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April 4, 2008

Dr. Nancy Kotowski, Superintendent
Monterey County Office of Education
901 Blanco Circle

Salinas, California 93912-0851

Dear Superintendent Kotowski:

In December 2007, the Monterey County Office of Education and the Fiscal Crisis and
Management Assistance Team (FCMAT) entered into an agreement to provide an Assembly
Bill (AB) 139 extraordinary audit of the Lagunita Elementary School District. Specifically, the
agreement states that FCMAT will perform the following:

1. Review district policies and procedures related to Public Contract Code Sections
20111, 20116 & 22002. The review shall include an evaluation of independent con-
tracts to determine whether district personnel or board members violated the Public
Contract Code.

2. Evaluate the district’s policies and purchasing procedures to determine if conflicts of
interest existed in accordance with Government Code Section 1090 in the award of
independent contracts by district personnel or board members.

The attached final report contains the study team’s findings and recommendations.

We appreciate the opportunity to serve you and we extend our thanks to all the staff of the
Monterey County Office of Education and the Lagunita Elementary School District.

Sincerely,

Joel D. Montero
Chief Executive Officer

FCMAT
Joel D. Montero, Chief Executive Officer
1300 17* Street - Ciry CenTRE, Bakersfield, CA 93301-4533 - Telephone 661-636-4611 « Fax 661-636-4647
422 Petaluma Blvd North, Suite. C, Petaluma, CA 94952 - Telephone: 707-775-2850 -« Fax: 707-775-2854 « www.fcmat.org
Administrative Agent: Larry E. Reider - Office of Kern County Superintendent of Schools
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Foreword
FCMAT Background

The Fiscal Crisis and Management Assistance Team (FCMAT) was created by legislation
in accordance with Assembly Bill 1200 in 1992 as a service to assist local educational
agencies in complying with fiscal accountability standards.

AB 1200 was established from a need to ensure that local educational agencies throughout
California were adequately prepared to meet and sustain their financial obligations. AB 1200 is
also a statewide plan for county offices of education and school districts to work together on a
local level to improve fiscal procedures and accountability standards. The legislation expanded
the role of the county office in monitoring school districts under certain fiscal constraints to
ensure these districts could meet their financial commitments on a multiyear basis. AB 2756
provides specific responsibilities to FCMAT with regard to districts that have received emer-
gency state loans. These include comprehensive assessments in five major operational areas and
periodic reports that identify the district’s progress on the improvement plans.

Since 1992, FCMAT has been engaged to perform nearly 700 reviews for local educational
agencies, including school districts, county offices of education, charter schools and community
colleges. Services range from fiscal crisis intervention to management review and assistance.
FCMAT also provides professional development training. The Kern County Superintendent of
Schools is the administrative agent for FCMAT. The agency is guided under the leadership of
Joel D. Montero, Chief Executive Officer, with funding derived through appropriations in the
state budget and a modest fee schedule for charges to requesting agencies.

Total Number of Studies.........c.ceueune. 694

Total Number of Districtsin CA.......... 982
@ Management ASSiStance........................ 658 (94.8%)
O Fiscal Crisis/EMergency ...............oc.ooeeeen 36 (5.2%)

Note: Some districts had multiple studies.
@ Districts (7) that have received emergency loans from the state.
(Rev. 2/21/08)
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INTRODUCTION

Introduction

Background

The Lagunita Elementary School District is a single-school district located approximately
two miles north of the city of Salinas in Monterey County and is governed by a three
member board. The district was established in 1897 and serves approximately 88 students
at one K-8 elementary school. The district is the second smallest in Monterey County.

When a county superintendent becomes aware of an alleged misuse of public funds, the
superintendent is responsible for determining whether sufficient evidence exists to sup-
port the allegations and is authorized to request a review or audit and report the results to
the governing body of the local educational agency (LEA) and the local district attorney
and law enforcement.

In December 2007 the Fiscal Crisis and Management Assistance Team (FCMAT)
received a request from the Monterey County Office of Education for an Assembly Bill
(AB) 139 extraordinary audit of the Lagunita Elementary School District. The county
office had received a written complaint and allegations that the district had violated pro-
visions of the Public Contract Code and Government Code regarding public bidding and
conflicts of interest by members of the school board.

The county office requested that FCMAT provide for the assignment of professionals to
study specific aspects of the Lagunita Elementary School District. These professionals
may include staft from FCMAT, county offices of education, the California Department
of Education (CDE), school districts, or private contractors.

FCMAT and the county office subsequently entered into a study agreement. All work is
to be performed in accordance with the terms and conditions of this agreement, which
specifies that FCMAT will perform the following:

1. Review district policies and procedures related to Public Contract Code Sections
20111, 20116 & 22002. The review shall include an evaluation of independent
contracts to determine whether district personnel or board members violated the
Public Contract Code.

2. Review district board minutes to determine whether any other irregular transac-
tions involving the governing board’s award of bids occurred during the last two
fiscal years.

3. Evaluate the district’s policies and purchasing procedures to determine if conflicts
of interest existed in accordance with Government Code Section 1090 in the
award of independent contracts by district personnel or board members.

Thus FCMAT’s focus is on the district’s policies and procedures related to the Public
Contract Code to determine if the district and/or its personnel or board members violated
Government Code 1090, Conflict of Interest.

Monterey County Office of Education — Lagunita Elementary School District
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STUDY GUIDELINES

Study Guidelines

FCMAT provides a variety of services to school districts and county offices of education
upon request. Based on Education Code Section 1241.5 (b), a county superintendent of
schools may review or audit the expenditures and internal controls of any school district
in his or her county if he or she has reason to believe that fraud, misappropriation of
funds, or other illegal fiscal practices have occurred that merit examination. The review
or audit conducted by the county superintendent shall be focused on the alleged fraud,
misappropriation of funds, or other illegal fiscal practices and shall be conducted in a
timely and efficient manner. The basis of this review is to determine if sufficient evidence

exists to further investigate the findings, or if there is evidence of criminal activity that
should be reported to the local district attorney’s office.

