin
own internal procurement requirements or those in the Model Procurement !
KRS Chapter 45A, applicable to state agencies for the proeuateai personal
services. Furthermore, MSD policies allowed the MSD Board to waive
requirements in the regulations if deemed to be in the best interest of MSD.
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Procurement
Regulations

MSDG6s Procurement Regul at i o nasd reviaed on
January 20, 2011, list provisions for the procurement of professional service
services such as lawyers, engineers, accountants, plumbers, electricia
mechanics, where the cost exceeds the small purchase maximum prescribed
regulations. When the cost of professional services is expected to cost less tr
smal | purchase maxi mum, MSD is to
defined in the regulations.

ASmal |l purchaseso incl ude tdregaeepertydar
per item or product. Purchase may not be parceled, divided, or split over a |
of time for the sole purpose of meeting the dollar limitation for small purche
Additionally, MSD has in writing a separate Small Purchase Procedacesnent,
which was last revised on July 10, 2010. The Small Purchase Procedures doc
separates levels of purchases into four categories with the following requireme

Table 13: Small Purchase Procedures

Dollar Amount | Direct Pay | Purchase | Three Quotes | Procurement

of Purchase Order Required Regulations
Required must be

followed

Under $1500 X

Over $1500 X

Between $900 X X

and $20,000

Exceeds $20,00( X X

Sour@: Auditor of Public Accounts based amformation provided by MSD

When the anticipated amount to be paid for a professional service exceeds $:
and the Executive Director determines in writing that the procurement of
professional service isogerned by the Procurement Regulations, then
Executive Director uses a Procurement Method Determination Form (PMDI
document one of the following methods to obtain the services:

e Competitive negotiations;

e Selection from a prgualified list; ot
¢ Non-competitive negotiations.
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Procurement
Violations

Negotiations with the offeror(s) are conducted by the Procurement Team, \
includes representatives from the following MSD divisions: Finance, Div
Works, Legal, and Engineering. Upon completion of negotiatitr@sProcurement
Team prepares a written summary of the selection and negotiation process
Procurement Regulations require all professional agreements to be in written
be approved byoardLegal Counsel, and be submitted to the Board along avit
summary of negotiations. No contract may have an indefinite term, and thos
extend beyond one year require annual contract extensions.

Procurement Regulations also all ow
requirements under this sem if deemed to be in the best interest of MSD &
select the person(s) or firm(s) bes
an exception is not provided in t
Chapter 45A, where guidance is providemt the selection of procurement ¢
professional services. Such guidance in KRS 45A.695 has the follo
requirements relating to the procur
service contracts: o

(1) Not begin work until a contract is entenadb;

(2) Complete a proof of necessity;

(3) Give adequate notice for the service need through a request for proy
(RFP); and,

(4) The award is to be made by the agency head based on evaluations fact
forth in the RFP.

Although MSD has contract raggements,there are napecific requirementdor
Apersonal services. 0

In addition, KRS 45A.735 authorizes local public agencies, including spe
districts, to adopt the provisions of KRS 45A.740, 45A.745, and 45A.750 perta
to the procurement dadrchitectural and engineering services. The APA found
evidence that MSD has adopted such provisions.

I n its examination of MSDOGS procur ¢
violations of its Procurement Regulations é&mall Purchase Procedures p@g
Table 14 details the professional service secured and the amount MSD paid fi
service. Further explanation is provided detailing the procurement violations.
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Former State
Senator

Table 14: Examples ofProfessional Service Procuremenbeviations

Description of Background | Amount | Amount | Amount | Total
Professional of Individual | Paid in Paid in Paid in | Amount
Service Providing FY 2009 | FY 2010 | FY 2011 | Paid
Service
Consultant Former State $44,750 $44,750
services for team | Senator
building
Green Former MSD 13,358 19,013| 32,371
infrastructure and | Employee
educational
support
Creating easemen| Former MSD 122,377 100,933| 117,830 341,140
plats, surveying, | Engineering
inspection Tech
savices,
appraisals, and
valuation
Independent Jefferson 10,868 11,025 21,893
investigator Circuit Court
Retired Judge
Legal services MSD 18,333| 20,122 1,710| 40,165
Contractor
since 1996
Totals $140,710 $190,031] $149,578 $480,319

Source:Auditor of Public Accounts based amformation provided by MSD

According to interviews, MSD paid a former state senator for services that
procured by circumventing ihouse procwement requirements and prior to
contract being signed. MSDGO6s Exec
services of a former state senator with whom he was atiomgfriend. At the
time, the Executive Director believed there were commupitcgiroblems at the
director level and instructed him to be at staff meetings to offer advic
communications, as well as provide tebmlding training. The Human Resource
Director disagreed and believed that the work could have been dboese. No
contract existed for his services until after his work was performed. Per a revi
expenditure detail, the former state senator was paid $19,750 for consultii
December 23, 2009 and $25,000 on March 24, 2010, totaling $44,02010.
The conract for his services appears to have been entered into on April 1,
listing a maximum of $49,500 to be paid, purportedly at the rate of $350 per
Work should never be performed before a contract is signed. This place
agency under unnecesy risk.
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Former MSD
Employee

Former MSD
Engineering Tech

Procurement regulations provide that small purchases should not exceed $20
aggregate annually; thus the consulting service provided by the former state s
should have been procured under the Professional Services section of Bhe {
Procurement Regulations.  The auditors found no PMDF or any c
documentation showing the method of procurement for this service: compe
negotiations, prequalification, or n@eompetitive negotiations. In addition, n
documentation of the Boawdaiving the requirement and judgmentally selecting 1
individual was provided. After the former state senator provided services, |
then issued an RFP for additional tebmlding and communication services, b
later pulled the RFP before any servieesre procured. The reasons conveyed
the auditors for pulling the RFP were inconsistent.

