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The Investments Audit was identified in the City-wide risk assessment performed during 
the summer of 2009, and was included in the 2010 approved Audit Plan. 

A performance audit was conducted on the City's Investment function. Performance 
audits provide objective analysis so that management and those charged with 
governance and oversight can use the information to improve program performance and 
operation, reduce costs, facilitate decision making by parties with responsibility to 
oversee or initiate corrective action, and contribute to public accountability. 

This performance audit was conducted in accordance with generally accepted 
government auditing standards. These standards require that we plan and perform the 
audit to obtain sufficient, appropriate evidence to provide a reasonable basis for our 
findings and conclusions based on our audit objectives. 

Attached is the final report of the Investments Audit conducted by the City Auditor's 
Office and the Interim Memorandum to Management issued during the audit. 
Management responses to the Interim Memorandum to Management and audit findings 
and recommendations are also included. 
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Investments Audit 
 

Executive Summary 
 
Municipal investment activities are governed by state statute (Florida Statute Title XIV, 
Chapter 218), which provide a framework for management of the City of Cape Coral’s 
cash and investments. The City of Cape Coral has also implemented its own Investment 
Policy. The City’s Investment Policy applied to all cash and investments held or 
controlled by the City, with the exception of Pension Funds and funds related to the 
issuance of debt where there are other existing policies or indentures in effect for such 
funds. 
 
This audit has identified the City of Cape Coral was not in compliance with certain 
provisions of Florida State Statute 218.415 governing investments and the City’s 
Investment Policy. If the City’s external auditor, during their next financial audit, finds the 
City is not in compliance with the Statutes and the City’s Investment Policy, they are 
required to document a statement of non-compliance in the City’s Comprehensive 
Annual Financial Report (CAFR) Management Letter. According to the Auditor General, 
a statement of non-compliance within the City’s CAFR Management Letter requires their 
office to notify the State of Florida Legislative Audit Committee for further potential 
action.  
 
This audit has also identified improvements associated with the day-to-day 
management and control of the portfolio of funds available for investment. The cash 
flow analysis to support investment decisions for short and long term investment has not 
been updated since early 2005, using 2004 data. This, in addition to errors in the 
spreadsheets used to assess liquidity needs, which were not detected until this audit, 
may have resulted in a loss of higher investment income returns that were available 
through longer term versus shorter term investments on over $60 million of invested 
funds. 
 
There was insufficient separation between individuals responsible for oversight and 
management of the investment funds. The Committee charged with oversight of 
investments did not contain sufficient diversity or representation from City Council and 
the public, as is current practice with other City committees of similar potential impact. 
Additionally, the management reports did not adequately address significant amounts 
(i.e., up to $170 million) of funds potentially available for investment. This impeded the 
ability to accurately monitor performance, could have led to improper decision making 
and raised questions regarding transparency to those outside the organization. 
 
Lastly, there was increased operational risk associated with the management of 
investments within the City of Cape Coral’s Financial Services Department. The 
increased risk emanated from under utilizing the independent Investment Advisor and 
Securities Custodian control structure and reduced controls, assurances and liability 
protection associated with that approach. Should adverse events have impacted the 
City (e.g., theft of public funds) it could have resulted in over $50 million of reduced 
reimbursements. 
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Full Report 
 
The Investments Audit was identified in the City-wide risk assessment performed during 
the summer of 2009, and was included in the 2010 approved Audit Plan.  
 
A performance audit was conducted on the City’s Investment function. Performance 
audits are defined as engagements that provide assurance or conclusions based on an 
evaluation of evidence against stated criteria. Performance audits provide objective 
analysis so that management and those charged with governance and oversight can 
use the information to improve program performance and operation, reduce costs, 
facilitate decision making by parties with responsibility to oversee or initiate corrective 
action, and contribute to public accountability. 
 
This performance audit was conducted in accordance with generally accepted 
government auditing standards. These standards require that we plan and perform the 
audit to obtain sufficient, appropriate evidence to provide a reasonable basis for our 
findings and conclusions based on our audit objectives. We believe that the evidence 
obtained provides a reasonable basis for our findings and conclusions based on our 
audit objectives. 
 
 
Background 
 
Municipal investment activities are governed by state statute (Florida Statute Title XIV, 
Chapter 218), which provides a framework for management of the City of Cape Coral’s 
cash and investments. Florida Statutes also provided each municipality with the option 
of establishing its own investment policy. Implementing an investment policy did not 
relieve the organization from its responsibility to comply with the statutory provisions. 
However, if a municipality opts to adopt its own policy, the Statutes require compliance 
by the municipality to its policy. 
 
The City of Cape Coral elected to establish its own investment policy in 2004 which was 
approved by the City Council August 9, 2004. The Investment Policy applied to all cash 
and investments held or controlled by the City, with the exception of Pension Funds and 
funds related to the issuance of debt where there are other existing policies or 
indentures in effect for such funds. 
 