This is in accordance with Education Code Section 42638 (b), which states the following:
If the county superintendent determines that there is evidence that fraud or mis-
appropriation of funds has occurred, the county Superintendent shall notify the
governing board of the school district, the State Controller, the Superintendent
of Public Instruction, and the local district attorney.

AB |39 Extraordinary Audit Findings & Classifications

Each audit finding is classified as a material weakness, a reportable condition or an area
for management improvement. These classifications are provided to assist the district in
developing a corrective plan of action. The district’s plan should first address the mate-
rial weaknesses, then the reportable conditions, and finally the areas for management
improvement.

Material Weakness

Material weaknesses are deficiencies in the district’s internal controls that are so serious
that errors or fraud may occur and not be detected in a timely manner by employees
during the normal course of business. A material weakness may also be a violation of cur-
rent laws or regulations. A material weakness is the most serious type of finding.

Reportable Condition

A reportable condition is a significant deficiency in the design or operation of the dis-
trict’s internal control processes that could adversely affect the district’s ability to record,
process, summarize and report financial data.

Management Improvement

A management improvement is not a material weakness or reportable condition, but
provides suggestions for improving the district’s operations to conform to industry best
practices.

FCMAT representatives visited the district in January and February of 2008 to conduct
interviews, collect data and review documents. Specifically, FCMAT reviewed business
records including board policies, board minutes, administrative regulations, and contracts
and financial reports secured from various district departments and from independent

Fiscal Crisis & Management Assistance Team



STUDY TEAM

sources. The review process also included interviews with current board members and
administrators to develop information concerning any alleged mismanagement or fraud
during the past two fiscal years.

This report is the result of those activities and is divided into the following sections:
I. Executive Summary
I1. Background and Chronology
III. Conflict of Interest
I'V. Bidding Practices

Study Team

The FCMAT study team was composed of the following members:

Anthony Bridges Deborah Deal

Deputy Executive Officer Fiscal Intervention Specialist
FCMAT FCMAT

John Lotze

Public Information Specialist

FCMAT

Monterey County Office of Education — Lagunita Elementary School District
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EXECUTIVE SUMMARY

Executive Summary

Background and Chronology

In 2005, after receiving notice from Monterey County that the water from its existing
well contained unacceptable levels of nitrate, the Lagunita Elementary School District
requested an engineer’s report from Landset Engineers, Inc. to evaluate its options.

On June 28, 2005, the district filed an extreme hardship funding application with the State
Allocation Board and attached a copy of the Landset Engineers, Inc. report that detailed
the cost estimate for connecting the school to California Water Service, establishing the
need for funding.

On December 15, 2005, the State Allocation Board approved the district’s application for
extreme hardship funding in the amount of $378,282 to connect the school district’s water
system to the California Water Service Company.

On April 25, 2006, the Lagunita School District governing board reviewed public bids
from three companies for the installation and extension of the main water line from the
nearby California Water Service Company substation to the school site. The three bids
were as follows:

Granite Construction Company $351,595
Monterey Peninsula Engineering $348,981
Don Chapin Company $309,700

Conflict of Interest

According the board meeting minutes of April 25, 2006, the district’s governing board
awarded the bid to the Don Chapin Company. Subject A, Board President and owner of
Landset Engineers, Inc. and the Don Chapin Company, abstained from voting on the bid
award.

The board president’s abstention from this vote was appropriate; however, a conflict of
interest may have existed prior to the award of the bid due to his involvement with a sub-
sidiary company in preparation of the original engineering specifications. Prior detailed
knowledge regarding the nature, scope and projected cost of the project appears to have
provided the board president with an economic advantage in the public bidding process
and should have caused him to abstain from any stage of the decision making process.
Because abstention alone does not cure a violation of Government Code 1090, the con-
tracts the district entered into with Don Chapin Company and Landset Engineering, Inc.
may be rendered void. A conflict of interest occurs when an employee or board member
has an economic or personal interest in a transaction that adversely affects the organiza-
tion. The district’s board consists of three members, two of whom are related. This

Monterey County Office of Education — Lagunita Elementary School District
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EXECUTIVE SUMMARY

relationship may have also interfered with the remaining board member’s ability to make
judgments or decisions based upon the best interest of the district.

FCMAT determined that material weaknesses and deficiencies exist in the district’s inter-
nal controls regarding the award of bid to the Don Chapin Company.

In accordance with Education Code section 42638(b), the county superintendent should
notify the district’s governing board, the State Controller and other agencies that viola-
tions of Government Code sections 1090 and 87300 may have taken place. The district’s
governing board should request that designated employees confirm that outside activities
do not conflict with their role or responsibilities with regard to the district, and should
question designated employees and board members regarding outside activities or finan-
cial interests. Ethics training is also recommended.

Bidding Practices

The Public Contract Code requires school districts to bid and award to the lowest
responsible bidder any contract for $15,000 or more for most types of construction and
renovation related to publicly owned facilities. The district limited bidding on the water
project to four companies and did not advertise for bids as required by Public Contract
Code section 20112. The district also did not include an Affidavit of Noncollusion in the
bid packet as required by Public Contract Code section 7106.

A review of the district’s contracts, bids and change orders revealed a serious material
weakness in the district’s internal control process related to these functions, including
financial reporting and compliance with applicable laws and regulations. These weak-
nesses increase the probability of fraud and abuse.