MSD procured the services of a former MSD employee for planning, outreach
technical support shortly after she resigned from MSD in 20@® to personal
reasons. The specific services to provide were for green infrastructure
educational support with assistance in program development, research o
technologies, and conceptual plan development. waog to the initial belief of
the Regulatory Services Director who was responsible for the procurement
service was procured as a professional service, but he was unable to loc&€ a
for the service. He believes it was lost or misfiled and offered to prepare ar
PMDF for theservice stating that. However, later the Regulatory Services Man
conveyed that he couldot say whether the service procured was a professic
service since the vendor had no certifications that would be highly recognized.

MSD paid $13,358 to thimrmer employee for her serviceshiy 2010 and $19,013
in FY 2011, both within the limit for small purchases. The Procurerr
Regulations state that all purchases between $5,000 and $20,000 require a p
order and a minimum of three quotes to beawt#d. Although this procuremer
could have been procured as a small purchase, no quotes were obtained as r
Two purchase orders were found for the procurement of the service, but neith
authorizing signatures.

MSD procured the services of a company of which the sole officer is a former |
Engineering Tech IIl for work related to creating easements plats, surve
inspection services, appraisals, and valuation. The former MSD Engine
Techds or ymgntwith MSDewaspfriono February 1989 through January
1993. MSD paid his company $122,377HN 2009, $100,933 irY 2010, and
$117,830 inFY 2011. MSD had eight separate Professional/Technical Sen
Agreements with the company beginning AugustZ)5 through August 1, 2011
For three of the eight agreements, no PMDF was prepared. For the rem
agreement s, t he PMDFOSs document t I
competitive negotiations, and all were approved after the dates of the agtee!
According to an MSD employee responsible for the agreements, the PMDF ai
agreement are usually prepared at the same time. According to MSD polic
PMDF should be completed and approved prior to any negotiations of contra
agreements.
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Retired Jefferson
Circuit Judge

MSD Cortractor
since 1996

Recommendations

MSD procured the services of a retired Jefferson Circuit Judge to investigate ¢
personnel employee grievances. The Executive Director procured his service
negotiated the terms of his agreement. ™@®D Legal Director believes this
procurement was made a small purchase, as the intent was to use his servic
limited asneeded basis, although the Executive Director believed his services
procured as a professional service. Nevertheless, no PMDF was i
documenting the method of his procurement, nor were any bids or quotes obt
MSD paid the former judge $10,868 iKY 2010 and $11,025 ikY 2011. As
stated above, small purchases between $5,000 and $20,000 require a minin
three quotes.

MSD paid an attorney for legal services $18,338Yn2009, $20,122 ifrY 2010,
and $1,710 inFY 2011 on an as needed basis for MSD closings of fldath
property acquisitions. The only written contract with the contractor was in 1
The auditors found no PMDF completed for the work performed. Procedure
the procurement of professional services were not followed. Additionally, N
wired millions of dollars into an escraaccountfor MSD property closings handle«
by the attorney

The money was wired to a separate escrow account pending disbursement
payment of a particular property and unpaid taxes, liens, and other related
associated with the closing. The MSD Legal Director stated that she should
negotiatedan escrow agreement directing the handling and disbursement of
transferred funds and also should have used an escrow instruction letter.

MSD provided training on procurement requirements in 2009 for mana
supervisors, and some directors, butts training is not periodically provided ti
staff. Employees conveyed to the auditors that staff knowledge and trainir
procurement requirements was not adequate.

We recommend MSD implement procedures to ensure compliance witl
procurement policies, particularly those pertaining to professional serv
Employees responsible for procurement should be sufficiently trained on
policies.

Further, ve recommend MSD adopt the provisions in the Model Procurement (

in KRS 45A740, 45A.745, and 45A.750 pertaining to the procurement
architectural and engineering services.
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Finding 21:
Employee usage of
MSD computer
appears to violate

policy.

We recommend:

e Procurement Method Determination Forms be completed in a tir
manner in accordance with procurement policies and used to docume
method by which the agency intends to procure a service. Itis a check
to ensure the agency is utilizing the correct procurement method and s
not be overlooked or completed after the contract is signed or service
provided;

e MSD centrally naintain all procurement records; and,

e MSD only approve payments that have a signed Purchase Order.

Finally, we recommend that MSDb6s p
all requirements related to the procurement of professional servicepdsded.

While attempting to address a MSD procurement issue involving procuren
made by the MSD Administrative Servicdanager during the audit perioc
auditors found a signifant number of personal user data files stored on the M
server through a shared network directory designated to the Administrative Se
Manager s wuser profil e. Whil e 1inc
Electronic Media is permitted for remsable activities, it must be minime
according to the MSD Electronic Communications Media Policy.

The MSD Electronic Communications Media Policy specifically states that pers
use must not involve, among o tnimder ort
sizeo Based on auditords review, it

those found in Word and PowerPoint, were personal files stored on the MSD ¢
under the Administrative Services N

Most of the personal l&s were related to his outside employment, while oth
were affiliated with the Administr
business he eowns. The created, modified, and accessed dates and tim
various personal files reflect dates amdes that according to his supervisor wou
be considered normal work hours between &% and 5:00 p.m. This provide:
an appearance that the employee conducted personal matters during work
rather than performing his official duties.

