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Dear Mr. Chairman and Members:

The Office of the Auditor General presents its report concerning
weaknesses in the State of California's control of financial operations.
We noted the weaknesses during our review and evaluation of the State's
internal accounting controls, its internal audit activities, and its
compliance with federal grant requirements.

We found that while the State has corrected many of the weaknesses that
we reported last year, the State continues to lose millions of dollars
each year because state agencies do not adequately pursue amounts owed to
the State, do not adequately monitor payroll and other disbursements, and
do not maintain sufficient equipment records. We also found widespread
noncompliance with the federal regulat1ons governing the federal grants
that the state administers.

Respectfully submitted,

THOMAS W. HAYéEé

Auditor General
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INTRODUCTION

We have examined the General Purpose Financial Statements of
the State of California for the year ended June 30, 1983. As part of
this examination, we studied and evaluated the State's system of internal
controls as vrequired by generally accepted auditing standards, by the
standards for financial and compliance audits of the Comptroller General
of the United States, and by the Office of Management and Budget's
Circular A-102, Attachment P.

The purpose of our study of the system of internal controls was
to determine the audit procedures and the extent of testing required to
express an opinion on the General Purpose Financial Statements of the
State. In conducting our audit, we visited 31 of the State's more than
250 agencies; in dollar volume, these 31 agencies process more than
81 percent of the General Fund transactions; 91 percent of the Expendable
Trust Fund transactions; 73 percent of the Special Revenue Fund and
72 percent of the Internal Service Fund transactions; and 36 percent of

the Capital Project Fund transactions in the State.

We also reviewed the internal audit units of 18 state agencies
for compliance with professional standards. We conducted two kinds of
reviews of internal audit wunits: in-depth reviews and limited-scope
reviews. In the in-depth review, we examined compliance with each of the

Standards for the Professional Practice of Internal Auditing, as

published by the Institute of Internal Auditors, Inc. We selected two



internal audit units for this comprehensive review: the Department of
General Services' Performance Appraisal Review Section and the Department
of Finance's Financial and Performance Accountability Unit. We conducted
limited-scope reviews of 16 other internal audit units in the agencies
included 1in our audit of the State's General Purpose Financial
Statements. We Tlimited our review of these units to determining the
scope of internal audit work performed and the degree to which the

internal audit units were independent of the activities they audited.

A1l federal grants over $30 million were reviewed for
compliance with federal regulations. We also selected a random sample of
smaller grants. In all, we reviewed 49 of the 302 federal grants
administered by the State. In addition, one grant over $30 million was
audited by outside CPA's. In dollar volume, these grants represent

94 percent of the federal funds received in fiscal year 1982-83.

The function of internal controls 1is to provide reasonable
assurance that the State's assets are safeguarded against loss, that
transactions are executed in accordance with management's authorization,
and that transactions are recorded properly. The authority for
establishing the system of internal accounting controls rests with the
Department of Finance and state agencies, while the responsibility for
implementing and maintaining the system rests with the management of each

of the State's agencies.



The Department of Finance exercises its authority through the
State Administrative Manual, which prescribes procedures and rules that
all agencies must follow unless they are specifically exempted. In
addition, the Department of Finance audits the agencies' adherence to the
prescribed procedures. Each state agency exercises its authority through
its own procedures manual. Some degree of control is also exercised by
the State Controller, the State Board of Control, the Department of
General Services, and the State Personnel Board. The State's internal
controls thus consist of a multitude of individual systems that operate
within the framework of the State Administrative Manual, the State Board

of Control Rules, and the procedures manuals of individual agencies.

In the following sections of this report, we discuss the
weaknesses in financial operations (which include revenue, expenditure,
and reporting activities), weaknesses in controls over electronic data
processing activities, and weaknesses in internal audit activities. We
also discuss weaknesses in compliance with federal regulations governing
the administration of federal grants. In addition, we present our report
on the study and evaluation of the State's system of internal controls,
show the distribution of weaknesses in internal controls by state agency,
show the distribution of noncompliance with federal regulations by
program, and provide a detailed description of the weaknesses we found in

each agency.



