Laguna Honda Hospital Replacement Program
Laguna Honda Hospital Replacement Program

BASELINE INFORMATION

Bond Scope: In November 1999 approximately 70 percent of the San Francisco voters approved the
Laguna Honda Hospital Replacement Program (LHHRP) bond proposal see (Appendix A).

Although early LHHRP cost estimates totaled close to $500 million, the City’s Capital Improvements
Advisory Committee recommended a LHHRP general obligation bond amount of $299 million to be
combined with $102 Million in Tobacco Settlement Revenues. The plan to close the gap between the
early program estimates and bond amount included value engineering the project in order to reduce the
construction cost.

Baseline Budget and Schedule: The program plan included construction of four new buildings totaling
1200 beds and remodel of the existing building, Wing H as well as all associated site and utility work
necessary to complete the master plan.

Table 1. LHHRP Baseline Budget as of 2001

Estimated Budget

Sources & Uses of Funds 2001
SOURCES
Bond Funds:

1999 Prop A LHHRP GO Bonds $299,000,000
Total Bond Funds $299,000,000
Other Sources:

Tobacco Settlement Revenues $102,600,000
Total Other Sources $102,600,000
Grand Total Sources: $401,600,000

KEY FACTORS AFFECTING LHHRP IMPLEMENTATION

In August 2000, the joint venture of architectural firms Anshen+Allen Architects and Gordon H Chong
and Partners (A+A/GHCP) was selected to design the replacement facility. Both firms had extensive
experience in design of hospitals and assisted living facilities. In September 2000, the design process
began.

In January 2001, the Planning Department issued the Initial Study, which the scope of the

environmental review and the recommendation to prepare a full Environmental Impact Report. As the
design proceeded in 2001, work began on the Preliminary Draft Environmental Impact Report (PDEIR).
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The PDEIR was issued in December 2001 and was approved by the Planning Commission in June 2002.
A subsequent appeal was heard by the Board of Supervisors in August, not upheld and the final
legislation allowing the project to proceed was issued in September 2002.

Construction of the first phase of the work, consisting of relocation of utilities began in November
2002.

Turner Construction Company/CPM was selected in 2002 as a consultant to the team, providing mainly
logistics and cost estimating services. Turner is one of the largest general contractors in the healthcare
sector.

In December 2002, the drawings for all the work associated with the new buildings and the Remodel of
the Existing Building were submitted to the appropriate regulatory agencies at the State and Local
jurisdictions. In doing so, the team had met a key legislative deadline. SB1953 and subsequently SB
1128 and 2046, require that the facility submit all drawings before January 1, 2003. By doing so, the
Hospital qualified for reimbursement of capital costs once the new facilities are in operation.

At the end of 2002, the Board of Supervisors approved legislation to allow Public Works to utilize the
Construction Manager-at-Risk (CM-at-Risk) approach for project delivery. The approach was supposed
to position the City to better manage the risk associated with these inherently high-risk projects.
However, the decision to use CM-at-Risk was made late and the project did not realize the benefit of
having constructability review of the bid documents in a way that would allow the design team to make
informed decisions based on input from the CM-at-Risk contractor.

In 2003, an independent firm, Redicheck Pacific was hired to perform a review of the drawings for
inconsistencies, specifically coordination between disciplines. Review of the documents continued at
the State level and construction work for the Access Improvement Project (new roadway), Utilities
Modifications and the Site Work proceeded. In April 2003, the final cost estimate for the remaining
construction work was performed by Turner Construction and Hanscomb.

In January 2004, the State issued the first of two building permits (Increment 1) for the new buildings. In
April, Turner, in their new role as CM-at-Risk (General Contractor), reviewed and updated the 2003 cost
estimate prepared by the Architect’s cost estimating consultant. As a result of the market conditions at
that time, Public Works was advised on June 1, 2004 of a possible $25M overrun. Public Works advised
the Health Care Commission and the project oversight committee of the projected cost increases.

In an effort to mitigate the anticipated cost overrun, Turner Construction recommended at the beginning
of 2004 that the City expedite the bidding of the structural steel and concrete work before the prices
continued to rise for these two trades. Because of the volatility in the market, at that time, no
contractors were willing to commit to a lump sum price. Bidding was then delayed to July, and structural
steel and concrete numbers were received significantly over budget. The remainder of the bids was
scheduled to be received in August 2004. In late July, because of the California Superior Court’s decision
regarding State Proposition 209, the City’s contracting process was put on hold while the City determined
the impact to its Minority/Women Business Enterprise program ( M/WBE).

In September, in anticipation of a worsening bid market, legislation was introduced to allow the City to

accept sealed bids in an effort to better negotiate additional value engineering that the bidders may
bring forward. This legislation would work in tandem with the earlier CM-at-Risk Legislation to allow the
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City to leverage any additional savings through the bid process. It also allowed the City to identify and
mitigate potential cost overruns in a competitive environment during the bidding process.

In October Public Works received for multiple trades, all of which were significantly over budget.
Analyses of these bid results and the subsequent re-bid results are included later in this report see
(Appendix B).

In February 2005, the State issued the building permit for Increment 2, completing the permitting
process for the new buildings. Permits for the Remodel of the Existing Building and the future site work
were still pending.

The second round of bidding has continued into March 2005. Key bid deadlines were extended to
accommodate bidders and maintain the competition. Bids were valid 90 days from receipt. Current
bidders were assuming to start construction in April . Turner Construction and their sub-contractors
began to prepare the site by relocating site utilities in anticipation of construction of the new buildings.

Unprecedented Market Conditions

At the beginning of 2004, Turner Construction advised Public Works of volatility in the structural steel
market. In March, Public Works attempted to bid the structural steel bid package but bidders were
unwilling to commit to a lump sum price because of the unstable material market conditions.

This volatility soon spread to other construction materials. By mid-summer, significant cost increases
were being predicted as a result of not only material cost increases but also because of labor costs
increases.

When the Laguna Honda Hospital Replacement Program began design in 2000, the cost per square foot
for conceptual estimating for a skilled nursing facility was under $300. In 2003 Turner Construction, is
was advising clients to use $450. Refer to Turner’s letter excerpted below, see (

Appendix C).

The table below illustrates escalation rates for hospitals in California during the time in question:

Date of

Previous | Current Percent | Number of | Escalation

Project Estimate Bid Escalation| Months | per Month
Laguna Honda Apr-03 Oct-04 52.2% 18 2.9%
Hospital A Apr-04 Nov-04 28.1% 7 4.0%
Hospital B Jan-03 Jan-04 22.9% 12 1.9%
Hospital C Dec-03 Sep-04 25.7% 9 2.8%
Hospital D Dec-03 Sep-04 32.6% 9 3.6%
Hospital E Dec-03 Oct-04 22.7% 10 2.3%
Average monthly escalation 2.9%
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The construction budget for the project had assumed a standard escalation rate of 5% per year based on
historical data and best industry practices. However, due a booming local economy and the global
demand for construction materials, the escalation rate was running at unprecedented rate of
approximately 30% per year for certain trades, see (Appendix D) for excerpt from xxxx consulting.

As discussed above, Public Works sought to contain costs through value engineering and other efforts
but the scope changes, delays, changing economy, and unforeseen site conditions forced an upward
trend on LHHRP costs. The City chose to identify additional sources to cover the rising costs rather than
further reduce the overall LHHRP deliverables for the public. Additional sources included: (1) general
obligation bond interest earnings; (2) additional Tobacco Settlement Revenues and (3) Certificates of
Participation (COPs).