After witnessing the extent of personal use by the Administrative Sen
Manager, auditors requested and ob
Electronic Communications Media Policy acknowledgement on file in
empl oyeebds per s on n dHis fofm theeAdministiative ®euvigek
Manager acknowledged that he wunder ¢
the policies and practicesodo and bec
t hat his fAregul ar r evi @&he enopfoyee digeed thi
acknowledgement on June 13, 2000. The Electronic Communications Media |
was last updated on December 22, 2008.
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Recommendations

Finding 22: MSD
had no formal
records retention
policies or records
retention training
for its employees.

We recommend MSD provide an updated training to its staff regarding M
policies, including itsElectronic Communications Media Policy. MSD shou
require staff to sigin for the training and maintain the signsheets in accordanc
with its record retention policy. We further recommend MSD require its persc
to periodically sign an acknowlgdme n t to be placed i
file, when its Electronic Communications Media Policy is updated.

Upon employment, MSD employees meenot provided information and training o
records retention requirements for the public records created at MSD. No fi
policies on records retention procedures are included in the Policies and Be
manuals for MSD employees. Further, no recoetisntion system for-mail exists
to assure that recorded informatior
essential daily transactions, is retained, regardless of format.

Kentucky law requires that local agencies and special districts pathlit records,
including books papers, maps, photographs, discs, softwarail® databases, an
other electronically generated records, as long as legally and operationally rec
MSDO6s current records retent i wmerthe
direction of MSD6s Administrative S

The APA obtained and reviewed MSD:
retrieval processes, as well as its retention schedule. Although the ove
provides general guidance on retentiaand the retention schedule is qui
comprehensive, neither the overview, nor records retention policies
responsibilities of individual employees were formally communicated to M
employees. According to the Administrative Services Manager, directats
managers did not want to be trained, and thus training on records rete
procedures and responsibilities was
communicate to other employees the retention requirements. Employees we
given a copy b the retention schedule to read or review upon employm
although they were told it was available-lore.

Policies for the retention of-ma i | at MSD are docl
Electronic Communications Media Policy and are not under the direcfidine
Administrative Services Manager. Regardingha i | retention,

Communications Media Policy provides the following:
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Retention of EMail 1 MSD6s users are resfg
appropriate disposition ofma i | me s s agesystem MSD:i
shoul d not be used as dAfiling
indefinite length of time. Users must review and follow the
detailed procedures, as they are made available and updated, to
take the necessary steps to preserve important and perneanent

mail as records. As technology progresses to archimaikin

an appropriate and useful manner, MSD intends to provide its
users with such tools.

Although the above policy states that MSD will provide it users with a too
preserve fpemammentetnant sameécords, 06 MSD

implemented an-enail retention policy or system that assures archival of th
necessary records. Based on information provided during interviews, for two
MSD has been in the process of flrg a records retention archival policy fc
electronic records. Without such a policy and system that assures the arch
such email records, email records may be deleted, which by law are required tc
retained.

To ensureMSD retention schedules and related systems and processes are
effectively carried out, we recommend MSD formally adopt records reter
policies to be included in the Policies and Benefits manuals for employees.
policies should detail employee ressibilities over retaining required book:
papers, maps, photographs, discs, softwarenais, databases, and othi
electronically generated records. We further recommend an archival polic
system be drafted and adopted specifically regarding premeail retainage.
Policies should also include training requirements.

Once such policies are adopted by MSD, we recommend that all employe
formally trained on all records retention requirements, including the pr
retention of email communicéons. Upon employment, all new employees shoi
be trained on records retention responsibilities to assure proper retainage of re
MSD also may want to consider having employees sign an acknowledgemer
they have read and understand the recoraisagement policies.
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Finding 23: MSD
accounting system
coding errors led
to misclassified
expenditures and
failure to issue
1099 forms to its
contractors.

Auditors identified accounting system coding errors, both in the classificatio
MSD expenditues and its vendors. These coding errors led to the misclassific
of certain expenditures between capital projects, between MSD and Loui
Green, Inc., and led to a failure by MSD to issue any 1099s to certain vendors
to 2009. A 1099 is a éderal tax form to report nesalaried income.

While testing a sample of MSD capital projects, auditors found MSD personne
applied certain capital project expenditures totalif,52206 to the wrong MSD
capital project. In twof thethreeinstanes identified during testinghe instances
occurred between capital projects thadrev originallyinitiated as one project but
early within the projec separated into two projedis reduce the size of the overa
project and allow for local competitiatmrough a competitive bid process. Afte
auditoros guestioned t he expendit
corrections to correct the errors.

Auditors also identified direct vendor payments made as small purchases co
error. A $1,937.80 adribution was made towards a private tribute event in ho
of a former MSD Human Resource Director that was charged to Maintenanc
Repairs under the Physical Assets Division. While there is disagreement a
MSD personnel as to who knew about tgpenditure at that time, see Findi2ig
for further detail, it was clear that this expenditure went to benefit a pri
individual and could not be considered an expenditure for maintenance and r
of any MSD facilities or assets.

As auditors examed MSD legal expenditures for the period July 1, 2008 throl
June 30, 2011, we found MSD had not properly coded approximately $700 of
expenditures to the proper entity. The MSD Board Legal Counsel also sen
the Louisville Green Board Leg&@ounsel. Legal billing for services provided :
Louisville GreenBoard LegalCounsel were sent to MSD through a standard billi
from the MSD Board_egal Counsel. In 2008 and again in 2010, MSD simg
included the small amount billed for services perfednas the Louisville Greer
BoardLegal Counsel to MSD legal services.

