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e The CMPB contracting process exposed the organization to possible loss. Qur office
noted the CMPB did not always have written contracts for paid services, had open-
ended/multi-year contracts that were not amended when terms changed, and did not
maintain supporting documentation indicating a competitive bidding process occurred
prior to awarding contracts to individuals.

e The CMPB’s administration manual is outdated and does not fully address the
policies and procedures of the current operational structure. The manual has been
effective since January 1, 1993 and was last amended on May 26, 2004. Because of
the changes in the administration of the Board’s daily operations, the administration
manual is no longer relevant.
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KEY RECOMMENDATIONS

1. The CMPB should finalize its contract with the Executive Director, as soon as possible.
Furthermore, the CMPB should ensure the contract contains all financial provisions
agreed upon between itself and the Executive Director including limits on the amounts
and types of reimbursable expenditures the Executive Director may incur.

2. The CMPB should consider contacting the IRS for their analysis of the proper
classification of the Executive Director.

3. The CMPB should strengthen its current internal controls to ensure sufficient safeguards
exit over all CMPB assets, including cash. The CMPB should consider the
appropriateness of allowing an independent contractor full control over all CMPB bank
accounts without a timely independent review of activities. A solution should be
developed that balances business realities of CMPB with the appropriate level of checks
and balances.

4. The CMPB should ensure a Board member reviews all invoices submitted by the current
Executive Director for appropriateness.

5. The CMPB should ensure its funds are never used to pay for any personal charges,
including those that will eventually be reimbursed. Its funds should only be used for
CMPB business related activities. Furthermore, the CMPB should ensure all expenses
reimbursed over the 320 limitation are supported with receipts.

6. The CMPB should ensure all recurring services have written agreements identifying the
parties involved, the term for performance, payment, scope, and are signed by both
parties to mitigate any disputes.

7. The CMPB should amend any multi-year/open-ended contract when rates or other terms
and conditions are changed. The process would protect CMPB from any disagreements.

8. Although CMPB is currently conducting competitive bidding for services, it should
evaluate whether existing contractors meet the needs of CMPB with the best overall
service, artistic talent and price, if applicable.

9. The CMPB should strengthen its internal controls by updating the administration manual
to document the revised operating practices of the Board and identify any new policies
and procedures. '
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REPORTABLE FINDINGS

EXECUTIVE DIRECTOR’S WORKING RELATIONSHIP WITH CMPB

The current Executive Director of the California Milk Processor Board (CMPB) is managing
the CMPB as an independent contractor, rather than an employee, without a completed or
approved contract. Prior to January 1, 2007, the previous manager position was an employee
of CMPB, who along with two other employees, an Administrative Assistant and a Financial
Manager, coordinated the daily operations of the CMPB. The previous manager resigned in
late 2005 and the Chairman of the CMPB became the Acting Executive Director. As the
Acting Executive Director, the Chairman managed all CMPB activities, including reviewing
and approving expenditures and signing all CMPB checks. The Chairman performed these
services on a limited basis since he had a full-time position at another company. From
September 2005 to December 31, 2006 the Chairman was not paid for his services as Acting
Executive Director.

During November 2006, the CMPB approved the hire of the CMPB Chairman as an
independent contractor for the position of Executive Director. In selecting the current
Executive Director, the CMPB also approved the relocation of the office from Berkeley,
California to San Clemente, California. As a result, the CMPB was no longer going to have
any employees at the new location. Instead, the independent contractor would manage the
operations of the CMPB with his own staff.

The CDFA Legal Office has conceptually approved the designation of the Executive Director
as an independent contractor subject to the recommendation of the Board and the resolution
of issues set forth in this report. However, there has not been any final determination as to
the language of the final contract.