During fiscal year 1982-83, we also issued 44 other audit
reports, many of which discussed improvements needed in internal
controls. (The titles of these reports are listed in Appendix A.) These

reports are available to the public upon request.



AUDIT RESULTS

I

WEAKNESSES IN FINANCIAL OPERATIONS

We noted weaknesses in the financial operations of 26 of the 31
state agencies that we reviewed. Financial operations include all
revenue, expenditures, and reporting activities. Twelve agencies did not
adequately control revenue activities. Some of these agencies had not
developed adequate procedures to ensure the monies owed the State were
collected promptly; other agencies did not have adequate procedures to
ensure that cash receipts were deposited promptly. As a result, the
State not only lost the use of its assets, it also Tost interest revenue.
Sixteen agencies did not adequately control expenditure activities. As a
result, the State inappropriately paid employees and has authorized
duplicate payments. Finally, 23 agencies did not comply with the
reporting requirements established by the Department of Finance.
Consequently, state agencies did not record transactions consistently and
financial information was sometimes incorrect. In the following
sections, we discuss these weaknesses in more detail and provide examples
of inadequate control over financial operations. Tables showing the
distribution of weaknesses in financial operations by state agency appear

on pages 51 through 55.



Weaknesses in Revenue Activities

Twelve of the state agencies that we reviewed did not
adequately control revenue activities. Revenue activities include the
receipt of tax collections and federal grants, billings for delinquent
taxes and for goods and services rendered, and subsequent follow-up and
collection of those billings. Several agencies did not maintain adequate
procedures for collecting and vrecording accounts receivable or for
classifying and depositing cash that was collected. As a vresult, many
receivables were either collected long after they were due or not
collected at all, the agencies' financial reports at June 30, 1983, were
improperly stated, money owed the State was not available for the State's
use, and the State Tost approximately $170,000 in 1interest income that
would have been earned had the money been collected and deposited
promptly. Moreover, some agencies did not adequately separate the duties
of collecting revenues from those of accounting for revenues. Without
adequate separation of duties, state employees would be able to use cash

receipts for unauthorized purposes.

Billing and
Collecting Receivables

Five agencies had inadequate procedures for billing or
collecting money owed to the State. Sections 8776.3 and 8776.5 of the
State Administrative Manual require that agencies bill as soon as
possible after recognizing a claim due the State and develop procedures

for collecting accounts receivable. Furthermore, Section 8755 requires



state agencies to bill promptly for services provided to maximize the

State's interest earnings.

We noted that three agencies did not promptly request federal
reimbursement for services provided. For example, the Department of
Parks and Recreation did not prepare the reports necessary to request
federal reimbursement until 17 months after a project was completed. We
estimate that the State lost approximately $48,000 in interest earnings
because of the department's delay. Similarly, we estimate that the State
lost at Tleast $121,500 in interest because the Department of Social
Services did not execute federally reimbursable contracts in a timely
manner. Finally, the Department of Transportation had not billed the
federal government for $453,000 in reimbursable utility relocation costs
even though these costs had been eligible for reimbursement from two to

Six years.

We found that several agencies had inadequate procedures to
ensure the timely collection of accounts receivable. For example, the
Department of Transportation did not establish adequate collection
procedures for the sale of excess lands. As a result, $1.6 million in
receivables were more than 9 months overdue at June 3, 1983. At
June 30, 1983, the Department of Parks and Recreation's salary advances
outstanding over six months totaled approximately $18,000. These
advances constituted more than half of the department's total salary
advances at June 30, 1983. The Tong-outstanding advances result from a

lack of effort to collect amounts due from employees.



Identifying and
Depositing Collections

Seven of the state agencies that we reviewed had inadequate
procedures for identifying and/or depositing collections. As a result,
monies collected for the State were not immediately available for state

use, and the State lost interest income.

According to Section 7630 of the State Administrative Manual,
the uncleared collection account is used to record cash collections that
are being analyzed to determine whether they are to be refunded to payers
or remitted to a fund in the State Treasury. Failing to identify these
collections can result in the failure to refund amounts due to payers.
Moreover, until collections are properly identified, there may be an
understatement of funds available for appropriation because remittances

are not made to the correct fund in the State Treasury.