Finally, auditors found that MSD personnel incorrectly coded the reporting stat
several vendors within their system and as a result MSD did not issue these v
1099s prior t02009. The error was found in 2009 by the Accounts Pay:
Coordinator when assuming this function. The errors are believed to have oci
due to the vendors being established in the MSD accounting system by
personnel without first obtaining a racpd W-9 form. The vendors not receiving
1099 include several of those whose service was incorrectly procured as dist
in Finding5.
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Recommendations

Finding 24: MSD
has not reviewed
the computer-
basedoverhead
process used to
allocate
departmental cost

to capital projects.

While the exact number of affected vendors is not known, the MSD Accc
Payable Coordinator estimated that thember of vendors receiving a 10¢
subsequent to identifying the errors doubled. The Accounts Payable Coord
thought that there were approximately 60 1099s issued in 2008 and about 12
the coding errors were identified and corrected. Aftenidying the errors, MSD
did not correct the situation by issuing 1099s to its vendors for previous years.

The Accounts Payable Coordinator has created apnegeduraegarding W9 6 s

prevent this type of error from occurring in the futu&hile it is important for the
MSD Finance Department personnel to be aware ot@fallow the procedure, it
would be beneficial for MSD to develop a policy regarding financial proces
activity including the reporting of ¥@ information so that all those inlved in the

procurement of services are aware of MSD requirements.

We recommend MSD Finance Department be more diligent in enst
expenditures are coded to the proper projects and cost categories. Further, t
the MSD Finance Depament personnel partially rely on the department manag
and directors to assist them in identifying the appropriate codes to use

entering the expenditures into the accounting system, we recommend the
Finance Department review expenditure costareand classification informatior
provided by those approving the expenditure and question the information tha
not appear reasonable or appropriate.

We recommend the MSD Finance Department require all necessary financial 1
including W-9s, pior to entering the vendor into the MSD accounting system.

Finally, we recommend MSD develop a policy that addresses financial proce
activity involving the reporting of A9 information. The policy should bt
presented to the MSD Board Policy Contest for approval prior to
implementation. The policy should then be posted and distributed to all requ
personnel to ensure complete institutional knowledge of the newly createc
adopted policy.

MSD uses a mainframe computeasedprocess to allocate overhead costs betwi
departmentsaand from department® maintenance and capital project®SDO s
failureto review the alloation process since its inception in 1999 raises concerr
to the accuracy and applicability of the process to the current MSD structure.
such misallocation of costs could have a significant impact on financial stater
resulting in the over ornder allocation of costs to capital projecier the current
MSD Controller, in the three years that she has been with MSD there has not |
review of the methodology or percentages used in the process.
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The allocation pocess is a three step congtbased procedure, run on a month
basis that performs the allocation of cost in three distinct stafjesse stages are
referred to as Assessment 1, 2, and 3.

Assessment 1 allocates the total monthly administrative cost of the Corg
Overhead Diisions to Maintenance and Operations Corporate Overhead Cle
Accounts (41.79 percent), Engineering Corporate Overhead Clearing Acc
(56.84 percent), and LOJIC Corporate Overhead Accounts (1.37percent)
departments whose costs are fully alledatin this step are Finance, Hume
Resources, Physical Assets, IT, IS, GIS, Customer Service, Legal, and Exe
Office. The allocation to the receiving departments is based on the totabysse
actual accumulated costs of that department as amageeof all the department
to whom costs are allocated. The departmental costs of LOJIC (Louisville
Jefferson Co. Information Consortium) are not allocated in Assessment 1.

Assessment 2 distributes the cost allocated to the corporate overheilgcl
accounts in Assessment 1 to the various operating department cost centers,
directly to any capital projects that may be open and chargeable per specific
orders. This cost allgation is based on the ratio of the total of the individi
operating departmental cost to the total of the monthly actual costs of al
operating departments. Any costs allocated to capital projects in this assessm
also based on the total actual costs charged to that project in the month.

Assessment 3istributes 100 percent of the Engineering department cost anc
total of certain other departmental cost centers to open capital projects based
ratio of accumulated individual project cost to the total accumulated cost ¢
projects.

While the use of a computdrased system to allocate costs to capital projects |
be an efficient and accurate means of allocating costs to capital projects, thet
be many factors that could affect and alter the logic or rationale for such autoi
processes Changes in, or realignment of departmental responsibilities struc
changes in accounting application of capital and operating costs, and the addi
deletion of department cost centers are examples of changes that might imp.
methodology ad resultant accuracy of the cost allocation process.

We recommend MSD review the allocation process on a regular basensure
that the process is fundamentally sound and complies with the commonly acc
accounting basis for capiiaéd project cost.

We also recommend that MSD review the allocation process annually
document that the process has been reviewed and approved by the appr
administrative and executive staff.
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Finding 25: MSD
made questionable
expenditures fa
parties, donations,
travel, training,
and other items.