As previously noted, the Public Health Commission approved major budget and funding changes, while
smaller changes were approved by the Department Heads of Public Works and Public Health.
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LHHRP Change Order Breakdown:

Construction fell behind schedule soon after steel frame erection was completed. Challenges with
design details necessitated nearly constant revisions to the contract drawings, which required
approvals from OSHPD, the State permitting agency with jurisdiction over all hospitals.

a. Errors

b. Omissions

C. Site Conditions

d. (Interim) Global Settlements
e. Client Request/City Request
f. Code Changes/OSHPD

g. CO's

h. Interim (Global) Settlements
i. Base Contract

j. Additions

26.5%k. Total Contract

Main Buildings

S 10,443,538
S 6,314,790
S 21,271,324
S 30,789,398
S 9,748,924
S 856,723
S 79,424,697
Main Bldgs

S 48,635,299
S 30,789,398
S 79,424,697
Main Bldgs

S 286,575,303
S 79,424,697
S 366,000,000

Examples of major change orders per category:

Errors

21.7% S

wedge anchors
various framing revisions

Vapor barrier

Omissions

Loading Dock Canopy
Kitchen duct ommissions

Flashing
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400,000
3,200,000
1,000,000
4,600,000

300,000
275,000
700,000
1,275,000

Remodel

S 851,453
S 1,122,907
S 10,307,708
S 201,827
S 2,668,830
S 5,397
S 15,158,122
Remodel

S 14,956,295
S 201,827

S 15,158,122

Remodel
S 41,909,378
15,158,122

S 57,067,500

26.6%
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Site Conditions
Vapor Barrier $ 1,000,000
MEP Coordination $ 4,000,000
$ 5,000,000
Client Requests
Patient Laundry Rooms $ 1,200,000
security $ 1,100,000
radiology $ 500,000
bedpan $ 400,000
smartbeds $ 600,000
$ 3,800,000

FINAL LHHRP DELIVERABLES

Appendix E, LHHRP Comparative Matrix, compares the baseline and final LHHRP program schedule

aswell a

s the baseline, approved and estimated final budgets.

Original Vs Final

Original

Final

1200 Beds — 4 Buildings 780 beds — 3 buildings

LESSONS LEARNED

Some of the key lessons learned from LHHRP that will be beneficial to all major capital projects, but
particularly to large, complex programs.

Septemb

Provide adequate initial funding to allow for conceptual engineering and environmental
review to be completed prior to asking voters to approve funding for projects

Fund and implement a comprehensive facility condition survey for remodel of existing
facilities prior to setting a project budget to reduce the exposure due to unforeseen site
conditions during construction

Include community input on project scope prior to the development of the bond proposal
to limit scope changes and associated schedule delays due to revisions to the design
Carefully evaluate market trends based on project type. The LHHRP utilized the inflation
rate which had been relatively steady during the previous decades. The value proved to be
inadequate when market conditions changed unexpectedly. Major construction demands
elsewhere in the world coupled with a response to the statewide directive to seismically
upgrade hospitals created a demand for a limited supply of materials and contractors.
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e Public Works has had great success with CM/GC as a delivery method when implemented
from the start. LHHRP suffered from the decision to change the delivery method over
three years after design had started.

e Seta program reserve allocation for extraordinary construction escalation due to market
conditions such as economic peaks and strong international demand for construction
materials. Public Works and the requesting department should consult industry escalation
standards and the City’s Chief Economist

e Identify pre-qualified contractors for construction services

e Increase contractor outreach to maximize competition

e Engage construction experts early in and during design phase for constructability review
and accurate cost estimating
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Proposition A: Laguna Honda Hospital Bond - San Francisco County, CA

care they need in places other than a large
institution. They can receive that care in a
friendly, humane environment at home or
in home-like settings in their own
neighborhoods, with more privacy and a
better quality of life.

And their care can cost less than if they are
'warehoused' in a large institution. San
Francisco currently has a variety of options
for long term care services. We should
expand this network of options and
increase the number of people served. The
resulting 'continuum of care’ would stretch
from one's own home to visiting nurses to
adult day care centers to assisted living
facilities to nursing homes like Laguna
Honda.

Vote NO on this proposition. Tell the
Mayor and Board of Supervisors not to
waste our money on 'old' solutions. Tell
them to work on new ways to provide the
care San Franciscans deserve.

Abby Kovalsky

Board President

Independent Living Resource Center San
Francisco

beds. The situation will only get worse as
San Francisco's Baby Boomer population
ages. Laguna Honda provides extensive 24
hour, 7 day a week care unavailable in
community settings.

Dispersing Laguna Honda's population to
smaller public facilities would require
wasteful duplication of costly medical
equipment. And where would these
facilities be located?

Sadly, most efforts to establish healthcare
facilities in residential neighborhoods
generate opposition. Commercial areas are
inappropriate as the home for frail elderly
and disabled San Franciscans.

Rebuilding Laguna Honda can begin
almost immediately. Developing
alternatives would take years. Further
delay would result in higher costs.

Meanwhile, people needing long-term care
wouldn't receive it. Many Laguna Honda
residents have smoking-related illnesses
and cancer. Thus, Proposition A woulid use
tobacco settlement funds exactly as
Laguna Honda opponents say we should.
Plus, $1,000,000 a year of these funds
would go toward preventing teenage
smoking.

Let's stop playing politics with our most
vulnerable citizens.

Vote YES on Proposition A.

Supervisors Tom Ammiano
Alicia Becerril

Sue Bierman

Amos Brown

Leslie Katz

Mark Leno

Mabel Teng

Michael Yaki

Leland Yee

http:;//www.smartvoter.org/1999nov/ca/sf/meas/A/

5/27/2015
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Proposition A: LLaguna Honda Hospital Bond - San Francisco County, CA Page 7 of 9

authorized hereby that the City and County may use for the Project under applicable law,
less $1,000,000 of the amount the City and County receives each year under the
Agreement during the term of any obligations authorized hereby, which amount the City
and County will use for tobacco education, prevention and control purposes.

"Project"” is defined to include, without limitation, all works, property and structures
necessary or convenient for the acquisition, improvement, construction and/or
reconstruction of a new health care, assisted living and/or other type of continuing care
facility or facilities to replace Laguna Honda Hospital, including, without limitation,
infrastructure or other improvements in the areas appurtenant to, or which provide access
to, such new facility or facilities.

Section 3. The first $100,000,000 of available tobacco settlement revenues and/or any state
and/or federal funds or grants received by the City and County that are required to be used
to fund the Project shall first be applied to finance the costs of acquisition, construction
and/or reconstruction of the Project. Any additional amounts from such sources received
by the City and County shall be applied to reduce the amount of the outstanding
obligations authorized hereby.

Section 4. The estimated costs of the Project to be financed with the obligations authorized
hereby were fixed by the Board of Supervisors by the following resolution and in the
principal amount specified below:

General Obligation Bonds, Resolution No. 57799, $299,000,000.

Such resolution was passed by two-thirds or more of the Board of Supervisors and
approved by the Mayor. In such resolution it was recited and found that the estimated cost
of said Project is and will be too great to be paid out of the ordinary annual income and
revenue of the City and County in addition to the other annual expenses of the City and
County and will require expenditures greater than the amount allowed therefor by the
annual tax levy and will require lease financing and/or the issuance or incurrence of
bonded debt and/or other evidences of indebtedness by or for the City and County not
exceeding the principal amount specified.

Such estimate of cost as set forth in such resolution is hereby adopted and determined to
represent a portion of the estimated cost of such improvements and financing.

Section 5. The Bond Special Election shall be held and conducted and the votes thereat
received and canvassed, and the returns thereof made and the results thereof ascertained,
determined and declared as herein provided and in all particulars not herein recited such
election shall be held according to the Jaws of the State of California, Municipal Elections
Code, and the Charter of the City and County of San Francisco providing for and
governing elections in the City and County of San Francisco, and the polls for such
election shall be and remain open during the time required by such laws.

Section 6. The Bond Special Election is hereby consolidated with the Consolidated
General Election scheduled to be held in the City and County of San Francisco on
Tuesday, November 2, 1999. The voting precincts, polling places and officers of election
for the November 2, 1999 Consolidated General Election are hereby adopted, established,
designated and named, respectively, as the voting precincts, polling places and officers of
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Section 10. For the purpose of paying the principal of and interest on any general
obligation bonds or other evidences of indebtedness (excluding any lease financing), the
Board of Supervisors shall, at the time of fixing the gen eral tax levy and in the manner for
such general tax levy provided, levy and collect annually each year until such bonded debt
and/or other evidences of indebtedness are paid, or until there are sufficient sums set apart
for that purpose to meet all sums coming due for the principal of and interest on such
bonded debt and/or other evidences of indebtedness, a tax sufficient to pay the annual
interest on such bonded debt and/or other evidences of indebtedness as the same becomes
due and also such part of the principal thereof as shall become due before the proceeds of a
tax levied at the time for making the next general tax levy can be made available for the
payment of such principal.