Two state agencies we reviewed had not identified a significant
portion of their collections at June 30, 1983. For instance, the
Department of Motor Vehicles' wuncleared collections account balance
totaled approximately $112 million as of June 30, 1983. In addition, the
department was unable to provide a detailed Tisting of the uncleared
collections that matched the account balance total. In another example,
the State Department of Education recorded amounts in the uncleared
collection account that we readily identified as grant monies and
reimbursements received for other funds. As a result, the June 30, 1983,
uncleared collection account balance of $1.4 million included over
$1 million belonging to other funds.

-8-



Six agencies had inadequate procedures for depositing
collections. Section 8030.1 of the State Administrative Manual requires
departments to deposit cash receipts exceeding $500 in cash or $5,000 in
checks on the day of receipt, if possible, and no later than the next
working day. Failure to deposit cash receipts promptly may result in the
State's Tlosing interest income. For example, because the State
Department of Education did not promptly deposit cash receipts, the State

lost at least $15,000 in interest.

Recognition of Revenues

Four agencies did not accurately report to the State Controller
revenues that had been earned as of June 30, 1983. Section 8290 of the
State Administrative Manual requires that amounts that are earned but not
received by the end of the fiscal year be accrued as revenue of the
current year if they are estimated to be collectible within one year.
The State Controller uses information reported by agencies to prepare the
State's annual financial statements. If the agencies submit erroneous or
jncomplete information and the errors are not detected, the State's

annual reports will be incorrect.

The Department of Transportation was one of the agencies
exhibiting this weakness. The department recorded $4.2 million in
revenue for sales of excess land even though the sales had not entered or
completed escrow. Until the sales complete escrow proceedings, there is

no debtor liability. Under generally accepted accounting principles,



income 1is not accrued unless the debtor's lijability has been clearly
established. On the other hand, the department failed to accrue revenue
it had earned and expected to receive within one year from rental
properties. Section 10591 of the State Administrative Manual states that
revenue should be accrued when it has been earned as of June 30 and is

determined to be collectible within one year.

Inadequate Separation of
Duties Involving Revenues

Two agen;ies we reviewed did not adequately separate
incompatible duties involving revenues. Section 8080 of the State
Administrative Manual T1ists duties that should be segregated. For
example, employees who receive and deposit cash should not also post
subsidiary ledgers used to record transactions affecting cash. However,
at the Department of Mental Health we noted that an employee who received
and deposited cash also maintained the cash disbursements register.
Likewise, employees at the Department of Forestry who received and
deposited cash also maintained the cash receipts register. Unless these
incompatible duties are adequately separated, employees can use cash

receipts for unauthorized purposes and conceal the irregularities.

Weaknesses in Expenditure Activities

Sixteen of the state agencies that we reviewed maintained
inadequate control over expenditure activities. Expenditure activities

include payroll, purchase of and payment for goods and contracted
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services, and payment of benefits or grants to individuals or other
governmental entities. While agencies generally initiate and authorize
requests for payment, the State Controller prepares and issues the
warrants for payment. However, when it is more efficient and beneficial
for the State to expedite payments, agencies are authorized to prepare

and issue payments from their own revolving fund.

We found that several agencies did not adequately control
payroll expenditures and other disbursements. In addition, several
agencies did not adequately control the use of the revolving fund, and
agencies did not accurately accrue expenditures at end of the year.
Finally, several agencies failed to separate incompatible duties
pertaining to payroll, personnel, and other operating transactions.
These weaknesses affect budgetary controls and expose the State to loss

of funds from improper or fictitious disbursements.

Inadequate Control over
Payroll Expenditures

We found that several agencies did not adequately control
payroll expenditures. Specifically, the agencies did not maintain
adequate documentation supporting payroll expenditures or adequately
review final payments to separating employees. As a result, employees
were not paid appropriately and employees were allowed to leave state
service before returning state property and repaying outstanding

advances.