Retirementribute

A review of MSD financial records lead auditors to identify MSD funds spen
various questionable items, such as a private tribute party, donations to v
organizations, holiday parties, anchet miscellaneous items. As a public agen:
the MSD Board is responsible for ensuring that funds are used in the most eff
and effective manner possible aligned with its mission and in the best intere
ratepayers that it serves. As such, theelie of these types of questionabl
expenditures should be reexamined by the MSD Board and Executive Manage

On December 22, 2008, MSD paid an invoice in the amount of $1,937.80, thi
its Physical Assets Division. This expenulé is associated with a private tribu
event for the former Human Resource Director, who was retiring from MSD a
time. This event was hosted by the formemntanResourceDi r ect or 6 s
MSD shared some of the expense. According to MSD peedavho attended the
tribute event, attendees purchégekets to the event from the former uthan
Resourcddi r ect or 6s husband.

The invoice paid by MSD for contributing to this private tribute was signec
approved by the Administrative Services MagagThe invoice was not address¢
to MSD, but rather to the business office of the former MSIDnkEIn Resource
Directorsdéd husband. According to
assisting the former tinanResourcedDi r ect or 6 s h u sgithe trilutei
event, along with perhaps two or three other MSD employees, and wa:
anticipating an invoice from the hotel where the event took place. He further ¢
that he did not know how the invoice came across his desk for payment.

The Adminidrative Services Manager stated that he asked his supervisor
Physical Assets Director, about the expense and was reportedly told b
supervisor that he himself had talked to the Executive Director about the ex
and that it could be paid.

According to the Executive Director, he used his personal funds to pay the fc
HumanResourceDi r ect or 6 s husband approxim
and his wife to attend the private tribute. He stated that he was unaware thai
shared in theast of thisretirementtribute. He noted that there wesely about six

to eight MSD employeehat attendethe tribute.

Although there are conflicting statements as to who was aware of the expen

and when, this is clearly a personal expense shatild not have been partiall
offset using MSD funds.
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Vendor Payment

Board Legal
Counsel Travel

While examining the invoices associated with the workceftain companies,
auditors identified on one vendor invoice the home address of the MSD ¢
Safety and Security Officerndicating that the vendor had performed work at t
residence on behalf of MSD. The invoice, dated September 9, 2010, in the a
of $550 was from a companyds aff]
Manager 6s high school friend.

In discussing thenatter with the Administrative Services Manager he stated tha
Chief Safety and Security Officer had obviously just used the vendor and
invoice erroneously got paid by MSD. He stated that it was an error by the v«
in billing MSD for the workand it was his responsibility to have approved 1
invoice and as such he took responsibility for missing the error.

During an interview with auditors, the Chief Safety and Security Officer stated
he had never met this vendor, had not requestsd/@mdor to perform work on his
property, and was not aware of the vendor invoice to MSD until it was rect
brought to his attention by the MSD Executive Director.

The Chief Safy and Security Officer stateche had discussed with th
AdministrativeServices Manager, about a year ago, a problem he had with a n
in his hone and the need for about a dmaf bucket full of dirt to fill in a hole next
to his home. He noted that the Administrative Services Manager offered to
someone fill in thénole and that he had no idea who actually performed the w
The Chief Safety and Security Officer believed the work performed at his resic
would have only cost approximately $9.00 and that he had offered to pa
Administrative Services Managerrfthe work performed. He was told, howeve
not to worry about it and that the Officer did not owe him anything for the work.

The questions surrounding this vendor invoice, along with the known pers
affiliation of the Administrative Services Managevith this vendor and the
inconsistency between the responses by the Administrative Services Manag
the Chief Safety and Security Officer to those questions, concerned auditors
only does it appear that MSD incurred a personal expense for diseeafployees
through use of an MSD vendor, but it also draws the question of pote
overbilling by this MSD vendor.

During review of billing statements submitted to MSD by its Board Le
Counsel 6s f i r m iahueriody guditord identibed awm restaurta
invoices, totaling $472.81, with no details of the items purchased or those atte
the meals were provided. Further the restaurant charges were presented by t
in its billing as overnight accommodatis for the Board Legal Counsel for tF
nights of November 2, 2009 and November 3, 2009, when in fact other portio
the billing statement support that tBeardLegal Counsel returned on November
2009 from this trip.
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Chapter 2

Findings and Recommendations

Donations

The trip to New York, NY, wa taken by MSD officials, including the forme
Finance Director and the MSD Board Legal Counsel, to meet with a bond r
agency to negotiate credit analysis. After the same trip, the former MSD Fir
Director included within his travel expense reimggment a detailed restaura
receipt totaling $153.47 for lunch on November 3, 2009. As already detail¢
Finding 3, the former Finance Director provided MSD a detailed receipt but did
provide the required details to identify those attending thed.me

I n the case of the Dbilling stateme
firm to MSD, the contractor should be held to the same policy requiremen
MSD employees. MSD should not reimburse for meals without requiring a det
receipt anchames of the individuals for whom the expenditure was incurred. W
MSD documentation indicates there were five MSD representatives travelin
this trip, the documentation from the Board Legal Counsel does not prc
sufficient details to determinbe appropriateness of this expenditure.

According to MSD financial records it has expended in total over $509,00
contributions and donations durify 2009, 2010, and 2011. While auditors fout
some of the donations and contributions mayrat e tCGonsévitBdzi@es or
mission, a direct relationship to its purpose or mandate was not consistently fo

In some cases, the contributions and donations were made to organization
which Board members or employees were affiliated sudmed.ouisville Urban
League, MSD Retirees Club and MSD Employees Association. In other cas:
contributions and donations were made to organizations that had no re
affiliation with MSD, its mission, or itsConsentDecree such sathe Louisville
Orchestra, Women 4 Womenc, Dress for Success Louisville and the Louisvil
Aids Walk. SeeExhibit 2 for a full listing of all MSD donations made during F
2009, FY 2010, and FY 2011.