Every organization faces a variety of internal and external risks that must be managed.
While all employees in the organization have some responsibility for internal controls,
the governing board, superintendent and upper management are ultimately responsible.

The district should develop and implement more stringent oversight of bidding and of the
hiring of vendors and contractors and should ensure that all purchase orders and contracts
for work are in compliance with the Public Contract Code.

Fiscal Crisis & Management Assistance Team



BACKGROUND AND CHRONOLOGY

Findings and Recommendations

Background and Chronology

When a county superintendent becomes aware of an alleged misuse of public funds, the
superintendent is responsible for determining whether sufficient evidence exists to sup-
port the allegations. The county superintendent is authorized to request a review or audit
of the allegations and to report the results of the review or audit to the governing body
of the local educational agency (LEA) and to the local district attorney and law enforce-
ment. California Assembly Bill 139 (2001) amended Education Code section 1241.5 (b).
This section defines the role of a county superintendent under these circumstances as
follows:

At any time during a fiscal year, the county superintendent may review or audit
the expenditures and internal controls of any school district in his or her county
if he or she has reason to believe that fraud, misappropriation of funds, or other
illegal fiscal practices have occurred that merit examination. The review or audit
conducted by the county superintendent shall be focused on the alleged fraud,
misappropriation of funds, or other illegal fiscal practices and shall be conducted
in a timely and efficient manner.

After receiving notice from Monterey County that the water from its existing well
contained unacceptable levels of nitrate and a recommendation to consolidate with the
California Water Service Company to resolve the problem, the district requested an engi-
neer’s report from Landset Engineers, Inc. to evaluate replacing the existing well with a
like system or explore other options to improve water quality.

On December 15, 2005, the State Allocation Board approved the district’s application for
extreme hardship funding in the amount of $378,282. The grant award was to fund the
district’s deferred maintenance project to connect the school district site to the California
Water service public utility. On April 25, 2006, the district’s governing board reviewed
public bids from three different companies for the installation and extension of the

main water line down San Juan Grade Road from California Water Service Company
Substation #45-01 to the school site. The following three bids were received:

Granite Construction Company ~ $351,595
Monterey Peninsula Engineering $348,981
Don Chapin Company $309,700

According to the district governing board meeting minutes of April 25, 2006, the board
awarded the bid to the Don Chapin Company. Subject A, board president and owner of
the Don Chapin Company and Landset Engineering, Inc., abstained from voting on the
bid award.

Table 1 provides a chronology of events to assist in interpreting and determining if viola-
tions of the Public Contract Code and Government Code may have occurred.

Monterey County Office of Education — Lagunita Elementary School District
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BACKGROUND AND CHRONOLOGY

Table 1: Chronology of Events

Date

Correspondence

Description

January 12, 2005

Superintendent letter to Michael Jones
at CA Water Services Co.
Exhibit A

Request to have CA Water extend the
service line to the school.

June 23,2005

CA. Water Service Co., Michael Jones
letter to board.
Exhibit B

Offers to be of assistance to the school
district but the district would be respon-
sible for the extension line cost, etc.

September 1, 2005

Landset Engineering letter by Charles
Potter, PE to OPSC; According to Form
700 filed.

Landset Engineering is owned and oper-
ated by Subject A
Exhibit C

Enclosing “cost estimates.” *...for both
replacing the existing well system ...
and for connection to the nearest public
water utility.” Also enclosed his “engi-
neers report” dated June 2005. Total
cost $362,649 to connect to CA Water
Service Co.

January 30, 2006

Superintendent letter to Michael Jones,
CA Water
Exhibit D

Notifying of state award $378,282 from
the State Allocation Board to connect
the service line to the school.

February 8, 2006

Superintendent letter to Michael Jones,
CA Water

Enclosing $500 deposit for planning and
development of the project.

Exhibit H

Exhibit E
April 18,2006 Addendum issued for bid
Exhibit F
April 25,2006 Board meeting minutes Opened bids:
Exhibit G |- Don Chapin $309,700;
2-Monterey Peninsula Engineering
$345,150;
3- Granite Construction Co. $348,981
May 22,2006 CA Water letter to district Options and CA Water cost estimate of

$416,983

September 20, 2006

Chapin invoice
Exhibit |

“Extra work” ~ $12,000.

November 28, 2006

Warrant approved for
$321, 700
Exhibit

December 14, 2006

CA. Water Service Co, Michael Jones
letter; requested by district

Identifying 4 companies that were “ac-
ceptable” to do the work.

Exhibit K

January 23, 2007 CA. Water Service Co, Letter from Accepting completed facilities by con-
Linda Przybyla tractor.
Exhibit L

June 7, 2007

District receives letter from
Department of General Services and
Office of Public School Construction
Exhibit M

Correspondence regarding possible vio-
lations of Education Code Section 35233
and Government Code Section 1090

Fiscal Crisis & Management Assistance Team




CONFLICT OF INTEREST

Conflict of Interest

When faced with questions involving conflicts of interest caused by the employment or
appointment of a public official, such as a school board member or an administrator, it is
important to consider the legal and ethical issues and to review any applicable board poli-
cies that may be even more restrictive than the statutory mandates.

If a school board member or administrator is in a meeting when the board intends to
gather information, discuss or deliberate about a contract in which he or she has a
personal financial interest, the board member or administrator should remove himself

or herself from the meeting and ensure that the abstention and departure are recorded

in the minutes. Even if the board member or administrator does not participate in the
original contracting process, he or she may violate the law for taking subsequent action
on the contract, such as authorizing payment under a contract or negotiating disputes over
contract terms. Therefore, the school board member or administrator should abstain from
all discussions, negotiations and votes that are related to the contract with which he or she
has a personal financial interest.