The City’s Investment Policy and Florida Statutes state that independent auditors, as a 
normal part of the annual financial audit to the City, shall conduct a review of the system 
of internal controls to ensure compliance with policies and procedures. The scope of 
this audit focused on areas not previously addressed by the external auditor, to avoid 
any potential overlap in audit efforts. Through discussions with the external audit firm, it 
was determined the authorized investments from the City’s Investment Policy were 
compared to the list of investments on hand at year-end 2009. 
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This audit included the proprietary and governmental activities investment fund 
functions performed by the City of Cape Coral and excluded internal operations of the 
Third Party Administrator (TPA). Within the City of Cape Coral, the pension funds, CRA 
funds, Charter School funds and Health Facilities Authority funds were also excluded. 
The focus included current practices in light of the last fiscal year (2008-2009) results as 
described in the 2008-2009 CAFR. 
 
The objectives of the engagement were to: 
 

1. Verify the Investment Policy, Third Party Administrator (TPA) contractual 
requirements and securities currently being used were in compliance with the 
State of Florida Statutes governing public entity investments; 

2. Ensure liquidity was properly calculated and appropriate levels of funds were 
made available to the TPA in order to maximize investments while protecting 
equity; 

3. Ensure proper training, resource levels and controls were in place to maximize 
return on investments while protecting the underlying equity; and 

4. Assess the potential for fidelity & surety (embezzlement/theft) risk exposure. 
 
During the course of the audit, an Interim Memorandum to Management was issued 
(see attachment). The purpose of this memorandum to management was to identify a 
substantial and time sensitive audit finding prior to the formal completion of the overall 
audit, in a manner that would provide management with an opportunity to address the 
finding before further escalation, to the State of Florida Legislative Audit Committee, 
was required. 
 
Objective 1: Verify the Investment Policy, Third Party Administrator (TPA) contractual 
requirements and securities currently being used are in compliance with the State of 
Florida Statutes governing public entity investments.  
 
Florida Statute 218.415 was reviewed and compared against the City of Cape Coral’s 
Investment Policy, the Investment Advisor contract and the Securities Custodian 
contract, and the City of Cape Coral’s Investment Policy was compared against the 
Investment Advisor contract and the Securities Custodian contract. The external audit 
firm (Purvis Gray and Company), that completed the 2009 financial audit on behalf of 
the City of Cape Coral, provided documentation regarding the areas addressed during 
their review for compliance. 
 
The City of Cape Coral’s Investment Policy was approved by the City Council August 9, 
2004, and filed with the City Clerk on August 17, 2004.  
 
All policy sections required by Florida Statute Title XIV, Chapter 218.415 were present. 
The Investment Policy included the following sections as required by statute: scope, 
objectives, performance measurement, prudence and ethical standards, authorized 
investments, maturity and liquidity requirements, portfolio composition, risk and 
diversification, authorized dealers, third party custodial agreements, master repurchase 
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agreement, bid requirements, internal controls, continuing education, reporting and 
authorization to utilize intergovernmental investment pools, SEC money market funds, 
interest bearing time deposits, direct US Treasury obligations, federal agencies 
instrumentalities and rate or unrated bonds, notes or instruments backed by the full faith 
and credit of the government of Israel. 
 
The Investment Advisor, Public Financial Management (PFM) and Securities Custodian, 
US Bank contracts as presented did not conflict with Florida State Statutory and City of 
Cape Coral Investment Policy requirements. 
 
Through discussions with the external audit firm, it was determined the authorized 
investments from the City’s Investment Policy were compared to the list of investments 
on hand at year-end 2009 and compliance was reported. 
 
Objective 2: Ensure liquidity is properly calculated and appropriate levels of funds are 
made available to the TPA in order to maximize investments while protecting equity.  
 
As previously stated, the City of Cape Coral’s Investment Policy applied to all cash and 
investments held or controlled by the City, with the exception of Pension Funds and 
funds related to the issuance of debt where there are other existing policies or 
indentures in effect for such funds.  
 
The Investment Policy required periodic cash flow analyses be performed to determine 
the proper liquidity needs of the organization. Additionally, the Government Finance 
Officers Association’s (GFOA) best practice regarding cash flow analysis emphasized 
“the use of cash flow forecasting can lead to the optimization of funds as well as ensure 
sufficient liquidity…it can also identify core funds, or those funds available for longer-
term investing.” The ultimate goal of this forecast is to mitigate the need for short-term 
borrowing or liquidation of securities (investments) before maturity. Forecasting should 
be done organization-wide. This allows spending patterns to be coordinated to mitigate 
potential shortfalls and balance the flow of funds. 
 
The most recent cash flow analysis was obtained from the Investment Advisor and 
liquidity needs spreadsheets were provided by the City of Cape Coral’s Financial 
Services Department staff. These documents were reviewed for accuracy and 
compliance with the Florida Statutes and City of Cape Coral Investment Policy 
requirements. Additionally, the Government Finance Officers Association web site was 
reviewed for “Best Practices” applicable to this objective. Best practice documents were 
then compared to the established methods being used by the Financial Services 
Department. 
 