Although legal analysis is currently being conducted of the new independent contractor
relationship, our office noted both the CMPB and the independent contractor were named as
lessees of the San Clemente office, the independent contractor uses most, if not all, of the
CMPB equipment (i.e., computers, copiers, furniture, etc.), is required to attend the Board
meetings, and seeks reimbursement for all of the business and travel expenses, including
payroll for his employee(s). Additionally, according to the Executive Director, he submits
bi-monthly program updates to the Board and is the sole authorized signatory on CMPB bank
accounts. These operational activities raise the question as to whether the Executive Director
should be classified as an employee versus an independent contractor. Since there is no final
contract in place, no further analysis will be performed by our office. However, it should be
noted that the IRS could perform an independent analysis on behalf of CMPB to ensure the
Executive Director position has been properly classified.

In addition, since January 1, 2007, the CMPB has allowed the Executive Director to work
without a finalized and approved contract. As of July 31, 2007, the CPMB has paid a total of
$291,361 to the Executive Director. The $291,361 consists of $161,583 for management
fees, $50,000 for a one time signing bonus, $6,300 representing car allowances, and $73,478
in reimbursed expenses. These reimbursed costs include $17,925 for health related expenses;
$16,291 for rent, utilities, and office related expenses; $14,437 for staff payroll; $12,886 for
Executive Director travel related expenses (i.e., airfare, hotel, and meals); $5,034 for fixed
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assets; $4,753 for Board of Director expenses; $2,152 or for other miscellaneous business
expenses (i.e., registration, subscriptions, in-town business meals, etc.).

Based on an examination of the proposed contract draft between the CMPB and Executive
Director, our office notes that the current draft may not have sufficient detail as it relates to
the types of reimbursable expenditures the Executive Director incurred. For instance, the
Executive Director was reimbursed for 100% of his and his family’s health related expenses
and was paid $900 per month for car allowance, whereas the proposed contract does not
specifically mention these types of expenses. According to the contract draft, authorized
reimbursable expenses include clerical labor expenses, consultant and accounting subcontract
expenses, office rent, utilities, office equipment used exclusively for the benefit of this
contract, communication expenses, postage, travel expenses, and other reimbursable costs
falling within the general description of services provided by the independent contractor.
Maximum limitations and the specific identification of allowable versus unallowable
expenses should be detailed within the contract between the CMPB and the Executive
Director.

Our office understands the CMPB’s daily business operations must continue to function;
however, operating without a finalized and approved contract with the Executive Director
increases the CMPB’s exposure to loss. In the case of any disagreements, a signed copy
would ensure both parties have agreed to the specific types of work to be performed, any
limitations of reimbursable expenses to be allowed, and/or the overall performance
expectations of the contractor.

Recommendations

1. The CMPB should finalize its contract with the Executive Director, as soon as possible.
Furthermore, the CMPB should ensure the contract contains all financial provisions
agreed upon between itself and the Executive Director including limits on the amounts
and types of reimbursable expenditures the Executive Director may incur.

2. The CMPB should consider contacting the IRS for their analysis of the proper
classification of the Executive Director.

PAYMENTS MADE BY THE EXECUTIVE DIRECTOR

Upon auditing the CMPB’s expenditures, our office noted internal control weakness over the
CMPB’s payment of operating expenses. The CMPB allowed the previous manager and
current Executive Director to solely sign all CMPB operating checks. This included checks
written for any amount, including up to $800,000, along with checks made payable to
themselves for payroll and the reimbursement of expenses. Although the current Executive
Director mentioned that business realties require him to issue large checks without a second
signature, allowing an independent contractor to have full control of all bank accounts and
access to twenty million in cash throughout the year raises a concern as to whether the
CMPB has the proper safeguards in place to protect its assets.

In addition, we noted the current Executive Director’s invoices for management services and
reimbursable expenses were not reviewed and approved by a Board Member prior to
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payment. We did note that the former Financial Manager reviewed the invoices for accuracy
prior to payment. However, since the current Executive Director and the CMPB Board of
Directors do not have an agreed upon contract, the most appropriate form of review should
be performed by a Board Member who is currently involved with the contract negotiations.
This internal control serves a very important role in that it protects both parties from any
misunderstandings that may have been verbally agreed upon but not yet written.