California Government Code section 1090 applies to school districts and employees of
school districts and states the following:

Members of the Legislature, state, county, district, judicial district, and city
officers or employees shall not be financially interested in any contract made

by them in their official capacity, or by any body or board of which they are
members. Nor shall state, county, district, judicial district, and city officers or
employees be purchasers at any sale or vendors at any purchase made by them in
their official capacity.

As used in this article, “district” means any agency of the state formed pursuant to gen-
eral law or special act, for the local performance of governmental or proprietary functions
within limited boundaries. Business relationships between a board member and vendors
or consultants who do business with the district are described in this report. The resulting
conflicts of interest are evidenced by contracts and invoices involving the district and the
district’s board member.

There are some exceptions to this prohibition, including Government Code sections 1091
and 1091.5, which state that no conflict exists in situations in which the employee or offi-
cial has only a remote interest in the contract. Remote interests include being an officer
in a nonprofit corporation, landlord of the contracting party, an owner who owns less than
3% of a for-profit corporation and for whom the total income from dividends from the
corporation does not exceed 5% of total annual income, and being a non-salaried member
of a nonprofit corporation.

The Political Reform Act, Government Code section 81000 and following, was enacted
by Proposition 9 in June 1974 and is the starting point in any consideration of conflict
of interest laws in California. Chapter 7 of the Political Reform Act (Government Code

Monterey County Office of Education — Lagunita Elementary School District
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CONFLICT OF INTEREST

sections 87100-87500) deals exclusively with conflict of interest situations. The Political
Reform Act also limits the receipt of specified gifts and honoraria.

One of the legislative declarations at the outset of the Political Reform Act forms the
foundation of the conflict of interest provisions: “Public officials, whether elected or
appointed, should perform their duties in an impartial manner, free from bias caused
by their own financial interests or the financial interests of persons who have supported
them.” (section 81001(b))

The stated intent of the Political Reform Act was to establish a mechanism whereby
“[a]ssets and income of public officials which may be materially affected by their official
actions . . . [are] disclosed and in appropriate circumstances the officials . . . [are] disqual-
ified from acting in order that conflicts of interest may be avoided.” (section 81002(c))

The Fair Political Practices Commission ( FPPC) is the agency primarily charged with
advising officials, informing the public, and enforcing the conflict of interest provisions
of the Political Reform Act.

To determine whether a conflict of interest exists under the Political Reform Act, the
FPPC applies the following eight step process:

STEP 1: Is the individual a public official?

STEP 2: s the public official making, participating in making, or influencing a
governmental decision?

STEP 3: Does the public official have one of the six qualifying types of eco-
nomic interest?

STEP 4: Is the economic interest directly or indirectly involved in the govern-
mental decision?

STEP 5: Will the governmental decision have a material financial effect on the
public official’s economic interests?

STEP 6: Is it reasonably foreseeable that the economic interest will be materially
affected?

STEP 7: Is the potential effect of the governmental decision on the public offi-
cial’s economic interests distinguishable from its effect on the general
public?

STEP 8: Despite a disqualifying conflict of interest, is the public official’s par-
ticipation legally required?

In the state of California, state officers and certain state employees are required to file

a Form 700, Statement of Economic Interests, issued by the FPPC. According to the
district’s Board Policy 9270, the district has adopted policies regarding conflicts of inter-
est and statements of economic interest in accordance with Government Code sections
87300-87313. These types of policies are typically adopted by the governing board and
usually include attachments that identify the positions which are required to disclose

Fiscal Crisis & Management Assistance Team
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information and the categories for disclosure. Once filed, the Statement of Economic
Interests becomes a public document. Form 700 is distributed to all Lagunita Elementary
School District board members and to the following staff members:

Superintendent
Assistant superintendents
Purchasing agent

The governing board may determine at any time whether any outside activity is incom-
patible as long as such determination is consistent with Government Code sections
1125-1128. Responses during interviews with the current board members indicated that
the board has not acted upon this type of policy.

A conflict of interest arises when an individual’s private interests, such as outside profes-
sional or financial relationships, might interfere with his or her professional obligations
to a public employer. Such situations do NOT necessarily imply wrongdoing or inap-

propriate activities.

Conflicts of interest often arise at the intersection of two fundamental missions: to push
the boundaries of knowledge and to apply the use of that knowledge in a manner that
brings financial gain. For example, outside consulting or other interests may bring an
individual significant financial gain. The perception that such incentives might lead to
personal benefit may detract from the overall benefits to educational programs whose
objectives depend on the individual’s direction. To resolve erroneous perceptions, such
conflicts must be identified and mitigated or eliminated.

Strong conflict of interest policies can protect an educational agency from any of the
following allegations:

» Exploitation of students for private gain

» Compromise of appropriate controls in the conduct of research

* Undue personal gain from public funds

» Compromise of educational priorities due to financial considerations

» Compromise of scientific objectivity in the conduct of research

» Use of educational resources for private gain

» Adverse influence by those in leadership roles on the professional or academic
activities of colleagues, staff or students as a result of outside interests

To protect against such situations, governing boards must exercise their duty to safeguard
district assets and develop appropriate guidelines for disclosure. These guidelines could
include, but need not be limited to, employee compliance with the LEA’s policies related
to conflict of interest, and disclosure of outside professional activities and financial
interests on their part or on the part of their immediate family members. In addition,
disclosure could be required on an ad hoc basis for any situations that may raise questions
about conflict of interest, such as sponsored research, gifts, or licensing of intellectual

property.

Monterey County Office of Education — Lagunita Elementary School District
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Under California Government Code section 1126, educational agencies may also adopt an
incompatible activities policy. This type of policy could prohibit employees from engag-
ing in outside work that is incompatible with their official duties. The statute allows an
agency to have a policy, but the agency must formally adopt a policy to make it effective
(See appendix A for California Government Code section 1126).