Section 11. The Board of Supervisors hereby acknowledges receipt of findings by the City
and County Planning Department that the Bond Special Election is in conformity with the
priority policies of Section 101.1(b) of the City and County Planning Code and with the
City and County's General Plan, as set forth in a letter dated April 27, 1999 on file with the
Clerk of the Board of Supervisors in File No. 950921.

Section 12. This ordinance shall be published once a day for at least seven (7) days in the
official newspaper of the City and County and such publication shall constitute notice of
the election and no other notice of the election hereby called need be given.

Section 13. The appropriate officers, employees, representatives and agents of the City and
County of San Francisco are hereby authorized and directed to do everything necessary or
desirable to accomplish the calling and holding of the Bond Special Election, and to
otherwise carry out the provisions of this ordinance.
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Laguna Honda Replacement Program

Where do we go trom here?

Ed Harrington
Controller
May 19, 2005

As costs to replace Laguna Honda Hospital have increased, Mayor Gavin
Newsom asked the Controller’s Office to collect information and prepare
an independent analysis of the options that are available to the City. To
prepare this report we looked at a variety of possible options, but
concluded there are only two options worth considering:

Option 1 — Use all reasonably available funds to complete a 1,200 bed
skilled nursing facility at L.aguna Honda.

Option 2 — Use most funds to complete three buildings at L.aguna Honda
with 780 skilled nursing beds and use the remaining funds plus operat’ nal
savings to purchase other long-term care services in assisted living,
suppt tive housing, home care or other community based settings. Total
people served under this option wou | exceed 1,800.
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These escalated total costs can be viewed as a per bed cost of approximately:

e SNF Original estimate $322,000

e SNF Current-first three buildings $536,000
(heavily loaded with infrastructure)

e SNF Current-last (West) building $350,000
(no extra food, loading dock, etc.)

Option 1 would use $629 million in funding to cover the estimated $600
million to $640 million most probable cost estimate for a 1,200 bed
skilled nursing facility.

This is possible because other funding streams are now available that were not
envisioned when this project was first proposed.

Currently Programmed funds Original proposal Current View
General Obligation bonds $299 million $299 million
Tobacco Settlement before bonds are issued $80 million $92 million
Other—primarily interest $22 million $10 million
Sub-total $401 million $401 million

New Funding (see explanations on following page)

1. Issue Certificates of Participation (COPs) using

the general fund as credit but to actually be repaid

using federal revenue made available through SB1128 $120 million
2. Use NEXT $100 million of Tobacco Settlement funds $100 million

Total funds that could be made available $621 million
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Option 2 would provide a mix of long term care for over 1,800

individuals. The City would use all of the funds identified in Option 1 plus the
General Fund share of the operational savings that would occur since fewer SNF beds
would be maintained at their relatively high cost. These funds would provide for 1,015
beds on the Laguna Honda campus and pay for the annual cost of care for another 790
individuals in various community-based settings.

Construction costs:
a. Use $482 million--$299 million of the general obligation bonds, plus the $120
million COPs (SB 1128 monies), $10 million in interest and $53 million of
tobacco settlement funds--to complete the first three buildings with 780 beds.

b. Use $59 million of tobacco settlement funds to build 235 assisted living and/or
supportive housing beds at Laguna Honda (at approximately $250,000 per bed).
This could build 5 floors of the West Building with 47 units of assisted living per
floor. This would be substantially more than the 140 assisted living beds that were
only partially funded in the original plan. These beds added to the 780 SNF beds
would provide 1,015 beds at the I.aguna Honda campus.

Annual units of service: Attachment A is a paper prepared by the Mayor’s Office of
Disability that provides examples of how long term non-skilled nursing services might be
provided and the number of people who could be served. It conservatively estimates that
100 people could receive fong term care in a mix of settings for about $2 million per vear.
Since the total saved under Option 2 ¢, d and e amounts to $15.8 million dollars annually,
approximately 790 people could be served per year.

¢. Use $80 million of previously received tobacco settlement revenues that could be
freed up when the general obligation bonds are issued. These funds could be
invested in a trust fund and used for other long-term care needs for 25 years until
the Laguna Honda bonds are paid off. We estimate this trust fund would generate
about $5.4 million per year that could fund the long-term care needs of 270 people
per year. Once the Proposition A bonds are paid off the City would no longer be
constrained to use tobacco settlement revenues for any particular purpose; any
further receipts could be used to maintain this trust fund or allocated to pay for
similar long-term care programs.

d. Use $6.1 million annually of operating savings from the 185 SNF beds not built
{West building drops from 420 to 235) to provide assistance to an additional 305
plus people with long-term care needs. This calculation assumes that the General
Fund cost per day of a SNF bed is approximately $100. Most of these costs are
staffing, food and similar costs that are not fixed; so we assume that the City would
save about $90 per day per bed for each SNF bed that we do not build.

e. Use an additional $4.3 million in savings by having 235 assisted living or
supportive housing beds rather than SNF beds to provide assistance to another
215 people. This calculation assumes that the City could contribute $50 per day
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with a Medi-Cal waiver f this lower el of care rather than the $100 per day
currently paid for SNF beds.

Using the various levels of institutional  d community care offered in Option 2 would
pre mably be responsive to concerns of the Department of Justice that have bes
expressed over the past sever. ye s.

Terminology: This report uses terms like “beds”, “people™ or “individuals” somewhat
i erchangeably for the convenience of the reader. They do not refer to services only
av lable over time to one person, rather they are meant to indicate the ava  bility of
services to a total number of people: any one time.
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Attachment A
Estimates for Housing, Medical and Supportive Care Costs for
People Discharged from LHH

(Excerpts from a report by the Mayor's Office on Disability
Susan Mizner - April, 2005)

Background & Summary

The City is considering adding funding to long-term care needs other than skilled nursing
beds. The question presented is what community care could be provided at what price?
In short:

Q: How many people, eligible for services at LHH, could be served in the
community at service levels similar to Laguna Honda?

A: For each $2 million, 100 people could be served.

Assumptions and Analysis

Of the people able to leave a skilled nursing facility and return to the community,
(currently 84% of the LHH residents according to data from TCM), Targeted Case
Management staff estimate that 25% would want to live in a Board and Care facility, 50%
would want supportive housing, and 25% would want to return to their own home or live
in independent housing (with outside supports).

So, for every 100 peopie discharged from LHH, their preferred living situations would
break down as follows:

» 25 Board and Care

e 50 Supported Housing

¢ 25 Own home or independent unit

Board & Care

For Board and Care residents, the cost to the city would be a straightforward “patch” for
the providers, above what they receive from SSI or Social Security.? The best numbers
available for that patch would be $1600 / month per resident, or, $19,200 per year.

Total cost to county for 25 people in Board and Care = $480,000

+ Data from national surveys support this. There is currently a large body of research regarding
trends in long-term care use. Seniors are living healthier longer, and staying home longer. The
data shows that few seniors want nursing home placement, and the availability of new madels of
service, such as PACE and assisted living, has helped senicrs aveid nursing home placement
longer or altegether. Nationally and in California, nursing home bed occupancy rates have
steadily decreased, and are currently around 81%.

: Charlene Harrington, PhD, testifying at the Mayor's Disability Council, cited a study that found
315 available slots at residential and board and care facilities. Of these, half of the providers said
they would be willing to take on mere clients with substance abuse, cegnitive impairment, or
behavicral problems if the reimbursement rates were higher. This patch is the estimated need.
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Independent Housing

Like supportive housing, this is a combination of housing costs and service/medical
costs. This is the most difficult category to average. Many people would require a one-
time expenditure to enable the person to modify or keep their housing. Some would
require housing subsidies.

The assumptions are:
e 20%, or 5 of the 25 could return to a home that they own or could live with family.
If funds were needed to rehab the home to make it accessible, CHRP funds could
be accessed. (This is a little used fund available for a range of home
rehabilitation, including access.) Cost to county =0

e 50%, or 12 of the 25, could return to housing they were previously in, usually
government subsidized (e.g. Housing Authority) or section 8 housing. Costs here
would include both bridge rent payments, until released from the hospital or
rehab, and possible renovations to make accessible, with one-time home
modifications ranging from $12K to $42K.