-11-



Five of the agencies we reviewed had inadequate procedures to
ensure that lump-sum leave payments made to separating employees had been
computed correctly. As a result, we found errors in the final payments
made to 29 employees. These errors included approximately $2,000 in
overpayments and $9,000 in underpayments. At the State Department of
Education, for example, an employee leaving the department was not paid
approximately $1,850 of accumulated vacation pay due to a reporting
error. The department's system of review over these transactions failed

to detect the error.

In addition, four agencies did not maintain adequate leave and
attendance records. The Department of Health Services' personnel unit,
for example, processed regular payroll before receiving attendance
reports from the attendance clerks for the program wunits. During our
examination, we found attendance reports that had been submitted as late
as six months after the payrolls had been processed; in some cases, the
personnel wunit had never received the reports. As a result, the
department may be paying employees for time they did not work.
Section 10.231 of the State Payroll Procedures Manual requires that

personnel units certify payroll reports based on actual time worked.

Finally, we found that the Board of Equalization and the
Department of Social Services allowed employees to leave state employment
without having a completed and authorized checkout document on file. The
checkout document shows that an employee has returned all state property

and repaid outstanding travel and salary advances. Section 8580.4 of the

-12-



State Administrative Manual states that salary warrants should not be
distributed to terminating employees until outstanding advances have been
paid. Because these agencies do not adhere to the established checkout
procedures, they have no assurance that the employees vreturned all
property and money due the State. Further, after an employee has left

state service, it is more difficult to retrieve the State's assets.

Inadequate Control
over Disbursements

We found that four agencies did not have adequate controls over
disbursements. Failure to adequately control disbursements can result in
erroneous, unauthorized, or duplicate payments. For example, at the
Department of Forestry, regional offices submitted to department
headquarters subpurchase orders and bank draft vouchers instead of vendor
invoices. The department then forwarded these documents to the State
Controller for payment. Duplicate payments occurred when the vendor

invoice was also presented for payment.

In addition, the Franchise Tax Board did not have formal
procedures to verify the accuracy of computer-generated claim schedules
prior to authorizing payment. Due to this lack of review, the board

jssued duplicate refunds totaling $4 million in November 1982.
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Inadequate Control
over Revolving Fund

Five agencies did not adequately control the use of their
revolving fund. We found weaknesses in the preparation, recording, and
reconciling of revolving fund transactions. For example, the Department
of Parks and Recreation did not maintain a revolving fund receivables
ledger. Consequently, we were unable to obtain adequate documentation to
support revolving fund balances. Section 8190 of the State
Administrative Manual requires that state agencies use a cash book and a

receivables Tledger to account for all revolving fund transactions.

In another instance, the Department of Forestry had not
prepared a monthly reconciliation of its revolving fund since
November 1982. Section 7922 of the State Administrative Manual requires
monthly reconciliation of revolving fund advances. Failure to promptly
reconcile the revolving fund may prevent prompt detection of errors or

irregularities.

Inadequate Recognition
of Expenditures

We found six agencies that did not accurately report
expenditures at June 30, 1983. Because the State Controller uses the
information submitted by agencies to prepare the State's annual financial
statements, failure to submit complete and accurate information could

result in the State's financial statements being misstated.
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For example, the Department of Water Resources improperly
recorded the encumbrances outstanding at the end of the year as
liabilities and expenditures. Consequently, Tiabilities and expenditures
were overstated by approximately $33 million each. In another instance,
the Department of Transportation did not accurately identify which of its
unliquidated encumbrances constituted obligations at the end of the year.
As a result, the department understated its obligations by $12.6 million.
While these errors did not affect the agencies' legal basis statements,
we had to adjust the statements in order to report expenditures in

conformance with generally accepted accounting principles.

We also found that the State Department of Education misstated
expenditure accruals. As the net result of this error, the Federal Trust
Fund was overstated by $7.3 million and the General Fund was understated
by $2.2 million. Furthermore, we found that the department failed to
disclose in its financial statements several significant contingent

liabilities and liabilities payable from future appropriations.