According to the MSD Executive Director, he is responsible for matiedfinal
determination for donations that are made by the organization. MSD does no
a policy regarding donations and the Executive Director stated that it was a
practice to make donations before he came into the executive director posiéo
stated that he has tried to cut back on the extent of the spending in this area o
years. MSD financial reports show that contributions were as high as $261,¢
FY 2006, in contrast to the $166,063 MSD expended in FY 2011.

While attempting @ reduce the spending in contributions and donations,
Executive Director stated that he has been lobbied by others, including MSD |
members, to reinstate funding to different organizations; however, the Exec
Director stated that he never fgitessure from any Board member to make
contribution or donation.
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Chapter 2

Findings and Recommendations

Holiday Parties

According to the Executive Director some of the contributions and donations ¢
support green initiativesAn example of such an annual contributisonemade to
an organization unded by Louisville Metro and through private donations,

beautification of the City of Louisville. The Executive Directstated that

contributions to that organization over the last two years,irigt&40,000,could

count toward the ConsentDecree,as MSD is required to participate in gree
initiatives as part of that decree.

Through interview with another MSD employee, we learned that one of the
dollar contributions made each year is to partner with the Louisville W
Company to pay costsf water and sewer for needy residential customers. In
casethereisclearlya r el ati onship to MSDG6s mi ¢

Current and former MSD Board members we interviewed stated that the spe
on contributions and donats are seen as geadll to the community. While the
Board is not presented with a list of all organizations for which contributions
donations are made by MSD they do approve a certain amount each year
approving the MSD budget.

While not allcontributions and donations made by MSD are completely unrel
to its mission, and perhaps ®®nsentDecree, other donations made by MSD ¢
not essential and should beeealuated by its Board to determine the necessity
such spending. For transpacy and full disclosure of MSD donations at
contributions, a complete listing should be presented to the Board.

MSD annually hosts a Veterans Day celebration and a Holiday Extravagan:
MSD employees, Board members, and their fasili On average, fdfY 2009,

2010, and 2011, MSD annually spent a total of approximately $14,000 on

parties.

Over the last three fiscal years MSD spent a total of $9,754 on its Veteran:
celebration. This celebration began in 2005 as theltresuan employee
suggestion. The celebration includes a catered breakfast for attendees and a
for MSD employees and Board members that want to take part in the recog
celebration who identify themselves as serving or having served in thel g
forces. MSD employees and Board members who have received a plaque
previous year will be presented with another item such as a pin and hat for
service.

MSD spent a total of just over $31,000 for the Holiday extravaganza for the
three fiscal years. The Holiday Extravaganza includes a catered lunch for atte
and other activities such as games and sketch artists.

These holiday party expenditures are personal in nature with no direct bent
MSD ratepayers, and are not a nseeg business expense.
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Chapter 2

Findings and Recommendations

Conference

Office Plants

Recommendations

Auditors tested over $150,000 in employee expense reimbursements for trav
training. While most travel and trainimyaminedwas el at ed t o al
duties or area of responsibility, auditors identifiece grarticular conference tha
could not be associated with an en
employee to attend the conference. The conference in question, the National
MBA Association Conference, was attended by the same MSD eneptaeh of
the three fiscal years of our examination period.

The annual conference was held in Washington, D.C. and in September 200:
MSD a total of $2,580, including airfare. In FY 2010, the same employee fle
the annual conference in New Cafes costing MSD a total of $1,811 for th.
conference. Finally, in FY 2011, the employee flew to Los Angeles for the ar
conference for a total cost of the trip of $2,096.

Whil e the empl oyeeds supervisor ,edtof
auditors the importance of MSDb6s p
meetings, he acknowledged that the conference in question was not directly r
to the employeebs job duties. Accc
empbyee was allowed to attend the conference annually as it seemed to hel
the employeeds interpersonal rel at.
the necessity of the conference may be questionable and stated that it was u
that the emplgee would be allowed to attend that conference again this next ye

Although most conferences and travel by MSD employeag have an appropriat
business purpose or connection to their job duties, auditors questioned the n¢
frequent travel by MB employees.Given current economic conditions, MSD, lik
all other governmental agencies, must carefully scrutinize and minimize such-
and associated expenses where possible.

Between July 1, 2008 and June 30, 2011, MSD spent apmately $42,600 on
office plants. The expenditures, coded to MSD Physical Assets Faci
Maintenance, are for container plants provided to MSD for its offices

maintained by the vendor. The vendor is paid monthly to periodically trim
water thesglants. This type of spending appears unnecessary.

We recommend MSD refrain from spending funds for activities and items th
not provide a clear benefit to its ratepayershelp fulfill MSD& snission. We
recommend MSD managemeratrefully evaluate each discretionary expenditure
ensure funds are efficiently and effectively used in keeping with its mission.

We recommend MSD consider seeking reimbursement of the amount it contri

to the private tribute from the MSD employadno authorized the payment witl
obtaining the appropriate approval from the Executive Director.
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Chapter 2

Findings and Recommendations

Finding 26: MSD
uses the Internal
Revenue S
(IRS) commuting
valuation rule to
calculate the
taxable value of
assigned vehicles
regardless of the
empl oyeed
compensation
levels.

We recommend that the MSD Board closely scrutinize its expenditures
contributions and donations. If a contribution or donation is being consider
Sshould have a <cl ear and document ed
needed to meet a requirement of its EPA Consent Decree. Further, we recor
all contributions and donations under consideration by MSD be presented to tt
Board for approviato ensure Board awareness and management accounts
MSD.