As of April 30, 2010, the liquidity needs spreadsheet (the document used to asses 
liquidity needs of the City) identified the total funds available for investment were 
roughly $241 million. Of the $241 million, $71 million was being managed by the 
independent Investment Advisor (PFM) and the Securities Custodian (US Bank), while 
the remaining $170 million was not. The Interim Financial Services Director provided 
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direction regarding the $170 million that was not being managed by the Investment 
Advisor and indicated City staff was focusing their efforts on diversification of funds by 
placing these amounts in the local government investment pools, Florida Prime (SBA) 
and the Florida Surplus Asset Fund Trust (FLSAFE). 
The Financial Services organization annually projected fiscal year-end cash needs (in 
June for September) for each fund balance across the organization, however, these 
balances were not accumulated across funds nor projected to the twenty four (24) 
month future period identified in the Investment Policy.  
 
The cash flow analysis to support investment decisions has not been updated since 
early 2005, using 2004 data. Given the volatility that has occurred in the City of Cape 
Coral and the US investment markets, projections for growth and other factors from a 
2004 cash flow analysis would not accurately reflect actual experience over the past six 
(6) years. Additionally, regardless of the level of volatility, the cash flow horizon for the 
2004 analysis was twenty four (24) months. It has been roughly seventy two (72) 
months since the last update, which is too long a period of time to meet the Investment 
Policy requirement of periodic. 
 
Additionally, Spreadsheets provided as the tool used to perform liquidity assessments 
contained errors, including the amount used as funds needed to meet current expenses 
(a critical component to maximizing liquidity and investments). As a result of this audit, it 
was found the amount needed to meet current expenses was overstated by more than 
$60 million in March 2010, thereby reducing the amount of funds available for longer 
term investment. This determination was critical to achieving the best return on 
investment for the citizens of the City of Cape Coral within the established risk tolerance 
levels.  
 
Finding #1: The Cash flow and liquidity needs assessments were not being performed 
with sufficient frequency and accuracy, as is required by the City of Cape Coral 
Investment Policy. 
 
Recommendation 1: Perform a monthly liquidity assessment, based on an annual cash 
flow analysis completed specifically for investment purposes. 
 
Management Response #1 
 
• The Department of Financial Services will prepare a liquidity assessment, based 

on a cash flow analysis to be completed every six months specifically for 
investment purposes. 

 
 
The Financial Services Department reported that staff assessed the amount of funds 
available for short and long term investment on a monthly basis at a minimum and often 
more frequently. However, when the amount of funds potentially available for 
investment exceeded the liquidity needs of the organization, these amounts were not 
transferred to the Investment Advisor and no documentation was created to articulate 
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the thought process that lead to the decisions to keep the funds within the management 
control of the City staff. There has not been a transfer of funds to the Investment 
Advisor in over eighteen months.  
 
The Interim Financial Services Director provided direction regarding the amounts over 
and above the liquidity needs that were not being managed by the Investment Advisor 
and indicated City staff was focusing their efforts on diversification of funds by placing 
these amounts in the local government investment pools, Florida Prime (SBA) and the 
Florida Surplus Asset Fund Trust (FLSAFE). 
 
The lack of documentation created an environment where investment decisions could 
not be monitored effectively or assessed in terms of prudence, operational risk or 
investment return potential. 
 
Finding #2: There was insufficient documentation of decision making regarding the 
funds available for investment. 
 
Recommendation 2: Establish a procedure to document both investment fund 
availability and disposition decisions based on the monthly assessment of liquidity 
needs. 
 
Management Response #2 
 
• The Department of Financial Services will document the investment availability and 

investment decisions based on the monthly assessment of liquidity needs. 
• The Department of Financial Services will establish a formal procedure to 

document this process, as recommended, by 10/15/10. 
 
 
Objective 3: Ensure proper training, resource levels and controls are in place to 
maximize return on investments while protecting the underlying equity. 
 
Training 
 
To ensure proper training of City staff, the Investment Policy states the Financial 
Services Director, the Controller, and other appropriate staff shall annually complete 8 
hours of continuing education in subjects or courses related to investment practices and 
products.  
 
The Financial Services Director, Deputy Finance Director and Debt/Treasury Manager 
submitted certificates of completion from The PFM Group, Southwest Florida GFOA and 
MBIA Asset Management which included statements attesting that the course content 
provided 8 hours of CPE pursuant to Section 218.415. These certificates were 
compared against the Investment Policy requirements. 
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Continuing education requirements have been reviewed and met by the Finance 
Director, Deputy Finance Director and Debt/Treasury Manager for 2007, 2008 and 
2009. 
 