Recommendations

3. The CMPB should strengthen its current internal controls to ensure sufficient safeguards
exits over all CMPB assets, including cash. The CMPB should consider the
appropriateness of allowing an independent contractor full control over all CMPB bank
accounts without a timely independent review of activities. A solution should be
developed that balances business realities of CMPB with the appropriate level of checks
and balances.

4. The CMPB should ensure a Board member reviews all invoices submitted by the current
Executive Director for appropriateness.

CREDIT CARD EXPENDITURES

Our office noted internal control weakness in past practices regarding the manner in which
business expenses were reimbursed to the previous manager of the CMPB. The CMPB did
not provide the previous manager with a CMPB issued credit card. Instead, the previous
manager charged business expenses to two of his personal credit cards. The CMPB would
pay the entire balance of both personal credit cards, and the previous manager would write a
check back to the CMPB for any personal charges. Our office relied on his descriptions of
the business purpose for each purchase to separate CMPB expenses from personal expenses.

Using the credit card statements the CMPB made available to us, we noted the previous
manager charged $23,160 in business related expenses on his first credit card and $28,058 of
business related expenses on his second credit card. Of the total $23,160 charged on the first
credit card, $3,027 or 13% were not supported with receipts. The 13% does not include any
charges under $20, because the CMPB’s policy dictates no receipt is required for charges
less than $20. In addition, $873 represented personal charges all of which were repaid
promptly with the previous manager’s personal check.

For the second credit card, we noted $28,058 in business related expenses were charged
during the audit period. Of this amount, $2,943 or 10% were not supported with receipts.
Again, the 10% does not include any amounts under $20. Additionally, $516 of the total
charged on the second credit card was personal charges all of which were repaid promptly
with the previous manager’s personal check.

Recommendation

5. The CMPB should ensure its funds are not used to pay for any personal charges,
including those that will eventually be reimbursed.  Its funds should only be used for
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CMPB business related activities. Furthermore, the CMPB should ensure all expenses
reimbursed over the $20 limitation are supported with receipts.

WEAKNESSES IN CMPB CONTRACTS

Our analysis of the CMPB’s contracts and related expenses for the audit period identified
weakness in the CMPB contracting practices that exposes the organization to possible loss.
Our office noted the CMPB did not always have written contracts for paid services, had
open-ended/multi-year contracts that were not amended when terms changed, and did not
maintain supporting documentation indicating a competitive bidding process occurred prior
to awarding contracts to individuals.

In addition to the absence of an approved contract with the Executive Director as noted in
finding one above, our office noted the CMPB paid for various services from individuals or
companies without a written agreement. These services were for, but not all inclusive of
accounting, information technology, and janitorial services. For example, from January 1
through July 31, 2007, the CMPB paid at least $15,640 for accounting services and $1,916 in
reimbursable expenses to the former Financial Manager, who was a CMPB employee until
December 31, 2006. The Executive Director has been working with Board members to
finalize this contract since August 24, 2007. Without a written contract, the CMPB subjects
itself to unnecessary internal control weaknesses. We recommend CMPB complete a written
contract identifying the parties involved along with outlining the term of performance,
payment, and scope; for all recurring services expected by the CMPB.

In addition, our office noted that contracts with the CMPB’s public relations firm,
advertising firms, attorneys, and maintenance/support of the website have all been open-
ended, and often were not updated when the financial terms and conditions changed. When
contracts are not amended to include rate or other term changes, the CMPB exposes itself to
loss if any dispute were to arise. Our office encourages multi-year/open-ended contracts be
amended when terms and conditions change.