Inadequate Separation of
Duties Involving Disbursements

At seven of the state agencies, we noted inadequate separation
of duties involving authorizing, processing, and distributing payroll
warrants and revolving fund checks. Four of these seven agencies had not
adequately separated duties pertaining to payroll and personnel
functions. For instance, at the Department of General Services,

employees who process attendance and other payroll documents also handle

-15-



undistributed salary warrants. Section 8580.1 of the State
Administrative Manual specifies that persons who receive salary warrants,
distribute salary warrants to employees, or handle warrants for any other
purpose should not be authorized to process or sign personnel documents.
Unless these duties are separated, an employee could authorize a

fictitious payment for personal use.

We also noted that some agencies did not adequately separate
other incompatible duties relating to expenditures. At Humboldt State
University, for example, one employee was responsible for authorizing
payment and preparing and countersigning the checks for the refund of
fees and scholarship monies. The same employee also maintained the
depositors ledger, which represents the cash receipts and disbursements
register for scholarship monies. Section 8080 of the State
Administrative Manual states that employees who prepare checks and
maintain cash vreceipts and disbursements registers should not also
authorize disbursements or sign checks. Failure to adequately separate
disbursement duties could result in payments to fictitious employees or

unauthorized payments for goods and services that were not received.

Weaknesses in Reporting Activities

We found weaknesses in the reporting activities of 23 of the
agencies that we audited. Reporting activities include recording
transactions in the accounting records and preparing various

reconciliations and year-end financial statements. We found that several
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agencies did not record transactions in compliance with the requirements
established by the Department of Finance. Of particular concern is the
agencies' inadequate accountability for fixed assets. In addition,
several agencies did not have adequate reconciliation procedures and did
not adequately or promptly prepare financial reports. Fina]ly,‘we found
weaknesses that complicate the conversion from the State's legal basis of
accounting to the accounting methods specified by generally accepted

accounting principles.

Improper Accounting Practices

Nine of the agencies we reviewed did not record transactions in
the manner specified by the Department of Finance in the State
Administrative Manual. As a vresult of these deficiencies, account
balances were misstated and transactions were not recorded consistently
from agency to agency. The Franchise Tax Board, for example, did not
record transactions in the Due to Other Funds account in accordance with
Section 10440 of the State Administrative Manual. Although the board
properly recorded the liability in the Due to Other Funds account when
monies were collected for another fund, the board did not reduce the
liability when the monies were subsequently transferred to the other
fund. As a result, the balance of the Due to Other Funds account was

misstated during the year.
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The Department of Consumer Affairs provides another example.
Instead of depreciating the fixed assets of a working capital fund, as
instructed by Section 8651.5 of the State Administrative Manual, the
department charged to expenditures the entire cost of the asset at the
time of purchase. As a result, expenditures were overstated in the year
the asset was purchased and understated thereafter for the useful life of

the asset.

Inadequate Accountability
for Fixed Assets

State agencies do not maintain sufficient records to determine
or to estimate the original cost of acquiring general fixed assets.
Furthermore, state agencies do not consistently inventory fixed assets

and do not record all fixed assets in the property records.

Because the agencies have not maintained adequate property records,
the State is exposed to an increased risk of loss of assets. Further,
the State Controller was unable to present the General Fixed Assets
Account Group in the General Purpose Financial Statements. As a result,
we had to qualify our opinion on the fairness of the presentation of the

General Purpose Financial Statements.

A major problem is that the State Administrative Manual does
not require agencies to retain records that support the historical cost
or value of acquired or donated property. Invoices supporting the cost

of property are currently idincluded in claim schedules maintained by
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agencies and the State Controller. These claim schedules are normally
shipped to the State Archives within two years. The warehouse operated
by the State Archives normally keeps the records for five years from the
date of origination. However, most of the State's fixed assets are more
than five years old. Consequently, because the records have been
destroyed, a Targe portion of the fixed asset values cannot be

substantiated.

Inadequate Reconciliations

Twelve of the agencies we reviewed did not prepare adequate
reconciliations of accounts. Reconciliations are an important element of
internal control because they provide a high Tlevel of confidence that
transactions have been adequately processed and that the financial
records are complete. Failure to reconcile agency accounts can result in
the misstatement of account balances and may prevent the prompt detection

of unauthorized transactions or errors.