 
Resources 
 
The staff responsible for managing the investment activities of the City of Cape Coral 
indicated they have not been allowed to devote the proper amount of time to investment 
management due to other finance responsibilities. As part of the recent Cash Handling 
Audit – Impress Funds conducted by the City Auditor’s Office, Financial Services 
Department staff indicated they allocated their manpower resources to more material 
and pressing priorities such as management of all the City’s investments. While staffing 
levels have been suggested by management as a possible cause for the current 
environment, research of similar size communities staffing for investment organizations 
did not identify any significant difference in staff levels to substantiate this assertion. 
 
 
Management Oversight 
 
The City of Cape Coral’s Investment Policy placed responsibility for establishing an 
Investment Committee with the City Manager, for the purpose of formulating investment 
strategies and goals, monitoring the performance and structure of the City’s investment 
portfolio and making recommendations/changes to the Investment Policy.  
 
The Financial Services Department provided copies of their reports to the Investment 
Committee and minutes from the last two (2) Committee meetings for review. Other City 
of Cape Coral Committees, of similar potential impact, were reviewed for structure and 
participation. Additionally, the Government Finance Officers Association (GFOA) web 
site was reviewed for “Best Practices” applicable to this objective. Best practice 
documents were then compared to the established methods being used by the Financial 
Services Department. 
 
The City Manager had established an Investment Committee which included himself, 
the Assistant City Manager, Director of Finance, Deputy Director of Finance and 
Debt/Treasury Manager, and was communicating with the membership quarterly as 
required by the Investment Policy. At the time of this audit, the City Manager position 
was being filled on an interim basis by the Assistant City Manager and the Director of 
Finance position was being filled on an interim basis by the Deputy Director of Finance, 
leaving only three (3) individuals as the oversight committee, all of which were in the 
immediate chain of command for management of investment activities. 
 
There was insufficient separation between individuals responsible for oversight and 
management of the investment funds. The committee structure did not reflect either the 
best practice principles established by the GFOA nor the City’s own approach with other 
committees (e.g., Financial Advisory Committee, Audit Committee) regarding inclusion 



Page 8 of 14 
 
 

of members from the public and City Council. The GFOA recommends that 
governments incorporate public participation efforts in planning, budgeting and 
performance management results processes. While public participation efforts can be 
extremely valuable, superficial or poorly designed efforts may simply waste valuable 
staff time and financial resources, and at worst can increase public cynicism if the public 
perceives that its input has not been taken seriously.  
 
There is no written charter which described the purpose, roles and responsibilities of the 
Investment Committee and its participants. The GFOA suggests, articulating the 
purpose for conducting a public participation process is critical because the purpose 
becomes the foundation for deciding who to involve, how to select them, what activities 
they will be involved in, what information will be collected, and how the government will 
use the information. Governments should not initiate public participation processes 
without establishing a tangible purpose. 
 
The management reports and minutes of Committee meetings did not reflect 
discussions of investment strategies, goals or monitoring of performance of the funds 
(i.e., up to $170 million) being managed by City staff. Instead, the reports and minutes 
focused only on that portion of funds being managed by the Investment Advisor (i.e. up 
to $71 million). 
 
Finding #3: There was insufficient separation between individuals responsible for 
oversight and management of the investment funds, and the management control 
structure and scope of the Investment Committee was not consistent with GFOA best 
practices or the City of Cape Coral’s approach with other committees of similar impact. 
 
Recommendation 3: Diversify the management oversight control of the Investment 
Committee by expanding the membership to include one (1) member of the City Council 
and at least five (5) members from the City of Cape Coral residents. Additionally, create 
a charter for the Investment Committee to define its role and responsibilities regarding 
City investments. 
 
Management Response #3 
 
• The Department of Financial Services will update the Investment Policy specifically 

addressing the membership of the investment committee. This will require City 
Council to amend Ordinance 88-04 regarding the City’s Investment Policy. 

• The Department of Financial Services will create a charter for the Investment 
Committee to define its role and responsibilities regarding City investments. 

 
 
 
Management Reporting 
 
The Florida Statutory provisions governing investment activities (218.415) were 
compared to the City of Cape Coral’s Investment Policy provisions and the Investment 
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Policy compared to the current practices as illustrated through the last two (2) City 
Council reports, provided by the Financial Services Department. 
 
The City of Cape Coral’s Investment Policy states, on an annual basis, the Financial 
Services Director is required to prepare and submit to City Council a written report on all 
invested funds.  
 
The City of Cape Coral’s Investment Policy defined invested funds to include all cash 
and investments held or controlled by the City, with the exception of Pension Funds and 
funds related to the issuance of debt where there are other existing policies or 
indentures in effect for such funds.  
 
The City’s Investment Policy states the annual report shall provide all of the following: a 
complete list of all invested funds, name and type of security, amount invested, maturity 
date, income earned, book value, market value and yield on each investment. The 
Investment Policy also states the City will use performance benchmarks for short-term 
and long-term portfolios to ensure an investment return competitive with comparable 
funds and financial market indices…limited to relatively low risk securities in anticipation 
of earning a fair return relative to the risk being assumed. 
 