Finally, prior to January 1, 2007, there was no documentation provided indicating
competitive bidding occurred when contracting for services such as website maintenance,
accounting services, IT services, executive search, etc., as the Public Contracts Code
requires. Competitive bidding may have occurred; however, we were unable to verify this
due to the lack of documentation. Without any assurance it is difficult to determine whether
the particular individual or company chosen had better pricing, better service, better creative
or artistic talent, a better understanding and knowledge the of industry, etc. After January 1,
2007, we observed documentation indicating CMPB is now conducting competitive bidding
for services. For instance, CMPB bid out for the 2006/2007 auditing services, advertising
services, and manufacturing and shipping of its promotional products.

Recommendations

6. The CMPB should ensure all recurring services have written agreements identifying the
parties involved, the term for performance, payment, scope, and are signed by both
parties to mitigate any disputes.
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7. The CMPB should amend any multi-year/open-ended contract when rates or other terms
and conditions are changed. The process would protect CMPB from any disagreements.

8. Although CMPB is currently conducting competitive bidding for services, it should
evaluate whether existing contractors meet the needs of CMPB with the best overall
service, artistic talent and price, if applicable.

UPDATING THE ADMINISTRATION MANUAL

The CMPB’s administration manual is outdated and does not fully address the policies,

procedures, and operating practices of the CMPB. The manual was created on January 1,

1993 and last amended on May 26, 2004. Our office has noted that since the CMPB has

decided to use independent contractors to operate the daily activities of the Board instead of

employees, many sections of the manual are no longer relevant. Not establishing and

maintaining written policies and procedures allows for inconsistencies in processes, -
questions about allowable costs, and confusion over what is expected of each individual

associated with the CMPB.

Recommendation

9. The CMPB should strengthen its internal controls by updating the administration manual
to document the revised operating practices of the Board and identify any new policies
and procedures.
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CALIFORNIA MILK PROCESSOR BOARD’S RESPONSE
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got milk?

November 26, 2007

Mr. Ron Shackelford, CPA

Chief, Audit Office

California Department of Food & Agriculture
1220 N Street, Room 344

Sacramento CA 95814

Re: Response to revised Preliminary Audit Report #07-070

Dear Mr. Shackelford:

The following is CMPB’s response to the Preliminary Audit Report #07-070, issued by your
office on November 7, 2007. This response was presented, discussed, and approved by the
Board at its meeting on Novmber 14, 2007.

Please call if you have any questions.

Page 5: Key Recommendations

1.

2.

Agree: We are making every attempt to have a final contract signed at or before our next
Board Meeting on November 14, 2007.
Disagree: The IRS explicitly states on Page 4 of the instructions for filing Form SS-8
(Determination of Worker Status for Purposes of Federal Employment Taxes and Income
Tax Withholding) that “[t]he IRS does not issue a determination letter for proposed
transactions or on hypothetical situations.” The Executive Director has worked
extensively with experienced counsel to assure that the proposed contract explicitly
outlines a legitimate independent contractor relationship between the Board and
Executive Director.
Agree: All financial activities of the CMPB are already being reviewed at all times by an
independent financial services contractor who is directly responsible to the Board. Asa
further financial control, monthly financial statements have been distributed to CMPB’s
Chairman and Treasurer, and to CDFA in a procedure dating back several years. We
agree that a threshold should be established for requiring dual signatures on CMPB
checks.

* Recommended action: Require dual signatures on checks over $100K.

* Timing: Immediately upon approval of Board.

CALIFORNIA MILK PROCESSOR BOARD
101 S. El Camino Real - Suite 207
San Clemente CA 92672
Tel: 949-481-6620
Fax: 949-481-6680



Ron Shackelford
November 26, 2007
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Page 6:

* Recommended action: Require Chairman or Chairman’s designee to sign all
checks made out to the Executive Director for services performed under the
Management Consulting and Financial Services Contract.

* Timing: Immediately upon approval of Board.

Agree: For the record, all invoices submitted by the Executive Director since January 1,
2007, have been reviewed by CMPB’s independent financial services contractor. We
agree that these procedures should continue.

* Recommended action: Require Chairman or Chairman’s designee to review
and approve all invoices submitted by the Executive Director.