Five of the agencies did not prepare adequate bank
reconciliations. For example, the Department of Health Services failed
to include in its bank reconciliation several deposits in transit
totaling $76,000. As a vresult, the department's June 30, 1983, cash
balance was understated by that amount. Similarly, the State Department
of Education was unable to reconcile the cash balance in its accounting
records to the cash balance in its bank statement. At June 30, 1983, the
department's cash balance in the accounting records was approximately

$50,000 higher than the balance in the bank statement.
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Nine agencies did not adequately prepare other key
reconciliations. For example, because of inadequate reconciliation
procedures, the Board of Equalization failed to detect errors in the
distribution of retail sales tax revenues to cities and counties. As a
result, the board underpaid cities and counties by $1.1 million and the
error went undetected for a year. In another case, neither the Board of
Governors of the California Community Colleges nor the Department of
Water Resources reconciled property records to their accounting records.
As a result, amounts reported in the agencies' financial statements were

not adequately supported.

Inaccurate and Untimely
Preparation of Financial Reports

As part of our examination, we reviewed the mathematical
accuracy and reconciliation of the agencies' financial reports. We found
that 14 agencies had incorrectly prepared or failed to prepare all
required financial reports. In addition, several agencies did not submit

their financial statements by the required due date.

The Department of Mental Health, for example, did not prepare
three of the vreports required by the State Administrative Manual,
including the "Reconciliation of Agency Accounts with Transactions per
the State Controller." This report is a critical internal control in the
State's accounting system because it assures that transactions were
recorded correctly by both the agency and the State Controller. In

another instance, the State Department of Education did not identify a
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$955,000 reconciling item on its "Statement of Changes 1in Fund Balance
Clearing." As a result, the department had no assurance that revenue and
expenditure accounts reported in the department's financial statements

were correct.

Additionally, nine of the agencies we reviewed did not submit
required financial reports on time. Section 7950 of the State
Administrative Manual vrequires that financial reports for Governmental
Cost Funds be submitted by July 20 and that financial reports for
Nongovernmental Cost Funds be submitted by August 20. The Department of
Forestry, however, did not submit its financial reports to the State
Controller wuntil December 9, 1983, approximately four months after the
due dates specified in the State Administrative Manual. Failure to
submit final financial statements promptly delays the State Controller's

compiling of complete financial statements.

We observed that a major reason for the untimely reporting was
that several agencies converted from a manual bookkeeping system to the
complex computerized California State Accounting and Reporting System
(CALSTARS). Ten of the agencies we audited use the CALSTARS; nine of

these agencies issued untimely financial statements.

Inadequate Procedures for
Conversion to GAAP Basis

The State Controller prepares the Annual Report in conformity

with the State's 1legal basis of accounting and prepares the General

-21-



Purpose Financial Statements in conformity with generally accepted
accounting principles (GAAP) for governmental agencies. However, the
Department of Finance has not provided sufficient instructions in the
State Administrative Manual to make the conversion from the legal basis
to the GAAP basis efficient and reliable. As a result, the financial
information that agencies provide to the State Controller is frequently
inadequate. In the following paragraphs, we discuss the main differences
between the Tlegal basis of accounting and the GAAP basis that have not

been adequately communicated to the agencies.

Under the legal basis of accounting, monies earned by the State
for some services provided to external entities are recorded as
reimbursements. The State Controller subsequently combines
reimbursements with expenditures and then reports only net expenditures
in the Annual Report. In contrast, the GAAP basis of accounting for
governmental entities requires that receipts from sources external to the
state government be accounted for as revenues and that they not be used
to reduce expenditures. The resulting statement more fully shows the

activities of the governmental entity.

Another difference between the legal basis of accounting and
the GAAP basis 1lies in the recording of disbursements. As a general
rule, under the legal basis, disbursements from a fund are recorded as
expenditures of that fund, even though the disbursements may represent
transfers, advances, or loans. Under the GAAP basis, transfers are shown

in a separate category on the operating statement to avoid accounting for
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expenditures twice. Also, since advances and 1loans do not represent
expenditures at the time the disbursements are made, they appear only on
the balance sheet. They become expenditures only when goods and services
are received or when a loan is forgiven. Accordingly, loan repayments do

not represent revenues.