The Financial Services Director has communicated quarterly with the City Council and 
Investment Committee, which exceeds the Investment Policy requirements for 
frequency of reporting. The reports contained benchmark financial data to measure 
performance of the Investment Advisor managed short and long term investments 
against other investors in the same markets. However, the report did not benchmark 
data for the investment funds managed by City staff, roughly 71% (or $170 million) of 
total funds available for investment for this reporting period, nor did it include the 
amount invested, maturity date, income earned, book value, market value and yield. 
 
While the underlying data was available, the management reports either had not been 
developed or did not utilize the data to support active management of the funds and fact 
based decision making. This may have resulted in a loss of higher investment income 
returns that were available through longer term versus shorter term investments on over 
$60 million of invested funds.  
 
The need to actively manage a portfolio of funds available for investment of this size 
was heightened given the volatility of the market that we’ve experienced over the past 
three years and could likely continue into the foreseeable future. 
 
Finding #4: The Investment Committee and Council reports did not adequately address 
up to 71% of the funds available for investment and did not benchmark performance 
against the funds being managed by City staff which impeded the ability to accurately 
monitor performance, could have led to improper decision making and raised questions 
regarding transparency to those outside the organization. 
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Recommendation 4: Modify the Investment Committee and Council reports to 
adequately address all funds available for investment, including benchmarking those 
investments against other investors in the same markets. 
 
Management Response #4 
 
• We agree that performance benchmarks have not been fully effective, as a majority 

of funds have remained in qualified short-term investment vehicles that typically 
provide a lower return. 

• The City has previously utilized benchmarks for the short-term and long-term 
portfolios that are managed by our current Independent Investment Advisor. These 
benchmarks are included in the quarterly investment reports that are currently 
prepared by PFM Asset Management LLC. The short-term benchmark is the S&P 
Rated GIP Index and the long-term benchmark is the Merrill Lynch 1-3 Year 
Government & Corporate AA Index.  

• PFM reports now include the performance of all funds currently in local bank 
accounts and local government investment pools against the short-term benchmark, 
starting with the June 30, 2010 quarterly report. These funds and the benchmark will 
be included in all subsequent quarterly and annual reports 

 
 
 
Management Controls 
 
The Investment Policy further required the Financial Services Director to establish 
written procedures for the operation of the investment portfolio and a system of internal 
accounting and administrative controls to regulate the activities of employees.  
 
A document containing answers to questions posed by the external auditor was 
presented by the Interim Director of Financial Services as evidence of written 
procedures; however, key components of the requirements did not exist within this 
document. For example, the document did not contain procedures regarding separation 
of duties concerning authority to initiate transactions and responsibility for reconciling 
these transactions with the City’s financials for those assets managed by the City staff. 
This need for separation of duties was also supported by a GFOA Best Practice. 
 
Additionally, the document did not contain any procedures to address funds being 
handled outside the independent Investment Advisor/Securities Custodian structure. As 
of March 31, 2010, the amount of funds outside the independent Investment 
Advisor/Securities Custodian structure was roughly $170 million or 71% of the total 
portfolio. 
 
GFOA best practices suggested the policies and procedures should delineate the 
authority and responsibility of all employees, especially the authority to authorize 
transactions and the responsibility for safekeeping of assets and records. Procedures 
should be described as they are actually intended to be performed rather than in some 
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idealized form. Finally, governments should ensure their control and management 
policies and procedures are in full compliance with any applicable laws and other 
requirements. 
 
Finding #5: The current procedures were inadequate to address management control 
of an asset portfolio of this size and did not contain all the requisite controls. 
. 
Recommendation 5: Prepare a written procedures manual that can be used to guide 
employee’s actions, train new employees and clearly define roles, responsibilities and 
control mechanisms for all cash and investments covered by the Investment Policy 
regardless of which organizational structure is handling the investments. 
 
 
Management Response #5 
 
• The Department of Financial Services does have written internal controls 

surrounding funds that are given to PFM Asset Management LLC, its independent 
Investment Advisor, for long-term and short-term investments. However, the 
procedures are inadequate, as they do not effectively address a majority of the 
City’s investments that are currently placed in local bank accounts and local 
government investment pools [Florida Prime (SBA) and the Florida Surplus Asset 
Fund Trust (FLSAFE)] that are under the direct control of the Financial Services 
Department. 

• The Department of Financial Services will expand and enhance written 
procedures to include funds with local bank accounts and local government 
investment pools. These written procedures will be used to direct employees’ 
actions and define roles and responsibilities for all cash and investments covered by 
the Investment Policy. These procedures will be documented and completed by 
September 30, 2010. 