Cost to county = $30K (average cost) x 12 = $360,000 one-time cost.
e 30%, or 8 of the 24, would want to be placed in independent, affordable housing,
or provided a rent subsidy. The rent subsidy could range from $500 to $1500 per
month, averaging $1000/ month or $12K / yr.
Cost to county = $12K x 8 = $96,000 on-going
The medical and support costs would be similar to costs in supportive housing.

Cost Totals for Independent Housing

IHSS = $10,220/yrx 2 = $ 20,440
PACE=%$0x13 = $0

IHSS + ADH = $10,220 + $5470 = $15,690 /yr x 10 = $ 156,900

+ HDM = $2190 x 10 = $21,900

Total medical and service, and rent subsidy costs = $295,240

One-time cost of $360,000 for access changes,
amortized over average life expectancy 5 years = $72,000 / year.

Total cost to county for 25 people iiving in independent housing = $367,240

Grand total for 100 people leaving LHH and living in the community:

Board & Care = $480,000
Supportive Housing = $1,164,250
independent Housing = $367,240

Grand total $2,011,490
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AUDIT FOLLOW-UP MEMORANDUM

DATE: February 25, 2010

TO: Mivic Hirose, Executive Administrator, Laguna Honda Hospital
\:u l )

FROM: Tonia Lediju, Director of Audits, City Services Auditor !

SUBJECT: Results of Follow-up Review for Audit of Laguna Honda Hospital

EXECUTIVE SUMMARY

The Controller's City Services Auditor (CSA) Division issued an audit report in December
2006 entitled The Hospital Improperly Purchased Linen and Other Supplies, and Needs to
Improve Its Purchasing Procedures. CSA has completed a follow-up review of the status of
the recommendations in the 2006 report. Laguna Honda Hospital (LHH) indicated that it
fully implemented all 11 recommendations in the audit report. Based on the follow-up work
performed, CSA agrees with this assessment. LHH's actions to implement the
recommendations are summarized on pages 2 through 4; the recommendations
themselves and the implementation status of each are presented in Attachment A.

BACKGROUND & METHODOLOGY

The San Francisco Administrative Code (Administrative Code), Section 15,104, authorizes
the Department of Public Health to become a member of the University Health Systems
Consortium {(consortium), and to use all services provided by the consortium, including the
purchasing pregram. The consortium’s supply company is called Novation. LHH's ability to
make purchases in this way is known as its “Novation authority.” This code section also
authorizes LHH to enter written agreements and execute purchase orders with suppliers of
goods and materials selected through Novation’s competitive bid process. The
Administrative Code further provides that these agreements and purchase orders will be
governed by Novation's standard terms and conditions.

In accordance with Government Auditing Standards, Section 8.05, promulgated by the
United States Government Accountability Office {(GAQ), CSA conducted a follow-up review
of the agreed-upon recommendations in the 2006 audit report. Section 8.05 states that the
purposes of audit reports include facilitating follow-up to determine whether appropriate
corrective actions have been taken. This follow-up determined whether LHH has taken the
corrective actions needed to implement the audit report’s recommendations, with the goal
of improving LHH's business practices. For recommendations calling for new procedures,
CSA verified that the procedures were created and, in some cases, considered evidence of

415-554-7500City Hall + 1 Dr. Cariton B. Goodlett Place « Room 316 » San Francisco CA 94102-4694  FAX 415-554-7466
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¢ A reminder that staff must encumber funds through creating a purchase order
before ordering goods or services from a vendor.

Conclusion: Recommendations 2, 3, 8, and 10 have been implemented.

Recommendation 4: Purchase only products that Novation has competitively bid.

According to the Materials Management director, LHH's contract with Novation always
states whether or not an item is competitively bid. If the item is not competitively bid, LHH
can purchase the item through delegated departmental (or “Proposition Q") authority or
place a purchase order through OCA. The recommendation suggests that LHH use only
local business enterprise vendors through Novation. According to the Materials
Management director, doing so would be impractical because very few of the Novation
vendors are located in San Francisco.

Conclusion: Recommendation 4 has been implemented.

Recommendation 5: Purchase linen directly from the vendor to avoid Broadline’s 10
percent mark-up.

LHH no longer does business with Broadline. LHH now buys linen products through the
Novation authority via a dual-source agreement with Medline and Standard Textile.

Conclusion: Recommendation 5 has been implemented

Recommendation 6: Develop and implement procedures to verify that the product
types and prices match the products ordered; verify that vendors charge Novation’s

prices.

According to the Materials Management director, LHH began using the Pathways Materiais
Management (PMM) system on September 30, 2008. PMM consists of computer hardware
and software that allows for inventory control for hospital supplies and a three-way match to
ensure quantities and prices agree on the purchase order, receiving document, and invoice.
Item prices in PMM are locked so only authorized parties can change the price of an item.
Prices are updated weekly based on an electronic price book issued by the items’
distributors. If a price on an invoice is higher than the price calculated by PMM when LHH
placed the order, then LHH would reject the invoice and seek an adjustment.

Conclusion: Recommendation 6 has been implemented.

Recommendation 7: Inform employees of the San Francisco Campaign and
Government Code, Section 3.214, which can require them to avoid contracting

decisions where they may have a conflict of interest.

In 2006 and 2009, LHH provided training on the City's delegated departmental purchasing
authority. The training covered this code section. In addition, the training included:
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+ Best procurement practices.
» Print les and standards of ethical purchasing.
+ How to ensure that all the ity’s legal requirements are met.

Conclusion: Recommendation 7 has 2en implemented.

Recon 1endation 9: Seek $20,500 refund from Broadline for its excessive mark-up.

In 2007, the Materi i Management director sent a memorandum to Broadline requesting a
$20,500 credit for excessive markup but never received a response.

Conclusion: Recommendation 9 has been implemented.

Recommendation 11: Require all managers to attend mandatory purchasing training.

LHH reports that it provided the required andatory purchasing training. In March 2006,
before the audit report was issued, LHH provided purchasing training to at least 55

er yees. This exceeds the number of LHH employees who order goods, according to the
Materials Management director.

Concl ion: Recommendation 11 has been implemented.

GSA extends its appreciation to you and your staff who assisted with this follow-up. If you
have any questions or concerns, please call or e-mail Audit Manager Mark Tipton at (415)
554-7660 or Mark.Tipton@sfgov.org.

cc:  Tess Navarro, Deputy Financial Office LHH
Russell Nakai, Director, Materials | nagement, LHH
Ben Rosenfield, Controller
Robert Tarsia “eputy Audit Director
Mark Tipton, Audit Manager
Vivian Chu, Associate Auditor





















ATTACHMENT B: LAGUNA HONDA HOSPITAL’S
RESPONSE

City and County of San Francisco Department of Public Health
Laguna Honda Hospital &

Gavin Newsom Rehabilitation Center

Mayor Russell Nakal,

Director, Materials Management

Date:  February 22, 2010
To: Tonia Lediju, Controlier’s Office Director of Audits

From: Russell Nakai pWL, Naksl

Subject: Results of Follow-up Review for Audit of Laguna Honda Hospital

This meme is to confirmn that | am in agreement with the sudit findings with the follow-up audit
conducted in December 2009 by Mark Tipton and Vivian Chu.

(415) 759-2326 375 Loguna Honda Blvd. San Francisco, CA §4]116-1499
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CITY AND COUNTY OF SAN FRANCISCO

OFFICE OF THE CONTROLLER Ben Rosenfield
Controller

Monique Zmuda
Deputy Controller

MEMORANDUM
TO: Mohammed Nuru, Director
Department of Public Works j\
g
FROM: Tonia Lediju, Director of City Audits { 1 " _ .-
City Services Auditor Division { ),
\

DATE: July 30, 2013

SUBJECT: The Department of Public Works Generally Complied With Close-out
Procedures for the Laguna Honda Hospital Replacement Program
Contract but Must Better Document Its Compliance

EXECUTIVE SUMMARY

The Department of Public Works (Public Works) generally complied with most of the close-out
procedures for its construction contract with Turner Construction Company, the contractor for
the Laguna Honda Hospital Replacement Program (LHH replacement program). However,
Public Works was unable to provide the assessment team with documentation to verify its
compliance with eight of 34 applicable close-out procedures. Public Works concurs with this
finding, and agrees to implement the related recommendations.