While inadequate communication to state agencies regarding
these differences 1in accounting has hampered the conversion from the
legal basis to the GAAP basis, inconsistency in state law adds a further
complication. State 1law does not treat all expenditures consistently.
Although most of the State's expenditures are converted to an accrual
basis at year end in accordance with GAAP, the law requires that the
Health Care Deposit Fund remain on a cash basis. If this provision were
changed, the State's accounting system would become more consistent, and
a significant adjustment needed to convert financial statements to the

GAAP basis of accounting would be eliminated.

Insufficient Information
for GAAP Purposes

The financial information required under GAAP is more extensive
than the information provided by the legal basis of accounting. As a
result, the State needs to develop additional information for proprietary
funds and nonexpendable trust funds, lease commitments, unused vacation
and sick leave balances, and the market value of the State's investments

in securities.
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Generally accepted accounting principles require that
governmental entities account for the operations of proprietary funds and
nonexpendable trust funds in essentially the same manner as private
business enterprises. Therefore, the State's financial statements should
not only include a balance sheet and an operating statement but also a
statement of changes in financial position for those funds. In addition,
GAAP require that financial information on segments of an enterprise be
included in the notes to the financial statements. The State

Administrative Manual does not address these requirements.

Generally accepted accounting principles also require extensive
information on Tlease commitments. These disclosures relate not only to
lease-purchases but also to operating leases. Currently, the Department
of General Services classifies most leases as operating leases because of
the standard provision 1in governmental 1lease contracts that allows
governmental units to terminate leases for lack of funding. However,
some leases should be reclassified as capital Tleases, that is
lease-purchases, for presentation in the General Purpose Financial

Statements.

Furthermore, the recently issued Statement No. 4, "Accounting
and Financial Reporting Principles for Claims and Judgments and
Compensated Absences," of the National Council on Governmental Accounting
requires certain disclosures for compensated absences (e.g., paid
vacation and sick leave). For instance, Tliabilities for compensated

absences must be accumulated at the end of each accounting period and be
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adjusted to current salary costs. Although the requirement does not have
to be implemented until fiscal year 1983-84, the Department of Finance

should address this problem early.

Finally, we found that the State Treasurer does not report the
market value of the State's investments in securities at the end of the
fiscal year. Such reporting is required under generally accepted

accounting principles.
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WEAKNESSES IN ELECTRONIC DATA
PROCESSING ACTIVITIES

Seven of the state agencies we reviewed had various types of
jnadequate internal controls over electronic data processing (EDP)
activities. EDP activities include recording and processing of daily
business transactions as well as designing and maintaining the system.
We found weaknesses in the following areas: separation of incompatible
duties, systems documentation, access control, provision for backup, and
input control. A table showing the weaknesses in electronic data

processing activities by state agency appears on page 57 of this report.

Two state agencies we reviewed did not separate incompatible
duties. At the Board of Governors of the California Community Colleges,
one employee acted as a programmer, systems analyst, and computer
operator. Failure to separate these duties could result in unauthorized
modifications to programs or files. The board had not developed other

control procedures to mitigate this weakness.

Two of the state agencies had inadequate systems documentation.
For example, the Board of Governors of the California Community Colleges
did not maintain adequate documentation of the programs used to calculate
the apportionment of state funds to the community colleges. In addition,
the board did not maintain documentation to show that program changes

were authorized. Program documentation provides an effective control
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over corrections and revisions to programs and helps ensure that only

authorized changes are made.

Four state agencies had inadequate controls over access.
Fajlure to 1imit access to documentation, files, programs, and hardware
increases the potential for wunauthorized modifications to files and
programs, as well as misuse of the computer hardware. For example, the
on-line stock inventory system at the Office of State Printing did not
require persons to use a password to gain access to the inventory data
file. In addition, employees 1logged-on in the morning but did not
log-off after completing their transactions. As a result of these
weaknesses, persons not authorized to have access to the stock inventory

system would be able to change the value of inventory.