District Practices

Based on the documentation and review, FCMAT has found that violations of Education
Code Section 35233 and Government Code Sections 1090 and 87300 may have existed
regarding the award of bid to Don Chapin Company on April 25, 2006. The Lagunita
School District governing board reviewed public bids from three companies for the
installation and extension of the main water line along San Juan Grade Road from
California Water Service Company Substation #45-01 to the Lagunita Elementary School
site.

According to the minutes of the April 25, 2006 meeting of the district’s board of trustees,
the board awarded the bid to Don Chapin Company. Subject A, Board President and
owner of the Don Chapin Company and Landset Engineering, Inc., abstained from voting
on the bid award.

Although the abstention of the board president from voting on this contract is noted in
the board minutes, the conflict of interest may have existed prior to the award of bid.
Further, abstention alone may not satisfy the requirements of Government Code 1090;

as a result, the contracts the district entered into with Don Chapin Company and Landset
Engineering, Inc. may be rendered void. As identified in the district’s Form 700, Subject
A owns and operates Landset Engineering, which prepared the engineering specifications
for the district’s Extreme Hardship funding application. According to the engineer’s
report dated June 2005 and prepared by Landset Engineering, the total cost to connect the
district to the California Water Service Company was estimated at $362,649.

The final engineered plans and specifications used by all bidders were prepared by the
California Water Service Company and were dated March 3, 2006. The bid submitted by
Don Chapin Company was $41,895 lower than the highest bid and $47,051 lower than
the figure provided in his own company’s engineering report. Other bidders had access to
the engineering report; however, prior detailed knowledge regarding the project’s nature,
scope and projected cost appears to have provided the board president with an unfair
advantage in the public bidding process and should have caused him to abstain from any
part of the decision making and award process for any other contracts connected to the
award of this bid. Although there may appear to be a savings to the district as a result

of choosing the lowest bidder, there was still a financial incentive to the Don Chapin
Company. A financial incentive occurs whenever the transaction results in a profit.

Under the Fair Political Practices Act, public officials are disqualified from participating
in government decisions in which they have a financial interest. The act does not prevent

Fiscal Crisis & Management Assistance Team
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officials from owning or acquiring financial interests that conflict with their official
duties, nor does the mere possession of such interests require officials to resign from

office. The disqualification provision of the Fair Political Practices Act hinges on the
effect a decision will have on a public official’s financial interests.

When a decision is found to have the requisite effect, the official is disqualified from
making, participating in making, or using his or her official position to influence the
making of that decision at any stage of the decision making process. By establishing

a broad, objective disqualification standard, the act attempted to cover both actual and
apparent conflicts of interest between a public official’s private interests and his or her
public duties.

It is not necessary to show actual bias on the part of the official to trigger disqualification,
nor is it usually necessary to show that an official’s assets or the amount of his or her
income will be affected by a decision; other more attenuated effects may bring about an
official’s disqualification. Though the disqualification requirement is broad, it is by no
means all-inclusive.

Material Weaknesses

Based on the findings in this report, FCMAT determined that material weaknesses and
deficiencies exist in the district’s internal controls regarding this transaction and award of
bid to the Don Chapin Company. Violation of Government Code section 1090 voids the
contract and exposes the violator to penalty, imprisonment and permanent disqualification
from holding any office of the state.

Monterey County Office of Education — Lagunita Elementary School District
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Recommendations
The county superintendent should:

1. In accordance with Education Code section 42638 (b), notify the governing
board of the school district, the State Controller, the Superintendent of Public
Instruction, the Office of Public School Construction and the local district attor-
ney that violations of Government Code sections, 1090 and 87300 may have taken
place.

2. Pursuant to Education Code section 1241.5(b), report the findings and recom-
mendations of this audit report to the governing board of the school district at a
regularly scheduled school district board meeting within 45 days of completing
the audit.

The district’s governing board should:

3. Exercise its oversight role to request designated employees to confirm that outside
activities do not conflict with their role, responsibility, or work calendar required
under the terms of their employment or voluntary service with the district.

4. Exercise its authority to question designated employees and members of the board
regarding outside activities or financial interests included in Government Code
sections 1090 and 1126.

5. Ensure that all new employees and elected or appointed board members who are
in the classifications which require them to complete form 700 do so and submit
the form to the proper county agency.

6. Ensure that the district’s elected officials, administration and designated employ-
ees complete ethics training regarding the roles and responsibilities of public
officials in relation to conflicts of interest and the Fair Political Practices Act.

The district should:

7. Take all necessary action to preserve all writings within the meaning of Evidence
Code section 250 (see footnote) referenced in this audit report or related to the
transactions which are the subject of the audit report.

8. Pursuant to Education Code section 1241.5(b), no later than 15 calendar days
after receipt of the audit report, notify the County Superintendent of its proposed
actions on the County Superintendent’s recommendations.

Note:

Evidence Code section 250 defines “Writing” to mean handwriting, typewriting, printing, photostating,
photographing, photocopying, transmitting by electronic mail or facsimile, and every other means of
recording upon any tangible thing, any form of communication or representation, including letters, words,
pictures, sounds or symbols, or combinations thereof, and any record thereby created, regardless of the
manner in which the record has been stored.
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Bidding Practices

Advertising Requirement

Public Contract Code sections 20111 and 22002 (see Appendix B) require school districts
to bid and award to the lowest responsible bidder any contract for $15,000 or more for the
construction, reconstruction, erection, renovation, alteration, improvement, demolition,
and repair of publicly owned, leased or operated facilities.