* Timing: Immediately upon approval of Board.

Agree: Procedures currently in place prevent reimbursement for personal charges of any
kind.

* Recommended action: Continue current procedures.

* Timing: Current. :

Agree: Many written agreements are already in force between CMPB and service

providers. We agree to continue the effort to memorialize in writing all such

relationships.

* Recommended action: Continue current procedures.
* Timing: Current.

Agree: We have already begun coﬁducting a third-party analysis of one of our agencies,

and will continue that process in order to bring current all “multi-year/open-ended

contracts.”

* Recommended action: Continue current procedures.
* Timing: Current.

Agree: This is and has been an ongoing process.

* Recommended action: Continue current procedures.
* Timing: Current.

Agree: Our policy manual is already being updated.

* Recommended action: Continue review and update of policy manual and
present to Board for review and approval.
* Timing: December 2007 - January 2008.

Executive Director’s Working Relationship with CMPB

We disagree that the current working relationship and “operational activities” as described in
paragraph 4 “raise the question as to whether the Executive Director should be classified as an
employee versus an independent contractor.” We are confident that contractually agreed
attendance at Board Meetings; reimbursement of contractually agreed business, travel and
administrative expenses; and contractually agreed reporting activities on a periodic basis to

CMPB’

s Chairman in no way reduces the degree of independence that the Executive Director

exercises in providing the contractually agreed management consulting and financial services to
the Board and are not inconsistent with an independent contractor relationship.

* Recommended action: Revise proposed contract to address concerns other
than the above specified activities expressed in this audit report.



Ron Shackelford
November 26, 2007
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* Timing: Pending Board review and approval.

* Recommended action: Remove CMPB as lessee of San Clemente office.

* Timing: Immediately upon executing signed contract between the Board and
Executive Director.

Page 7: Executive Director’s Working Relationship with CMPB (continued)

We disagree that “the current draft [of the proposed agreement] may not have sufficient detail as
it relates to the types of reimbursable expenditures the Executive Director incurred.” On the
contrary, the proposed agreement and its attached description of the components of the
management consulting fee go into great detail describing the nature of reimbursable expenses as
well as the individual components of the fee. In fact, during recent negotiations between the
Board and Executive Director, the 100% reimbursement of out-of-pocket medical expenses has
been eliminated as inconsistent with an independent contractor relationship.

* Recommended action: Submit revised contract proposal to the Board for

their review and approval.
* Timing: Pending Board review and approval.

Respectfully Submitted,

W. Stephen James
Executive Director
California Milk Processor Board
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CDFA EVALUATION OF RESPONSE

A draft copy of this report was forwarded to the management of the California Milk
Processor Board, for its review and response. We have reviewed the response and although
we are satisfied with most of its responses, we’ll clarify recommendation #2.

Recommendation #2 stated, “The CMPB should consider contacting the IRS for their
analysis of the proper classification of the Executive Director.” The CMPB disagrees with
this recommendation and quotes from IRS Form SS-8 that “the IRS does not issue a
determination letter for proposed transactions or on hypothetical situations.”

Based on our audit, it does not appear the situation is “proposed or hypothetical.” It is not in
the proposal or hypothetical stages since the Board of Directors as of the November 15, 2006
closed session meeting approved the Executive Director as a contractor. Additionally, he has
worked and been paid for his services, which indicates the situation is occurring. As a result,
the IRS should render an opinion this matter. Therefore, CMPB should reconsider
completing the IRS Form SS-8.
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DISPOSITION OF AUDIT RESULTS

The findings in this report are based on fieldwork my staff performed between August 13
and August 24, 2007. My staff met with management on August 23, 2007 to discuss the
findings and recommendations, as well as, other issues.

This report is intended for the CDFA and the Commission for their review and action if
necessary. However, once finalized this report is public document and its distribution is not
restricted.

Va,wy,

Ron Shackelford, CPA
Chief, Audit Office

September 14, 2007
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