 
 
 
Investment Policy Compliance 
 
A requirement of the City’s Investment Policy and State Statute is independent auditors, 
as a normal part of the annual financial audit to the City, shall conduct a review of the 
system of internal controls to ensure compliance with policies and procedures. If the 
external auditor finds the organization is not in compliance with the Statutes and/or 
Investment Policy, they are required to document a statement of noncompliance in the 
City of Cape Coral’s CAFR Management Letter. According to the Auditor General’s 
Office, a statement of non-compliance within the City’s CAFR Management Letter 
requires their office to notify the State of Florida Legislative Audit Committee for further 
potential action. This is the area covered in the Interim Memorandum to Management 
(see attached) distributed on August 16, 2010. 
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The City of Cape Coral was not in compliance with the following provisions of the State 
of Florida Statute regarding investments or the City of Cape Coral Investment Policy: 
 

1) Periodically, cash flow analyses will be completed in order to ensure that the 
portfolios are positioned to provide sufficient liquidity. 

2) The Financial Services Director shall establish written procedures for the 
operation of the investment portfolio and a system of internal accounting and 
administrative controls to regulate the activities of employees. 

3) The City will use performance benchmarks for short-term and long-term portfolios 
that will allow the City to measure its returns against other investors in the same 
markets. 

4) On an annual basis, the Financial Services Director shall prepare and submit to 
the Investment Committee and City Council reports covering all invested funds. 

 
Finding #6: The City of Cape Coral was not in compliance with the provisions of the 
Florida State Statutes and/or the City of Cape Coral Investment Policy identified above 
and this situation was not detected until this audit was conducted. 
 
Recommendation 6: Specifically include, in the annual contract with the external audit 
firm, the need to review and comment on the City’s cash flow analysis, liquidity 
assessment process, benchmarking and written procedures regarding all investments 
(including those under the management control of the City staff and the Investment 
Advisor). 
 
Management Response #6 
 
• The audit committee is currently working on the RFP for auditing services which 

may include the suggested city auditor’s language surrounding the scope of auditing 
services to be performed by the external auditors. 

• Department of Financial Services will ensure that the annual contract with the 
external audit firm includes the scope of auditing services that contains a review and 
comment on the City’s cash flow analysis, liquidity assessment process, 
benchmarking and written procedures regarding all investments (including those 
under the management control of the City staff and the Investment Advisor). 

 
 
Objective 4: Assess the potential for fidelity & surety (embezzlement/theft) risk 
exposure. 
 
The Florida State Statutes, City of Cape Coral Investment Policy, Financial Services 
Department written procedures and City of Cape Coral liability insurance programs were 
reviewed for applicability and exposure to employee dishonesty or other forms of 
operational risk. 
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The Investment Policy established standards of prudence to be used by investment 
officials. The standard applied to any person or firm hired to invest, monitor or advise is 
a higher level (Prudent Expert) than those applied to City employees (Prudent Person) 
and therefore affords a higher level of assurance regarding the investments. Given this 
distinction, the City’s risk profile can be reduced by achieving a higher percentage of 
funds under the control of a prudent expert (the Investment Advisor). And, conversely, 
the City’s risk profile can be increased by keeping a higher percentage of funds under 
internal staff control. 
 
The City of Cape Coral’s Investment Policy provided for the hiring of independent 
organizations to assist in managing the City’s investments. The Financial Services 
Department has contracted with two independent organizations, one (PFM) to advise 
and execute purchase/sale transactions for the appropriate investment securities and 
another (US Bank) to actually release funds to purchase the securities and hold the 
purchased securities until maturity or instructed to sell. This structure provided for 
separation of duties with a system of multiple checks and balances to support the 
investments program. 
 
This structure also contained a high level of control that significantly reduced the 
potential operational risk of the City. Attesting to the high level of control inherent in the 
structure was the existence of a SAS 70 audit of US Bank by external auditors of that 
firm. SAS 70 is an added level of assurance regarding the management controls 
specifically related to the funds being managed on behalf of the City of Cape Coral. 
 
Additionally, US Bank, as the custodian of the City’s securities, carried significantly 
higher levels (in excess of $50 million) of liability insurance coverage than the City to 
reimburse the City should an adverse event occur.  
 
The City of Cape Coral was accepting a higher level of operational risk (i.e., up to $50 
million) than is necessary given the control structure available through the independent 
Investment Advisor and Securities Custodian structure currently in place. The potential 
for increased operational risk within the City of Cape Coral’s Financial Services 
Department emanated from multiple sources: First, the significant portion of the funds 
available for investment that were not included in the Investment Advisor and Securities 
Custodian structure identified above. Up to 71% or $170 million of funds available for 
investment (as of April 30, 2010) were not being managed through this structure and 
were being handled entirely within the City staff’s purview. Second, the lack of written 
procedures and strong management controls within the Financial Services Department 
created an opportunity to bypass the controls established through the independent 
organization structure previously discussed. Third, the City of Cape Coral did not have a 
SAS 70 assurance regarding management controls. Finally, the City of Cape Coral 
purchased $500,000, or less than 1/10th the level of similar coverage to US Bank, to 
reimburse the City should an adverse event occur. 
 