Public Contract Code section 20116 prohibits splitting or separating into smaller work
orders or projects any work, project, service or purchase for the purpose of evading the
law that requires competitive bidding.

The district requested assistance from the California Water Service Company in
developing the engineering specifications and planning for this project in order to secure
state funding. In correspondence dated March 27, 2006, the California Water Service
Company submitted an estimate with instructions regarding the district’s election to hire
their own qualified contractor. The March 27, 2006 correspondence stated, in part, the
following:

IF YOU ELECT TO HIRE YOUR OWN QUALIFIED CONTRACTOR:
Before construction begins:

» Pick up detailed plans and specifications

* Provide installing contractor’s name, insurance and license information. See
attached Form 1518

* Materials must be on-site and inspected by CWS.

 Pay remaining deposits ($45,730)

In a subsequent letter from California Water Service Company, dated December 14, 2006,
eight months after the bids were awarded; California Water Service Company informed
the Lagunita Elementary School District superintendent that the following companies
were acceptable to the company for this project:

* West Valley Engineering

* Granite Construction

* Don Chapin Company

* Monterey Peninsula Engineering
The district mistakenly interpreted this correspondence, and earlier verbal communication
from the California Water Service Company, as identifying the only qualified contractors
acceptable to the California Water Service Company.

During the bidding, which was prior to receipt of the December 14, 2006 letter but after
the verbal communication and the March 27, 2006 letter from the California Water
Service Company, the district limited bids to only four contractors. This may have pre-
cluded other qualified bidders from participating.
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The district did not advertise for bids as required by Public Contract Code section 20112
(see Appendix B); because the district interpreted verbal information and subsequent
correspondence from the California Water Company as identifying only four qualified
bidders, the district did not publish a request for bids in the local newspaper as required.

The district also did not include an affidavit of noncollusion in the bid packet as required
by Public Contract Code section 7106 (see Appendix C).

The limited documentation related to this project and the information obtained during
the audit indicates that not all of the district’s contracts are bid as required by the Public
Contract Code. In addition, change orders were not bid in accordance with the policies
specified in the district’s policy and procedures manual.

Purpose of Internal Controls

Illegal acts, misappropriation of funds or fraud can include an array of irregularities char-
acterized by intentional deception and misrepresentation of material facts. The principal
mechanism for deterring fraud or illegal practices in an organization is a strong system of
internal controls. Effective internal control processes provide reasonable assurance that a
district’s operations are effective and efficient, that the financial information produced is
reliable, and that the district is operating in compliance with all applicable laws and regu-
lations. The internal control structure includes the policies and procedures used by district
staff, accounting and information systems, the work environment and the professionalism
of employees.

Ineffective internal controls include, but are not limited to, the following:

 Failure to segregate duties and responsibilities of authorization

» Unrestricted access to assets or sensitive data (such as cash, fixed assets, or
personnel records)

» Not recording transactions, resulting in lack of accountability

» Not reconciling assets with the appropriate records

* Unauthorized transactions

* Unimplemented controls because of unqualified personnel

* Collusion among employees where little or no supervision exists

A system of internal controls consists of policies and procedures designed to provide
management with reasonable assurance that the school district achieves its objectives
and goals. Traditionally referred to as hard controls, these include segregation of duties,
limiting access to cash, management review and approval, and reconciliations. Other
types of internal controls include soft controls such as management tone, performance
evaluations, training programs, and maintaining established policies, procedures and
standards of conduct. The internal control environment also includes the integrity, ethical
values and competence of personnel; the philosophy and operating style of management;
the way management assigns authority and responsibility and organizes and develops its
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people; and the attention and direction provided by the governing board and executive
management.

Effective Internal controls are designed to ensure the following:

o Effectiveness and efficiency of operations
o Reliability of financial reporting
o Compliance with applicable laws and regulations

Internal controls can provide only reasonable assurance, not absolute assurance, that the
district will be successful in achieving its goals and objectives.

Material Weaknesses

FCMAT found significant material weaknesses in the district’s internal controls related
to conflicts of interest and public bidding processes, which increase the probability that
fraud and/or abuse can occur. Every organization faces a variety of internal and external
risks that must be identified, assessed and managed. While all employees in the organiza-
tion bear some responsibility for internal controls, the governing board, superintendent
and upper management are ultimately responsible. These leaders must identify informa-
tion and communicate it clearly and in a timely manner so that personnel can carry out
their responsibilities.

Regular external audits are a strong deterrent to mismanagement and fraud, but they
cannot serve as the only method of ensuring accountability. It is imperative that the
district review the documentation and allegations disclosed during the audit process so
that additional documentation can be developed to hold the responsible parties account-
able, restore the diminished morale of district personnel and re-establish the community’s
confidence in the Lagunita Elementary School District.

The district mistakenly interpreted correspondence and earlier verbal communication
from the California Water Service Company as identifying the only qualified contractors
acceptable to work on the project.

During the bidding, which was approximately six months prior to the receipt of the
December 14, 2006 letter but after the verbal communication and the March 27, 2006
letter from the California Water Service Company, the district limited bids to only four
contractors. This may have precluded other qualified bidders from participating.

The district did not advertise for bids as required by Public Contract Code section 20112
(see Appendix B). Because the district interpreted verbal information and later corre-
spondence from the California Water Service Company as identifying only four qualified
bidders, the district did not publish a request for bids in the local newspaper as required.
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Affidavit of Noncollusion Requirement

The district also failed to include an Affidavit of Noncollusion in the bid packet as
required by Public Contract Code section 7106 (see Appendix C). An Affidavit of
Noncollusion is designed to ensure the district that the bidder has not directly or
indirectly colluded, conspired, connived, or agreed with any other bidder to fix the bid
price, or that the bidder has not had any advantage against the public body awarding the
contract.