We recommend MSD no longer use public funds for Holiday parties
celebrations.

We recommend MSD closely scrutinize travel and conferences, particularly-of
of-state travel. We recomend MSD management also closely scrutinize
number of employees allowed to attend a single conference or meeting. Furth
MSD Board should approve ouof-state travel after being provided with estimat
travel costs. Subsequent to the trave, actual travel expenses should be repor
to the Board.

MSD calcuates the taxable benefit of an employer assigned vehicle using the
method for all employees, but this method is not appropriate for all emplo
According to MSDO6s Employee Benefit
benefit of a takdome vehicle using the IRS Commuting Valuation methc
However, this method cannot be used to determine the taxable benefit for ¢
empl oyees that meet the definition
Fringe Benefits Guide.Using an inappropriat method to calculate this benef
could result in an understatement of taxable benefits reported to the IRS.

When an employer assigned vehicle is used for both business and pe
purposes, the value of the personal use must be calculated to detideniaeable
amount of this benefit. The IRS Taxable Fringe Benefit Guide (Guide) allows
use of the commuting valwuation rul
empl oyees. 0 This Guide states:

Personal use of a vehicanhoebeby a
valued using the commuting valuation rule ($1.50 rule). A
control employee in a governmental organization is either an:

1. Elected official, or an
2. Employee whose compensation is at least as great as a
Federal government employee at Executigeel V.

The annual rate of pay for Level V positions within the executive branch of
Federal government ranged from $143,500 to $145,700 between 2009 and 20
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Chapter 2

Findings and Recommendations

Recommendations

Finding 27: The
MSD Board
allowed a
corporation under
its authority to
administratively
dissolvebefore
conveying the
corporat.
property to MSD.

During the audit periodfour MSD employees grossed an annual salary t
exceeded# Feder al Level V sal ary. Th
these four MSD employees would be defined as control employees an
commuting valuation rule should not be used to value the personal use
employer vehicle. The IRS prescribebetvaluation methods that can be used
controlled employees.

We recommend that MSD comply with IRS guidelines to ensure that the per
benefit of an assigned vehicle is valued appropriately for tax purposes. The
policies shou be amended to reflect how controlled employees will be determ
and the method that will be used to calculate the taxable benefit of ass
vehicles.

In the 1990s, MSD agreed to accept responsibility overcac a | area

wastavater treatment plant thain exchangeconveyed its stock to MSD. Thi
MSD Board was then named the Board of thigaaization. While MSD sitill
assumes responsibility for the facility and surrounding property, the MSD B
allowed the corporation under its authority to administratively dissolve be
formally conveying the corporationo

During the @amination auditors had identified theBPCorporation (Corporation)
as an entity that was affiliated with former MSD Board members and the fo
Executive Director. After requesting information regarding this corporation f
the MSD Legal Director, auirs were informed that the Corporation wi
responsite for the oversight of a wastater treatment facility for a local are
subdivision. In November 2003, the Corporation was administratively dissolve
t he Kentucky Secr et ailung todile theSrecuite@ ansua
reports.

The Legal Director discovered through her research that the former Exec
Director had taken responsibility for filling the annual reports to the Kentu
Secretary of Stateds @fappropriate fdingdwera hc
longer made. It is believed that this was allowed to occur because only the fi
Executive Director was involved in submitting the paperwork for this organiza
Auditors question the need for the former Executive Daredb be solely
responsible for filing legal paperwork as it appears to be a routine legal matte
could be handled by ihouse legal staff.

The LegalDirector stated that the wastater treatment property is still in the nan
of the Corporation anthat MSD will need to reinstate the Company so the prop:
can be properly conveyed to MSD. The attorney stated that reinstatement shc
a simple process; however, the Legal Department was not aware of the issu
auditors raised the question.
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Chapter 2

Findings and Recommendations

Recommendations

We recommend the MSD Legal Director take the necessary actions to addre
situation regarding the dissolved corporation and its related property.

We also recommend the MSD Board and its Executive Management evaluz
processesot ensure tasks undertaken by employees are reasonably alignec
their job responsibilities. While it is not inappropriate for the former Execu
Director to have filed annual reports on behalf of the Corporation, it is n
reasonable and allows fdyetter continuity for the MSD Legal Department
perform that function.
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APA Recommendations for Public and Nonprofit Boards Exhibit 1
CRIT LUALLEN
AubiTtor oF PusrLic AccounTs
Auditor of Public Accounts
Recommendations for Public and Nonprofit Boards
Revised 3/4/10

The Auditor of Public Accounts, as a result of recent investigations, makes the following

recommendations to assist public and nonprofit Boards in designing and implementing internal

controls. These recommendations should assist Board members in providing appropriate
financial oversight. The following is a brief summary of various financial policy areas that

Board members should consider. After each control area is considered, a policy should be

developed to address the specific business model of the organization.

1. The Board should have a well defined, clear mission statement to serve as a platform for
policies, operational plans, and resource allocations that further the interest of its
organization’s members.

2. The Board should facilitate the development of an annual orientation program and manual
for new and returning Board members to ensure an understanding of the Board’s structure,
operations, and their legal and fiduciary responsibilities. An explanation of the budget and
accounting structure, as well as revenue and investment information should also be included.
If possible, the orientation should be facilitated by a knowledgeable, independent party, such
as a Board attorney or consultant.