Finding #7: The potential for operational risk was increased due to the department’s 
ability to bypass the independent organization structure established to manage 
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investments, the lesser internal procedures/controls and reduced assurances and 
reimbursement safeguards identified above. 
 
Recommendation 7a: Transfer all cash and investment funds (as defined by the 
Investment Policy) in excess of two (2) months expenses as funds available for 
investment to the Investment Advisor and Securities Custodian structure. 
 
Management Response #7a 
 
• The Department of Financial Services will prepare a monthly liquidity assessment, 

based on a semi-annual cash flow analysis completed specifically for 
investment purposes. Funds in excess of two months’ expenditures will be placed 
under management with an appropriate investment advisor that provides 
performance benchmarks. 

• The Department of Financial Services will establish a written operational 
policy/control procedure that ensures separation of duties with a formal process 
owner and counter-signatory that documents all activities regarding city-
administered investment funds. To be completed no later than 10/15/10. 

 
 
Recommendation 7b: Implement stronger controls for the remaining two (2) months 
expenses as funds available for investment being managed by City staff. 
 
Management Response #7b 
 
• The Department of Financial Services will expand and enhance written procedures 

to include funds with local bank accounts and local government investment pools. 
These written procedures will be used to direct employees’ actions and define roles 
and responsibilities for all cash and investments covered by the Investment Policy. 
These procedures will be documented and completed by September 30, 2010. 

• Also, see response 7a. 
 
 
Recommendation 7c: Adjust the level of liability protection commensurate with the 
exposure and City’s risk tolerance level, in anticipation of the above changes being 
implemented. 
 
Management Response #7c 
 
• The Department of Financial Services will work with the City’s Risk Manager to 

determine the level of liability insurance coverage that is appropriate for personnel 
within the Department of Financial Services. 

 
 



City of Cape Coral City Auditor's Office 

TO: Gary King, City Manager ~I 

THROUGH: Dona J. Newman, City Auditor <i:()'
FROM: Jay Johnston, Assistant City Auditor @ 
DATE: August 16, 2010 
SUBJECT: Interim Memorandum to Management - Investments Audit 

The purpose of this Interim Memorandum to Management is to identify a substantial and 
time sensitive audit finding prior to the formal completion of the overall audit, in a 
manner that will provide management with an opportunity to address the finding before 
further escalation, to the State of Florida Legislative Audit Committee, is required. 

According to Florida Statutes, municipal investment activities are governed by Florida 
Statute (Title XIV, Chapter 218), which provides a framework for management of the 
organization's cash and investments and sets forth the requirements necessary for 
compliance. The statutes also provide each municipality with the option of establishing 
its own investment policy to compliment the statute. 

The City of Cape Coral elected to establish its own investment policy, approved by the 
City Council August 9, 2004, which applies to all cash and investments held or 
controlled by the City, with the exception of Pension Funds and funds related to the 
issuance of debt where there are other existing policies or indentures in effect for such 
funds. 

During the course of this audit it was determined that the City of Cape Coral is not in 
compliance with the following provisions of Florida State Statute 218.415 and/or the 
City's Investment Policy. 

1)	 The Financial Services Director shall establish written procedures for the 
operation of the investment portfolio and a system of internal accounting and 
administrative controls to regulate the activities of employees. 

2)	 The City will use performance benchmarks for short-term and long-term portfolios 
that will allow the City to measure its returns against other investors in the same 
markets. 

3) On an annual basis, the Financial Services Director shall prepare and submit to
 
the Investment Committee and City Council reports covering all invested funds.
 

4) Periodically, cash flow analyses will be completed in order to ensure that the
 
portfolios are positioned to provide sufficient liquidity. 
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A requirement of the City's Investment Policy and State Statute is independent auditors, 
as a normal part of the annual financial audit to the City, shall conduct a review of the 
system of internal controls to ensure compliance with policies and procedures. 

The external auditor will receive a copy of the above audit findings and perform their 
own review of the investment activities for the year ending September 30, 2010. 

If the external auditor finds the organization is not in compliance with the Statutes and 
the City's Investment Policy, they are required to document a statement of non
compliance in the City of Cape Coral's CAFR Management Letter. According to the 
Auditor General, a statement of non-compliance within the City's CAFR Management 
Letter requires their office to notify the State of Florida Legislative Audit Committee for 
further potential action. 

xc:	 Mayor and Council Members 
Dolores Menendez, City Attorney 
Rebecca van Deutekom, City Clerk 
Audit Committee 



TO: 

FROM: 

DATE: 

SUBJECT: 

CITY MANAGER'S OFFICE 
MEMORANDUM 

Dona Newman, City Auditor C\JI 
Gary R. King, City Manager~ 

September 17, 2010 

Internal Auditor -Investments Audit 

This memo is in response to the City Auditor's Interim Memorandum to Management
Investments Audit dated August 16, 2010. The City Auditor determined that the City is not in 
compliance with provisions of Florida State Statute 218.415 and/or the City's Investment 
Policy. I will address each issue separately. 