BACKGROUND, OBJECTIVES & METHODOLOGY

Background

Basis for Assessment. In accordance with the Office of the Controller's City Services Auditor
Division (CSA} work pian for fiscal year 2012-13, CSA assessed Public Works’ compliance with
close-out procedures for portions of the LHH replacement program constryuction contract as part
of CSA’s ongoing program of assessing compliance with contract close-out procedures in
various departments of the City and County of San Francisco (City} each quarter.

Laguna Honda. l.aguna Honda Hospital and Rehabilitation Center (Laguna Honda) is a skilled
nursing and rehabilitation center owned and operated by the City's Department of Public Health
{Public Health). Located on a 62-acre campus, Laguna Honda is one of the largest skilled
nursing facilities in the United States. |Laguna Honda’s mission is to provide high-quality,

415-854-7500 City Halt « 1 Dr. Carlton B. Goodlatt Place * Room 316 » San Francisco CA 94102-4694 FAX 415-554-7466
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Close-out Defined. Contract close-out formally ends the construction phase of a capital project
and ensures that all contractual and legal obligations have been fulfilled before final payment is
released to the contractor. Ensuring compliance with afl close-out procedures assures the City
that the contractor used city resources appropriately and completed the work in accordance with
contract terms.

Objectives and Methodology
The objectives of the assessment were to determine whether:

» Public Works adequately oversaw compliance with all the close-out procedures in the
contract for the new South, Link, and East buildings, which were completed in December
2010.

+ The contractor complied with the contract’s close-out procedures.

To achieve the objectives, CSA;

* Reviewed close-out procedures for the LHH replacement program contract.

» Developed a checklist of requirements for all phases of close-out based on Public
Works' required procedures for substantial completion’ and final completion? of the
project.

¢ Reviewed close-out documentation provided by Public Works.

¢ Determined whether each requirement was met or did not apply to the project based on
documentation provided by Public Works.

e Reviewed a relevant best practices document.

CSA judgmentally selected the LHH replacement program for assessment as part of a more
comprehensive review of ciose-out procedures on city general obligation bond-funded projects.

RESULTS

Public Works could not provide adequate documentation to verify that it had properly
completed eight of 34 applicable close-out procedures.

The assessment found that Public Works complied with most close-out procedures for the LHH
replacement program. However, the Public Works project team was unable to provide the

! Substantial completion is the stage at which the progress of work is deemed to be sufficiently complete, in
compliance with the contract, to allow for the issuance of a temporary certificate of occupancy, so that the facility
being built may be used for its intended purpose.

% Final completion is the date of written acceptance of the work by the City when the contract has been fully
performed, inciuding all punch list items, and when all contractual and administrative items have been fulfilled.
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3. Review contract requirements pertaining to close-out procedures and revise outdated
procedures to reftect current practices.

Public Works’ response is attached. CSA will work with the depantment to follow up on the
status of the recommendations made in this memorandum. CSA extends its appreciation to you
and your staff who assisted with this project. If you have any guestions or concerns, please
contact me at (415) 554-5393 or tonia.lediju@sfgov.org.

cc: Public Works
Edgar Lopez
John Thomas
Nelson Ng
Jocelyn Quintos
Lourdes Nicomedes

Controller

Ben Rosenfield
Monique Zmuda
Mark de la Rosa
Deric Licko
Edvida Moore
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For each recommendation, the responsible agency should indicate whether it concurs, does not concur, or partially concurs. If it concurs with the
recommendation, it should indicate the expected implementation date and implementation plan. If the responsible agency does not concur or
partially concurs, it should provide an explanation and an altemate plan of action to address the identified issue.

TECOMMENDATIONS AND RESPONSES

The Department of Public Works should:

1. Establish a close-out checklist for all current and The Department concurs. We will develop a ¢lose-out checklist that
future construction projects and ensure that it has accounts for the specific nature and timeline of projects. We will
ready access to the documentation needed to verify | Update our close-out policies and procedures by the end of July and
that the close-out requirements have been met. implement fiscal year 2013-2014.

2. Keep a completed record of all aspects of its The Department concurs. The Department maintains procedures,
construction close-out procedures. including Project Closeout. These are available at the department's

intranet site.

3. Review contract requirements pertaining to close-out | The Department concurs. As noted in our response to

procedures and revise outdated procedures to Recommendation #1, we will review and update our close-out

reflect current practices. procedures as appropriate. This includes taking into consideration the
continuous nature of the punch list process and the specific nature of
the projects.
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CITY AND COUNTY OF SAN FRANCISCO

OFFICE OF THE CONTROLLER Ben Rosenfield
Controiler

Monique Zmuda
Deputy Controtler

March 27, 2014

Health Commission Ms. Barbara A. Garcia
101 Grove Street, Room 311 Director of Health
San Francisco, CA 94102 Department of Public Health

101 Grove Street, Room 308
San Francisco, CA 94102

Dear commission president and members, and Ms. Garcia:

The Oftice of the Controller's City Services Auditor Division (CSA) presents its audit report of
inventory processes of the Central Supply Department {Central Supply) at Laguna Honda
Hospital and Rehabilitation Center (Laguna Honda). The audit objectives were to determine
whether Central Supply has adequate inventory processes and controls to ensure that materials
and supplies are accurately accounted for, adeguately organized, and properly secured.

The audit concluded that Central Supply’s internal controls are inadequate to ensure that assets
are properly accounted for and safeguarded.

The report includes 21 recommendations for Laguna Honda to improve control and
accountability over safeguarding of assets and inventory functions at Central Supply. The
department's response to the report is attached as an appendix.

CSA appreciates the assistance and cooperation of Laguna Honda staff during the audit. For

questions about the report, please contact me at Tonia.Lediju@stgov.org or 415-554-56393 or
CSA at 415-554-7469.

Tonta Lediju
Director of City Audits

RespecKully,
{

cc:  Mayor
Board of Superviscrs
Citizens Audit Review Board
City Attorney
Civil Grand Jury
Budget Analyst
Public Library

415-554-7500 City Hall = 1 Dr. Cartton B. Goodlett Place « Room 316 » San Francisco CA 94102-4694 FAX 415-554-7466
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GLOSSARY OF TERMS

ABC

Central Supply

City
Controller
CsA

First in, First
Qut

GAO

Laguna Honda

Pathways

ABC is not an acronym, but rather an inventory categorization technique
often used in materials management.

The Central Supply Department at Laguna Honda Hospital and
Rehabilitation Center

City and County of San Francisco
Office of the Controller
The Office of the Controller's City Services Auditor Division

Under the first in, first out inventory valuation method, the cost of goods
sold is based upen the cost of material bought earliest in the period,
while the cost of inventory is based upon the cost of material bought
later in the year. This results in inventory being valued close to current
replacement cost.

U.S. Government Accountability Office

Laguna Honda Hospital and Rehabilitation Center

Pathways Material Management™ (PMM) is the principal system used
by the Central Supply Department to monitor inventory levels of medical
supplies and order medical supplies from the contracted vendor. PMM is
part of McKesson Corporation’s enterprise resource utilization (ERP)
hospital applications.
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Office of the Controller, City Services Auditor

Internal Controls at Laguna Henda Hespital’'s Central Supply Department Do Not Ensure

INTRODUCTION

That Assets Are Properly Accounted for and Safeguarded

Audit Authority

Background

This audit was conducted under the authority of the
Charter of the City and County of San Francisco (City),
Section 3.105 and Appendix F, which requires that the
Office of the Controller's (Controller) City Services Auditor
Division (CSA) conduct periodic, comprehensive financial
and performance audits of city departments, services, and
activities. CSA conducted this audit under that authority
and in accordance with its annual audit plan. This audit is
the first in a series of inventory audits of various city
departments planned by the Controller.