3. The Board should ensure that its organizational structure maintains a flexibility that allows
for multiple sources of information. The Board should request reports from individuals
having responsibility for various program areas rather than from just the chief executive.

4. The Board meeting minutes should document the exact nature of the financial reviews
conducted by the Board. Any issues that result from thesc reviews and action taken to
resolve the issues should also be documented,

5. For Boards who fall under the open meetings law, sessions closed to the public should be
entered into in accordance with KRS 61.810. Any conclusions or decisions reached during a
session closed to the public must be documented in the Board meetmg minutes as stated in
KRS 61.815, clarified in OAG 81-387.

209 ST. CLAIR STREET TELEPHONE 502.564.5841
FRANKFORT, KY 40601-1817 FAcsimMiLE 502 .564.2912

WWW. AUDITOR.KY. GOV

AN Equal Oepronvuniyy Esprover M/ F /4 D

4y

Page 106



APA Recommendations for Public and Nonprofit Boards Exhibit 1

6. The Board should establish an independent process to receive, analyze, investigate, and
resolve concerns related to the organization including anonymous concerns. Employees,
business associates, customers, or the general public may have significant, beneficial
information that they are uncomfortable reporting directly to the Board. A toll-free
complaint number or an advertised email and postal address for feedback would allow the
transmission of this information. In addition, where applicable, the Board’s policy should
include a reference to Kentucky law (KRS 61.102) notifying employees, as defined in KRS
61.101, of their rights to protection against retaliation for reporting violations to certain
authorities. A whistleblower policy should be adopted and distributed to employees. The
policy should include reporting procedures and management’s responsibility to address
issues reported.

7. An internal audit function could be used to ensure that Board concerns are independently
investigated. The individual designated to perform internal audits should be given the
authority to investigate and examine any area designated by the Board and the responsibility
to report the audits findings directly to the Board.

8. A Board audit committee should appoint and compensate the audit firm and ensure the
rotation of the lead audit partner and the audit partner reviewing the audit, as required by the
Sarbanes Oxley Act (SOX) for companies with publicly traded stock. The Board should also
consider whether rotating audit firms would be beneficial given the facts and circumstance of
the organization. Further, if possible, the Board audit committee should be comprised of at
least one member who has an understanding of generally accepted accounting principles and
financial statements, experience with internal controls and in preparing or auditing financial
statements, and an understanding of audit committee functions, as suggested in Section 407
of SOX. In addition, reviews of internal controls should be conducted to ensure that controls
are functioning as designed or needed. The review of internal controls could be conducted
by an internal auditor, Board designee, or included in the engagement of an auditing firm.
Any concerns noted by the Board should be disclosed to the auditor and included in the audit

scope for review.,

9. The Board should adopt a code of ethics that includes standards of conduct for its Board
members, officers, and employees related to business conduct, integrity, and ethics. The
policy should include the requirement to sign a form stating that the individuals have
received and understand the code of ethics. The code should include statements regarding
moral and ethical standards, confidentiality, conflicts of interest, nepotism, gifts, honoraria,
and assistance with applicable audits and investigations. Violations of the code of ethics
should be reported to the Board or designated committee of the Board.

10. The Board should adopt a financial disclosure policy for Board members and executive
management. A policy should also be developed requiring Board members and executive
management to disclose any conflicts of interests. The disclosure form should be completed
by a specified date and returned to the appropriate committee of the Board.
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1. The Board should establish and approve a detailed, equitable personnel and compensation
policy. The policy should include that the Board or a designated Board committee annually
review the salary increases and bonus payments made to all staff. This review should be
documented in the Board meeting minutes.

12, The Board should define and document all employee benefits in a fair and equitable manner.
Benefits received that result in taxable income should be properly accounted for and accrued
to each applicable employee. Employee benefits should also be reviewed to ensure they
provide a reasonable business purpose. Also, membership fees to organizations or
associations should provide a reasonable business benefit.

13. The Board should approve the compensation package of the organization’s primary executive
and be aware of the compensation provided to other Executive Staff. In determining the
compensation for the primary executive, the Board should consider the organizations
financial resources, current economic conditions, employee performance, and salary data for
similar positions at relevant organizations within the region.

14, The Board should ensure a well-defined employee evaluation system is implemented within
the organization to consistently assess employee performance. The results of the employee’s
evaluation should be used for employee advancement or salary adjustments.

15. The Board should adopt policies to ensure all forms of employee leave are properly approved
and accurately recorded.

16. The Board should have sick and vacation leave policies that address the accrual, use, and the
payment to employees for any unused sick, vacation, or compensatory time,

17. The Board policy should include a transparent, competitive selection process for the
procurement of goods and services. The policy should outline the circumstances under
which quotes or competitive bids are required and the process to be followed. The Board
should have policies that require a formal contract for purchases over a specified amount and
that all contracts over a specified dollar amount require Board approval,

18. A review of budget to actual expenditures should be performed regularly by the Board or a
designated Board Committee to monitor costs in each account. The name and number of
budget categories or line items should provide transparency and sufficient detail to allow
Board members to accurately identify the types of expenses being attributed to each category.
If expenditures occur at an unexpected rate, additional detail should be requested to ensure
that incurred expenditures are reasonable and necessary.

19. At least quarterly, the Board or a designated Board committee should receive and review a
listing of payments that includes, at a minimum, the payee, dollar amount, and date of each
expenditure. This review would assist in identifying inappropriate, unusual, or excessive
expenditures.
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