1) The Financial Services Director shall establish written procedures for the operation of the 
investment portfolio and a system of internal accounting and administrative controls to 
regulate the activities of employees. 

Management's Response: 
• 	 The Department of Financial Services does have written internal controls and 

procedures addressing funds that are given to PFM Asset Management LLC, its 
current Independent Investment Advisor, for long-term and short-term investments. 
However, the procedures are inadequate, as they do not effectively address a 
majority of the City's investments that are currently placed in local bank accounts and 
local government investment pools [Florida Prime (SBA) and the Florida Surplus 
Asset Fund Trust (FLSAFE)] that are under the direct control of the Financial Services 
Department. 

• 	 The Department of Financial Services will expand and enhance current written 
procedures to include funds with local bank accounts and local government 
investment pools. These written procedures will be used to direct employees' actions 
and define roles and responsibilities for all cash and investments covered by the 
Investment Policy. These procedures will be documented and completed by 
September 30, 2010. 

2) The City will use performance benchmarks for short-term and long-term portfolios that will 
allow the City to measure its returns against other investors in the same markets. 

Management's Response: 
• 	 We agree that performance benchmarks have not been fully effective, as a majority of 

funds have remained in qualified short-term investment vehicles that typically provide 
a lower return. 

• 	 The City has previously utilized benchmarks for the short-term and long-term 
portfolios that are managed by our current Independent Investment Advisor. These 
benchmarks are included in the quarterly investment reports that are currently 
prepared by PFM Asset Management, LLC. The short-term benchmark is the S&P 
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• 	 Rated GIP Index and the long-term benchmark is the Merrill Lynch 1-3 Year 
Government &Corporate AA Index. 

• 	 PFM reports now include the performance of all funds currently in local bank accounts 
and government investment pools against the short-term benchmark, starting with the 
June 30, 2010 quarterly report. These funds and the benchmark will be included in all 
subsequent quarterly and annual reports. 

• 	 Funds in excess of two months' expenditures will be placed under management with 
an appropriate Independent Investment Advisor that provides performance 
benchmarks. 

3) 	 On an annual basis, the Financial Services Director shall prepare and submit to the 
Investment Committee and City Council reports covering all invested funds. 

Management's Response: 
• 	 City Administration has previously elected to provide more frequent reporting via our 

Independent Investment Advisor's quarterly investment reports. The quarterly reports 
do include the Asset Allocation by percentages for all the City's cash and investments 
by Security Type and Individual Issuer Breakdown, this includes the percentages 
allocated to local bank accounts and local government investment pools. The 
quarterly reports now include the dollar amounts (in addition to percentage 
distribution) on the Asset Allocation, starting with the June 30, 2010 quarterly report. 

• 	 In the future, the Independent Investment Advisor will also prepare an annual report, 
starting with the fiscal year ending September 30, 2010. 

• 
4) Periodically, cash flow analyses will be completed in order to ensure that the portfolios are 

positioned to provide sufficient liquidity. 

Management's Response: 
• 	 The City does currently have sufficient liquidity to pay obligations as they come due. 
• 	 City staff will work with PFM personnel to create detailed cash flow analyses, by fund, 

going back three years, along with a current-year forecast, to arrive at a trend to 
project cash flows into the future. The cash flow analysiS will be completed by 
September 30, 2010. The Department of Financial Services will formally review, 
update and report the result of the cash flow analysis every six months. 

5) The City Auditor further states "if the external auditor finds the organization is not in 
compliance with Statutes and the City's Investment Policy, they are required to document 
a statement of noncompliance in the City of Cape Coral's CAFR Management Letter. 
According to the Auditor General, a statement of non-compliance within the City's CAFR 
Management Letter requires their office to notify the State of Florida Legislative Audit 
Committee for further potential action." 

Management's Response: 
• 	 The Management Letter in the September 30, 2009 CAFR indicates that the City did 

comply with Section 218.415, Florida Statutes, regarding the investment of public 
funds. Based on their scope of work, the external financial auditors did determine that 
the City has adopted the investment policy and that investments are consistent with 
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• 	 the policy and the system of internal controls are adequate. We concur that any future 
scope of work explicitly requires a full review and determination of compliance with all 
aspects of the City's Investment Policy, as will be amended herein. 

• 	 We also recommend that all future external auditor engagements be overseen by the 
Office of The City Auditor, in place of the Financial Services Department, to provide 
appropriate separation of duties. 

Please do not hesitate to contact me if you have questions or need additional information. 

GK ILS/gc (Investments Audit) 

C: 	 Mayor and Council 
City Attorney 
City Clerk 
Audit Committee 
Carl L. Schwing, Assistant City Manager 
Linda Senne, Interim Director, Financial Services 
Sheena Milliken, Budget Director 
Jay Johnston, Assistant City Auditor 
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