Laguna Honda Hospital and Rehabilitation Center
(Laguna Honda) is a skilled nursing and rehabilitation
center owned by the City and operated by the
Department of Public Health. The hospital provides
skilled nursing services, rehabilitation services, group
living for people with developmental disabilities, and
treatments and programs for a variety of other conditions.
Laguna Honda stores most of its inventory in five
departments of the hospital:

Pharmacy {pharmaceutical supplies)
Central Supply (medical supplies)

Food and Nutrition Services

Linen (linen used on patient beds)
Materials Management {janitorial supplies)

O Bs W=

Laguna Honda reported fiscal year 2012-13 year-end
inventory valued at $1.1 million. Exhibit 1 shows the
areas where the hospital stores its inventory items and
their values on June 30, 2013,

m Invantary nn luna 1N 20132

Pharmacy $430,718
Linen 391,007
Central Supply 175,910
Food and Nutrition Services 106,130
Materials Management 26,994
Total $1,130,759

Source: Laguna Honda Accounting/Finance Division
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Based ona ik assessment of La na Honda's five
inventory locations, CSA determined that the Central
Supply Department (Central Supply} had the highest risk
and selected it for audit.

Overview of Laguna Mission and Services. Central Supply’s mission is to
Honda Hospital’s stock Laguna Honda's nursing units with medical
inventory s plies and equipment needed for the care of residents.

Central Supply’s inventories are stored at the Central
Sup ' Room and the Materials Management

De rtment warehouse. Central Supply carried 657
inventory items on October 1, 2013. Central Sup;  is
open from 6:30 a.m. to 8:30 p.m., seven days a week to
accammoaodate the needs of the nursing units and to be
responsive to peak demand periods.

Inventory Management System. Central Supply uses the
Pathways Material Man ement System (Pathways) to
monitor inventory levels of medical supplies on the
nursing u s and to order medical supplies from
contracted vendors when inventory levels fall below the
PAR leve ' Central Supply, in collaboration with the

lursing Services Department, established and entered
into P:  iways the PAR levels of medici supplies for
each nursing u = PAR levels are e: " blished to provide
three to four de  of medical supplies.

Each day, Pathways calculates necessary inventory
replenishments using the established minimum and
maximur nventory levels and pending department order
requests in the system. Central Supply reviews,
approves, and processes the replenishment requisitions.

Objectives The audit's objectives were to determine whether Central
Supply:

1. Has inventory processes and controis adequate
to en: e that materials and supplies are
accurately accounted for.

2. Adequately organizes and properly secures all
materials and supplies.

3. Approves and records inventory purchase orders
accurately and in a timely manner.

' PAR levels are boundary markers in inventory levels that signal replenishment needs
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Scope and Methodology The audit included all items inventoried by Laguna
Honda's Central Supply from July 1, 2012, through
June 30, 2013. To perform the audit, the audit team:

s Interviewed staff and managers to gain an
understanding of Central Supply's inventory
processes.

* Inspected the Central Supply Room.

¢ Judgmentally selected a sample of 25 inventory
items from the inventory list and, using physical
inspection, verified the number of units on hand.?

+ Judgmentally selected a sample of 25 inventory
items in the room and verified that they were on
an inventory list.

» Selected a sampie of 24 items from an inventory
list and tested to determine if orders were
properly approved and whether items were
received and recorded in the inventory
management system.

Statement of Auditing This performance audit was conducted in accordance

Standards with generally accepted government auditing standards.
These standards require planning and performing the
audit to obtain sufficient, appropriate evidence to pravide
a reasonable basis for the findings and conclusions
based on the audit objectives. CSA believes that the
evidence obtained provides a reasonable basis for the
findings and conclusions based on the audit objectives.

? Auditors counted the individual units on hand for the sefected inventory items. Auditors did not use blank
inventory count sheets but used the full inventory list containing items and quantities on the day of the count.
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AUDIT RESULTS

That Assets Are Properly Accounted for and Safeguarded

Summary

Finding 1

Central Supply’s inventory
record is inaccurate.

System counts did not
match actual counts for 12
of 25 selected items.

The inventory and materials management processes of
Laguna Honda’s Central Supply have multiple
weaknesses. CSA found numerous errors in the sampled
inventory records, ineffective internal controls, a lack of
policies and procedures to guide physical inventory
counts, and dispensing of obsolete iterns. Overall,
Central Supply’s internal controls are inadequate
because they do not reasonably assure Laguna Honda
that assets are properly accounted for and safeguarded.

Central Supply’s inventory on hand does not match
its system records.

Central Supply’s inventory record is inaccurate because

it includes both shortages and overages.’ Central Supply
relies on its inveniory management system, Pathways, to
maintain an accurate list of its inventory. On the day of a
count, Central supply staff generates from the Pathways
system a list of iterns to be counted.

Test counts of the inventory found multiple discrepancies
between system and floor counts. Of the 657 items on
Central Supply’s inventory list on October 1, 2013, 25 (4
percent) were judgmentally selected for audit to
determine the accuracy and existence of the counts in
Pathways. Another judgmentally selected 25 items were
counted from the inventory floor to determine the
completeness of the counts in Pathways.

As shown in Exhibit 2, the system-to-floor test found that
the physical inventory amounts did not match for 12 (48
percent) of the 25 items in the sample. For 6 items there
were greater quantities than shown on the inventory
records (an overage in Pathways of $332 of inventory)
and for 6 other items, there were fewer on hand than
listed {a shortage in Pathways of $590). The net variance
was 3 percent of the value of the inventory sampled.

3Shortages, exist when Pathways Material Management System (PMM) shows more items than are on hand.
Overages are when PPM shows fewer items than are on hand.
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Floor counts did not
match inventory records
for 7 of 25 sefected items.

Central Supply needs fo
esfablish accountability and
set performance goals.

Recomn ndations

That Assets Are Properly Accounted for and Safeguarded

Both overages and shortages 1y indicate potential loss
or theft or, at a minimum, issuance issues. A shortage
indicates that items were removed from inventory without
updating records. An overage indicates that items were
not recorded in inventory when stocked or that issued
items were returned to the shelf. An overage can also
occur when withdrawals from inventory are not recorded.
These inaccuracies increase the risk of undetected theft
and lost or missing assets.

Central Supply personnel could not adequately explain
the r  sons for these discrepancies. inaccurate records
of the inventory items on hand m e it more difficult to
detect loss or theft. Inaccurate records also make it more
difficult to monitor the inventory levels and reorder points
to ensure that items are available when needed. Proper
inventory accountability requires that detailed records of
acquired inventory be maintained and that inventory is
properly reported.

According to the U.S. Government Accountability Office
{(GAQ) Executive Guide: Best Practices in Achieving
Consistent, Accurate Physical Counts of Inventory and
Related Property (GAO Guide),* one of the key factors in
developing and implementing an accurate physical count
process is to establish accountabil® . Establishing
accountability for the inventory physical count process
requires setting performance goals and holding the
appropriate level of personnel responsible for the overall
process. Performance goals for the physical count
process can be set by establishing inventory record
accuracy goals or other measurable, results-oriented
performance expectations, such as adjustments and the
number of accurate counts. Primary responsibility for the
overall physical inventory counts should be specifically
designated and assigned. The designated individual
should be held responsible for achieving an established
inventory record accuracy goal.

Laguna Honda Hospital and Rehabilitation Center
should:

1. Direct Central Supply Department staff to conduct

4GAO«02-447G‘ United States General Accountability Office, 200
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A log of records of physical
counts performed is not
maintained.

Recommendations

Finding 3

No usage analysis was
performed to validate the
inventory segments.

That Assets Are Properly Accounted for and Safeguarded

conducted routinely. He also exptained that Central
Supply does not have enough personnel to perform the
planned inventory counts.

Central Supply does not use a tracking log of cycle
counts performed for each category of inventory. The
lack of a tracking log indicates that Central Supply staff
does not monitor the cycle counts of items to achieve the
desired frequency of counts or assure an accurate count.
A tracking log of the physical counts for each category
would ensure that all items in each category are
adequately counted.