Retention Requirement

Public Contract Code sections 7107 and 9203 (see Appendix D) are applicable to con-
struction of any public work of improvement. These sections of the code mandate that

a district (or public entity) withhold a percentage of the total contract price until final
completion and acceptance of the project by the district. The district did not withhold any
retention from progress payments made to Don Chapin Company as required.

Recommendations
The district should:

1. Develop and implement more stringent oversight regarding the bidding and hiring
of vendors and contractors, and ensure that existing district guidelines for changes
to contracts are adhered to. In addition, the district should use these findings as the
basis for additional audit work applicable to construction costs and contracts with
vendors.

2. Ensure that all purchase orders or contracts for work to be performed are in
compliance with the Public Contract Code and are reviewed and approved by the
district’s designated officer.

3. Seek professional development assistance for the designated officer in compliance
with Public Contract Codes and Government Codes related to bidding require-
ments, practices and procedures.

4. Review the district’s internal control structure, policies and procedures to provide
management a reasonable assurance that the district’s operations are effective and
efficient.
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Appendix A

Education Code section | 126

1126. (a) Except as provided in Sections 1128 and 1129, a local agency officer or
employee shall not engage in any employment, activity, or enterprise for compensation
which is inconsistent, incompatible, in conflict with, or inimical to his or her duties as a
local agency officer or employee or with the duties, functions, or responsibilities of his
or her appointing power or the agency by which he or she is employed. The officer or
employee shall not perform any work, service, or counsel for compensation outside of
his or her local agency employment where any part of his or her efforts will be subject to
approval by any other officer, employee, board, or commission of his or her employing
body, unless otherwise approved in the manner prescribed by subdivision (b).

(b) Each appointing power may determine, subject to approval of the local agency, and
consistent with the provisions of Section 1128 where applicable, those outside activities
which, for employees under its jurisdiction, are inconsistent with, incompatible to, or in
conflict with their duties as local agency officers or employees. An employee’s outside
employment, activity, or enterprise may be prohibited if it: (1) involves the use for private
gain or advantage of his or her local agency time, facilities, equipment and supplies; or
the badge, uniform, prestige, or influence of his or her local agency office or employment
or, (2) involves receipt or acceptance by the officer or employee of any money or other
consideration from anyone other than his or her local agency for the performance of

an act which the officer or employee, if not performing such act, would be required or
expected to render in the regular course or hours of his or her local agency employment
or as a part of his or her duties as a local agency officer or employee or, (3) involves

the performance of an act in other than his or her capacity as a local agency officer or
employee which act may later be subject directly or indirectly to the control, inspection,
review, audit, or enforcement of any other officer or employee or the agency by which he
or she is employed, or (4) involves the time demands as would render performance of his
or her duties as a local agency officer or employee less efficient.

(c) The local agency shall adopt rules governing the application of this section. The
rules shall include provision for notice to employees of the determination of prohibited
activities, of disciplinary action to be taken against employees for engaging in prohibited
activities, and for appeal by employees from such a determination and from its applica-
tion to an employee. Nothing in this section is intended to abridge or otherwise restrict
the rights of public employees under Chapter 9.5 (commencing with Section 3201) of
Title 1.

(d) The application of this section to determine what outside activities of employees

are inconsistent with, incompatible with, or in conflict with their duties as local agency
officers or employees may not be used as part of the determination of compensation in a
collective bargaining agreement with public employees.
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Appendix B

Definition of Public Project: Public Contract Code 2011 1(b), 20112 and 22002 (c)
20111.5. (a) The governing board of the district may require that each prospective bidder
for a contract, as described under Section 20111, complete and submit to the district a
standardized questionnaire and financial statement in a form specified by the district,
including a complete statement of the prospective bidder’s financial ability and experi-
ence in performing public works. The questionnaire and financial statement shall be veri-
fied under oath by the bidder in the manner in which civil pleadings in civil actions are
verified. The questionnaires and financial statements shall not be public records and shall
not be open to public inspection.

(b) Any school district requiring prospective bidders to complete and submit question-
naires and financial statements, as described in subdivision (a), shall adopt and apply a
uniform system of rating bidders on the basis of the completed questionnaires and finan-
cial statements, in order to determine the size of the contracts upon which each bidder
shall be deemed qualified to bid.

20112. For the purpose of securing bids the governing board of a school district shall
publish at least once a week for two weeks in some newspaper of general circulation
published in the district, or if there is no such paper, then in some newspaper of general
circulation, circulated in the county, and may post on the district’s Web site or through

an electronic portal, a notice calling for bids, stating the work to be done or materials or
supplies to be furnished and the time when and the place and the Web site where bids will
be opened. Whether or not bids are opened exactly at the time fixed in the public notice
for opening bids, a bid shall not be received after that time. The governing board of the
district may accept a bid that was submitted either electronically or on paper.

22002. (a) “Public agency,” for purposes of this chapter, means a city, county, city
and county, including chartered cities and chartered counties, any special district, and
any other agency of the state for the local performance of governmental or proprietary
functions within limited boundaries. “Public agency” also includes a nonprofit transit
corporation wholly owned by a public agency and formed to carry out the purposes of the
public agency.
(b) “Representatives of the construction industry” for purposes of this chapter, means a
general contractor, subcontractor, or labor representative with experience in the field of
public works construction.
(c) “Public project” means any of the following:

(1) Construction, reconstruction, erection, alteration, renovation, improvement, demo-
lition, and repair work involving any publicly owned, leased, or operated facility.

(2) Painting or repainting of any publicly owned, leased, or operated facility.