According to the GAO Guide, counting an appropriate
amount of the total inventory at a point in time or over a
period of time with regular frequency helps to provide
accurate inventory records for operational decisions and
financial reporting. Without periodically scheduled
physical inventory counts, inventory shortages and
overages could occur and remain undetected.

Laguna Honda Hospital and Rehabilitation Center
should:

3. Implement procedures to ensure that periodic
inventory counts are scheduled, performed
regularly, and reconciled to the perpetual inventory
and accounting records.

4. Create a manual or electronic tracking log to record
category counted and the dates of the cycle
counts.

Central Supply’s ABC inventory category thresholds
are adjusted without proper analysis or oversight.

Central Supply staff can adjust the category thresholds of
the items listed in the inventory management system
without management’s preapproval. As noted in Finding
2, inventory items were categorized into A, B, and C
categories to help management identify items with
significant impact on overall inventory cost and requiring
different management and controls. However, according
to Central Supply staff during a walkthrough of the
Central Supply Room by the audit team, the thresholds of
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EXHIBIT 4
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That Assets Are Properly Accounted for and Safeguarded

To make the most effective use of the ABC classification,
periodic review should be completed to validate the
categories. The audit identified three categories based
on an analysis of Central Supply's inventory usage
during fiscal year 2012-13, as shown in Exhibit 4.

Central Supply Usage Analysis
Fiscal Year 2012-13
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Source: Auditor's analysis of data from Pathways Material Management System.

Based on the usage rate of inventory items, the top 10
percent of the items account for 78 percent of the annual
inventory consumption value, the next 20 percent of the
items account for 16 percent of the annual consumption
value, and the bottom 70 percent of the items account for
only 6 percent of the annuai consumption value. Because
78 percent of the annual inventory consumption is
covered by only 10 percent of the items in inventory,
these items warrant the most attention. The next
segment covers 16 percent of the items in inventory and
should also have sufficient coverage.

11






Office of the Controller, City Services Auditor

Internal Controls at Laguna Honda Hospital's Central Supply Department Do Not Ensure

Without proper
reconciliations, accounting
records could be inaccurate

Recommendations

That Assets Are Properly Accounted for and Safeguarded

for the June 28, 2013, physical inventory count.

Segregation of duties is a widely accepted internal
control and business practice. It entails segregating key
duties among different people, and reduces the risk of
error and fraud so that no single individual can adversely
affect the accuracy and integrity of the count. The key
areas of segregation are physical custody of assets,
processing and recording of transactions, and approval
of transactions. Ideally, personnel performing any one of
the above functions would not also have responsibilities
in either of the other two functions.

According to the GAQ Guide, even with a strong control
environment and sound physical count procedures, it is
not unusual for there to be differences in quantities
between the physical count and the record. Research
about the cause—sometimes referred to as root cause
analysis—and reconciliation of differences are essential
elements of an effective physical count process. The
process of research includes performing the required
analysis, promptly completing research, and referring
variances to management for approval and/or security for
investigation. Research, when properly conducted,
supports adjustment to the inventory records, identifies
the causes of variances between the physical count and
the inventory records, and provides management with
information with which to implement corrective actions.

Laguna Honda Hospital and Rehabilitation Center
should:

7. Separate Central Supply Room duties so that staff
responsible for counting inventory cannot adjust
quantities in the Pathways system. Differences
between inventory records and actual quantities on
hand should be adjusted only after review and
approval by management.

8. Establish policies and procedures that guide staff
on how to formally repert inventory discrepancies
to management.

9. Develop a record retention policy for files
supporting the inventory physical counts.

13
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Finding 5

Recommendation

Finding 6

2 percent of the inventory
items on hand have no
recorded value.

That Assets Are Properly Accounted for and Safeguarded

Central Supply’s inventory valuation method is
inconsistent with Laguna Honda's accounting policy.

According to Laguna Honda's accounting policy,
inventory ur  cost is based on the value of the units
placed o inventory last. However, Ce al Supply does
not follow this policy, instead using unit prices from the
pricing agre« 1ent with its prime distributor to update the
unit cost of inventory on hand. As a result, Central
Supply cannot be assured that it reports the value of its
inventory correctly in Laguna Honda'’s financial records.

According to management, Central Supply switched to a
new prime distributor in June 2013, Due to the lower
markup fees in the new pricing agreement, management
reevaluated inventory items and updated the unit
costs on both open purchase orders and inventory on
hand supplied by the prime dis” "butor.

Of the 24 items the audit selected from the inventory list
to verify per-unit cost, 13 (54 percent) were correctly

v 1ed based on the last replenishment receipts, while
the other 11 (46 percent) were valued based on pricing
informatio rovided by the prime distributor rather than
the value of the units placed into inventory last. As a
result, Central Supply undervalued this inventory by $361
(6 percent of the value of the inventory sampled).

10. Laguna Ho la Hospital and Rehabilitation Center
should ensure that the Central Supply Department
values its ventory accordance with its
accounting policy.

Central Supply does not record the val ' of
inventory items transferred from the Pharmacy
Department.

Its inventory list shows that Central Supply holds
inventory items with no value assigned. Of the 654 ite 5
listed on Central Supply’s inventory list on June 28, 2013,
11 items (2 percent) have no dollar value shown.

According to management, the inventory items with no
recorded value were requested from the Pharmacy
Department. Centrat Supply does nt  ncur the related

14
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Recommendations

Finding 7

Multiple departments have
master keys fo access {0
the Ceniral Supply Room
affer regular business
hours.

That Assets Are Properly Accounted for and Safeguarded

costs of these transferred items and, therefore, does not
assign value to them; the Pharmacy Department absorbs
the full cost of these items. However, by not tracking the
value of the items obtained from the Pharmacy or
retaining records supporting their value, the value of
Central Supply’s inventory is not correctly reported in
financial statements.

According to Laguna Honda’s inventory valuation policy,
unit cost used for inventory on hand is the value of the
units placed into inventory last and the units distributed
on a first in, first out basis. Central Supply must record
the cost of the items in its inventory to support this
financial statement practice and the total value of its
inventory on Laguna Honda’s financial statements.

Laguna Honda Hospital and Rehabilitation Center
should:

11. Record the cost of each inventory item on its
inventory lists.

12. Ensure that inventory items transferred between
departments are expensed when consumed.

Wide distribution of Central Supply master keys
increases risk and limits accountability if loss of
inventery items occurs.

Although the Central Supply Room is properly locked
and off-limits to the public during regular business hours,
its keys have been widely distributed. This is a problem,
especially because the inventory area lacks both security
cameras and an electronic key card system.

Master keys to the room have been issued to other
Laguna Honda departments, including Facility Services
and Nursing Services Department. According to Central
Supply staff, Nursing Services Department staff
occasionally accesses the Central Supply Room to take
medical supplies and equipment in case of emergency
needs after regular business hours. Nurses will usually
leave written notes for Central Supply staff detailing the
items and quantity taken. However, Central Supply couid
not provide any support to show how a note left by
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nursing staff for items taken from the storeroom after
business hours resulte n a subsequent ac stment in
the inventory system to update the inventory list.

There is no list of the employees who have been given
keys to the Central Supply storeroom. Therefore, no
assurance exists that only authorized users are
accessing the inventory areas. According to Materials
Management and Central Supply policy and procedures,
when Central Supply is not open and staffed, medical
supplies and equipment can be obtained by contacting
the nursing super or who 15 access to the storeroom.
However, the procedures manual does not address any
required form to document items withdrawn from Central
£ iply or who is responsible fi  entering requisitions into
the inventory system.

According to guidance from the Auditing Standards
Board,’ access to a storage area should be limited to
those employees whose duties require it, and the
custody of keys should be controlled. This guidance
specifically addresses controls for a public warehouse
and management's responsibility for the safeguarding
its assets. CSA is applyi  this guidance to Central
Supply given the similarites in manageme practices
and processes.

The risk of internal theft or loss at Central Supply is
increased due to the number of employees and different
hospital departments that can access the storeroom,
especially after regular business hours. Central Supply
staff would be unaware of missing inventory or inventory
taken aftel :gular business hours if nursing employees
choose not to or, due to time constrai 3, are unable to
leave a note listing the ms taken. Also, Central Supply
has no process to track who entered and ex d the
storeroom during hours when it is closed.

Access to the storeroom should be reduced to limit
oppc nities for anyone to remove inventory items
without recording having done so. Discrepancies noted
during the audit's physical count may have originated

fAudnting Standards Board's Statement of Auditing Standards, AU 901, Public Warehouses — Controls and
Auditing Procedures for Goods Held, Section 901.15. The Auditing Standards Board is the American Institute
of Certified Put  Accountants’ senior committee for auditing, attestation, and guality control applicable to
the performance and issuan  of audit and attestation reports for nonissuers.
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Recommendations

Finding 8

Central Supply lacks
written policies and
procedures to perform

physical inventory counts.

That Assets Are Properly Accounted for and Safeguarded

from staff accessing or returning inventory items after
regular business hours without recording the transactions
in the inventory system.

Laguna Honda Hospital and Rehabilitation Center
should:

13. Document and implement inventory security
policies and communicate these policies to
employees of the departments accessing the
Central Supply storeroom.

14. Develop a log or pre-numbered form to keep track
of items taken after business hours.

15. Require employees accessing the Central Supply
storeroom after business hours to document on the
log or form all necessary information, including but
not limited to employee |ID, item number, date and
time, and quantity taken.

16. Require nursing supervisors to authorize in writing
the withdrawal of materials from the Central Supply
storeroom after regular business hours and require
Central Supply personnel to input the information in
the inventory system and file supporting
documents.

17. Re-key the Central Supply storerocom immediately,
and track the issuance of master keys. After
Central Supply completes its move to its new
location, it should limit key distribution or install
electronic keys to track employees’ entry into the
facilities.

Central Supply lacks written policies and procedures
to perform physical inventory counts.

Central Supply does not have documented policies and
procedures that would provide employees clear and
comprehensive instructions and guidelines on how and
when to perform inventory counts. The absence of clearly
written policies and procedures that define limits of
authority can give staff excessive discretion that may
provide opportunities for undetected thefts and other
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Finding 9

Proper approval methods
and disposal of expired or
obsofete items reduce the
possibility of errors, theft,
and mishandiing.

That Assets Are Properly Accounted for and Safeguarded

movements,

¢ Instructions for use of inventory count sheets
{including their distribution, collection, and
control), including segregation of duties
between persons responsible for count sheet
control, counting inventory, and inputting
completed count sheets to inventory records.

+ Instructions for researching and adjusting
variances.

19. Regularly review and revise policies and
procedures for changes in the process and
individual tasks.

Central Supply lacks written policies and procedures
for identifying and dispensing expired or obsolete
items.

Central Supply does not have established policies and
procedures for addressing inventory obsclescence.
According to Central Supply, a Central Supply employee
occasionally inspects all inventory items in the storeroom
and collects items that are due to expire within three
months. Once the items with these expiration dates are
collected, they are segregated in a separate area for
disposal. Staff then updates the inventory count in the
inventory system. Supervisory review and approval of the
expired item is not required before disposal.

According to the director of materials management, due
to the low value of the disposed items, management
does not review or signoff on the disposal of expired
items. This is confirmed by Central Supply's report on
past-expiration-date adjustments for fiscal year 2012-13,
which shows the expired items had a value of $3,306.
However, the lack of policies and procedures for
identifying and disposing of obsclete inventory may
cause Laguna Honda to incur unnecessary costs to store
expired items that could be liquidated.

According to the GAO Guide, establishing and
documenting policies and procedures are essential to an
effective and reliable physical count. Physical controls
and accountability reduce the risk of undetected theft and
loss, unexpected shortage of critical items, and
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Recommendations

Finding 10

That Assets Are Properly Accounted for and Safeguarded

nnecessary purchases of items already on hand. These
controls improve accountability over inventory, which
he ensure continuation of operations and proved
storage and control of excess or obsolete stock.

Lagunz onda Hospital and Rehab ation Center
should;

20. Establish written policies and proced es for the
identifica n, segregation, and disposal of expired
and obsolete items from the inventory. At a
minimum the policies and procedures should define
obsolescence and establish clear responsibilities
forthe forcement of the policies and the ultimate
disposition of the obsolete items.

21. Ensure that Central Supply Department
management reviews and signs the list of
obsolete/ex| 2d items before disposal.

Centr: Supply correctly records its purchases
orders.

No exceptions were found in a randomly selected sample
of 24 items for which invoices and other supporting

docur ; verified the timely approval and recor g of
inventory purchases orders. Purchase orders were
properly approved by the director of materials
management or the assistant mate Is manager. ltems
were found to have been received by storekeepers and
recorded in the inventory management system.
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APPENDIX: DEPARTMENT RESPONSE

City and County of 5an Francisco Department of Public Health
Edwin M. Lee, Mayor Barbara A, Garcia, MPA
Director of Health

MEMORANDL M

To: Fomia Lediju, Director of City Audits
City Services Auditor Division

From: Barbara Garcia. Hea clor
Depantment of Publi alth
Date: March 11, 2014
Subject: Responsc to Findings from the Central Supply Inventory Comtrol Audi

at Laguna Honda Hospital

Enclosed for yvour review are the Depariment of Public Health’s respunses to the 1ecent
audit of the insentory contral procedures at the Laguna Honda Hospital Central Supply.
We appreciate the lime and effort of your staft in conducting this audit.

We have carefully reviewed your tewn™s drafi report and findings and concur with each
of the recommendations provided. Attached is the completed Awdit Recommenduation
and Respomse Form, 'We are confident having been throwgh this audit that our operation
will un with much tighter controls

If you have any questions or require further information, please do not hesiate e conlact
me at 415554 2600 or Cirep Wagner at 415.534.2610.

Sincerely,
Barbara Garcia
Director of Health
Attachment: Audit Recommendation and Response Form
Cce: Roland Pickens
Crreg Wagner

Mivic Hirose
Mike Llewellyn

101 Grove Street, Room 308, 5an Francisco, CA 94102
Phone {415) 554-2600 Fax {415) 554-2710
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5. Periodically analyze usage to validate the inventory
segments, determine the desired frequency of counts, and
reassess the risk of each segment.

That Assets Are Properly Accounted for and Safeguarded

Concur.

Will run a quarterly report to review ABC usage.
Implementation by August 1, 2014,

6. Require proper signoff by the director of materials
management before any update to the inventory segments.

Concur.

Implementation by May 1, 2014,

7. Separate Central Supply Room duties so that staff
responsible for counting inventory cannot adjust quantities in
the Pathways system. Differences between inventory records
and actual quantities on hand should be adjusted only after
review and approval by management.

Concur,

Acces
staff.
Implementation by May 1, 2014,

o inventory adjustments will limited to management

8. Establish policies and procedures that guide staff on how to
formally report inventory discrepancies to management.

Concur.

Implementation by May 1, 2014.

9. Develop a record retention policy for files supporting the
inventory physical counts.

Concur,

Will maintain 1 year plus current FY.
Implementation by May 1, 2014.

10. Ensure that Central Supply Department values its inventory
in accordance with its accounting policy.

Concur.

Update Accounting P&P to reflect current process.
Implementation by July 1, 2014,

11. Record the cost of each inventery item on its inventory lists.

Concur.

Implementation by May 1, 2014.
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18. Establish written policies and procedures for the physical Concur.
count process at the Central Supply Room. The written
procedures should provide formal instructions for all aspects | Implementation by June 1, 2014,
of the physic count processes, including:

» The objective of the physical inventory count.

+ The period in which the inventory count should be conducted.

e The employees that should be involved and their roles and
responsibilities.

+ The inventory to be included in and excluded from the
physical count.

e Provisions for achieving proper cutoff, including control of
receiving and issuance during the inventory-taking period
and, if the storeroom is not shut down, provisiolr for hal ling
inventory movements.

e Instructionsf use of inventory coun! 1eets (including their
distribution, collection, and control), including segregation of
duties betwe  persons responsible for count sheet control,
counting inventory, and inputting completed count sheets to
inventory records.

» Instructions for researching and adjusting variances.

19. Regularly review and revise policies and procedures for Concur.
changes in the process and individual tasks.
Implementation by April 1, 2014,
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