(3) In the case of a publicly owned utility system, “public project” shall include only
the construction, erection, improvement, or repair of dams, reservoirs, powerplants, and
electrical transmission lines of 230,000 volts and higher.
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Appendix C

Affidavit of Non Collusion in Bid Packet: Public Contract Code 7106

7106. Any public works contract of a public entity shall include an affidavit, in the
following form:

“NONCOLLUSION AFFIDAVIT TO BE EXECUTED BY BIDDER AND
SUBMITTED WITH BID

State of California )

County of ) ss. )

, being first duly sworn, deposes and says that he or she is

of the party making the foregoing bid that the bid is not made in the
interest of, or on behalf of, any undisclosed person, partnership, company, asso-
ciation, organization, or corporation; that the bid is genuine and not collusive or
sham; that the bidder has not directly or indirectly induced or solicited any other
bidder to put in a false or sham bid, and has not directly or indirectly colluded,
conspired, connived, or agreed with any bidder or anyone else to put in a sham
bid, or that anyone shall refrain from bidding; that the bidder has not in any
manner, directly or indirectly, sought by agreement, communication, or confer-
ence with anyone to fix the bid price of the bidder or any other bidder, or to fix
any overhead, profit, or cost element of the bid price, or of that of any other
bidder, or to secure any advantage against the public body awarding the contract
of anyone interested in the proposed contract; that all statements contained in the
bid are true; and, further, that the bidder has not, directly or indirectly, submit-
ted his or her bid price or any breakdown thereof, or the contents thereof, or
divulged information or data relative thereto, or paid, and will not pay, any fee to
any corporation, partnership, company association, organization, bid depository,
or to any member or agent thereof to effectuate a collusive or sham bid.”
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Appendix D

Release of Retention: Public Contract Code section 7107
and
Mandated Retention: Public Contract Code Section 9203

Release of Retention: Public Contract Code Section 7107

7107. (a) This section is applicable with respect to all contracts entered into on or after
January 1, 1993, relating to the construction of any public work of improvement.

(b) The retention proceeds withheld from any payment by the public entity from the
original contractor, or by the original contractor from any subcontractor, shall be subject
to this section.

(c) Within 60 days after the date of completion of the work of improvement, the retention
withheld by the public entity shall be released.

In the event of a dispute between the public entity and the original contractor, the public
entity may withhold from the final payment an amount not to exceed 150 percent of the
disputed amount. For purposes of this subdivision, “completion” means any of the fol-
lowing:

(1) The occupation, beneficial use, and enjoyment of a work of improvement, exclud-
ing any operation only for testing, startup, or commissioning, by the public agency, or its
agent, accompanied by cessation of labor on the work of improvement.

(2) The acceptance by the public agency, or its agent, of the work of improvement.

(3) After the commencement of a work of improvement, a cessation of labor on the
work of improvement for a continuous period of 100 days or more, due to factors beyond
the control of the contractor.

(4) After the commencement of a work of improvement, a cessation of labor on the
work of improvement for a continuous period of 30 days or more, if the public agency
files for record a notice of cessation or a notice of completion.

(d) Subject to subdivision (e), within seven days from the time that all or any portion of
the retention proceeds are received by the original contractor, the original contractor shall
pay each of its subcontractors from whom retention has been withheld, each subcontrac-
tor’s share of the retention received. However, if a retention payment received by the
original contractor is specifically designated for a particular subcontractor, payment of the
retention shall be made to the designated subcontractor, if the payment is consistent with
the terms of the subcontract.

(e) The original contractor may withhold from a subcontractor its portion of the retention
proceeds if a bona fide dispute exists between the subcontractor and the original contrac-
tor. The amount withheld from the retention payment shall not exceed 150 percent of the
estimated value of the disputed amount.

(f) In the event that retention payments are not made within the time periods required

by this section, the public entity or original contractor withholding the unpaid amounts
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shall be subject to a charge of 2 percent per month on the improperly withheld amount, in
lieu of any interest otherwise due. Additionally, in any action for the collection of funds
wrongfully withheld, the prevailing party shall be entitled to attorney’s fees and costs.

(g) If a state agency retains an amount greater than 125 percent of the estimated value

of the work yet to be completed pursuant to Section 10261, the state agency shall
distribute undisputed retention proceeds in accordance with subdivision (¢). However,
notwithstanding subdivision (c), if a state agency retains an amount equal to or less than
125 percent of the estimated value of the work yet to be completed, the state agency shall
have 90 days in which to release undisputed retentions.

(h) Any attempted waiver of the provisions of this section shall be void as against the
public policy of this state.

Mandated Retention: Public Contract Code Section 9203

9203. (a) Payment on any contract with a local agency for the creation, construction,
alteration, repair, or improvement of any public structure, building, road, or other
improvement, of any kind which will exceed in cost a total of five thousand dollars
($5,000), shall be made as the legislative body prescribes upon estimates approved by
the legislative body, but progress payments shall not be made in excess of 95 percent of
the percentage of actual work completed plus a like percentage of the value of material
delivered on the ground or stored subject to, or under the control of, the local agency,
and unused. The local agency shall withhold not less than 5 percent of the contract
price until final completion and acceptance of the project. However, at any time after
50 percent of the work has been completed, if the legislative body finds that satisfactory
progress is being made, it may make any of the remaining progress payments in full for
actual work completed.

(b) Notwithstanding the dollar limit specified in subdivision (a), a county water authority
shall be subject to a twenty-five thousand dollar ($25,000) limit for purposes of subdivi-
sion (a).
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Appendix E

Exhibits
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Exhibit A
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Exhibit C

Monterey County Office of Education — Lagunita Elementary School District



36 | APPENDICES

Fiscal Crisis & Management Assistance Team





















APPENDICES | 37
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Exhibit E
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Exhibit F
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Exhibit G
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Exhibit K
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Study Agreement
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