We also found that the State Board of Equalization does not
have adequate EDP backup procedures. For example, the board has not
arranged to use the EDP equipment of other data centers to ensure
continued processing of sales tax returns if its own data processing
equipment cannot function. As a result, the board would be unable to
post taxpayers' accounts in a timely manner, and there could be delays in

distributing retail sales tax revenues to local governments.

Finally, we found that the State Department of Education was
circumventing input controls. For example, department employees
routinely overrode controls provided by the CALSTARS. These overrides

were performed without written authorization or subsequent review. The
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department's actions minimized the effectiveness of the controls provided
by the CALSTARS. Bypassing input controls can cause data to be lost,
suppressed, added, duplicated, or otherwise improperly changed and can

result in incorrect financial reports.
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WEAKNESSES IN INTERNAL
AUDIT ACTIVITIES

Fifteen of the 18 internal audit units we reviewed were not in
compliance with the professional standards for internal auditing
established by the Institute of Internal Auditors, Inc. Sections 1236
and 10529 of the Government Code require that state agencies with
internal audit units comply with these standards. The standards embody
the goals of internal auditing that pertain to independence, professional
proficiency, scope of work to be performed, conduct in the performance of

audit work, and management of internal auditing departments.

Internal audit units are a basic component of internal control.
Internal audit units review and evaluate an agency's internal controls
and appraise the efficiency of the agency's operations. Internal audit
units provide management with recommendations to remedy internal control
weaknesses and increase the overall efficiency of operations. In
addition, the internal audit unit may perform work for external auditors,

thus reducing the State's costs for audits.

Unless the internal audit wunits comply with professional
standards, management has no assurance that the work of the internal
auditors can be relied upon. In addition, external auditors are
precluded from using the work of internal auditors when the internal

auditors do not comply with professional standards.

-31-



In the following sections, we present examples of the

deficiencies we noted.

Variances from the
Independence Standard

Five of the 18 agencies we reviewed were not organizationally
independent of all the activities they audit. Lack of organizational
independence may have an adverse influence on the auditor's objectivity.
For example, the internal audit unit of the Department of Rehabilitation
reports to the deputy director of Administrative Services. The deputy
director is also vresponsible for the accounting function. Since the
accounting function is a major area that the internal auditors review,

the deputy director may face a conflict of interest.

Variances from the Professional
Proficiency Standards

The internal audit wunit in the Department of Finance can
improve its compliance with the professional proficiency standard.
Specifically, the internal audit unit did not adequately document the
supervision of staff. We found evidence that supervisors did not review
audit workpapers until after the field work was completed. We also found
that supervisory review notes to the audit staff were not always cleared
or followed-up before the audit report was issued. As a result of these

weaknesses, errors may go undetected, leading to erroneous audit reports.
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Variances from the
Scope of Work Standard

Thirteen of the 18 internal audit units had variances from the
scope of work standard. The scope of work standard requires that
internal auditors examine and evaluate the agency's internal controls and
the agency's performance in carrying out assigned responsibilities.
Eight of these 13 audit wunits were not adequately evaluating their
agencies' internal controls. These wunits had Timited their work to
reviewing fraud cases, selected segments of the department's operations,
selected programs, or selected contractors. These Timited reviews were
not sufficient for drawing conclusions about the adequacy of the
agencies' internal controls. However, during fiscal years 1981-82 and
1982-83, the Department of Finance did review, evaluate, and report on

the internal controls at 7 of these 8 agencies.

In the five internal audit units that were reviewing internal
controls, we found that the scope of the work performed was inadequate.
For example, auditors at the Franchise Tax Board and the Board of
Equalization usually Timited their work to filling out questionnaires and
writing narrative descriptions of internal controls; however, they did
not always test and evaluate compliance with the internal controls.
Furthermore, the scope of work performed by internal auditors of the
Department of Motor Vehicles did not include tests of the revenue
transaction cycle. The revenue transaction cycle 1is a significant
function at the Department of Motor Vehicles; during fiscal year 1982-83,

the department collected approximately $1.9 billion in revenue.
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Variances from the
Performance of Work Standard

The internal audit units in the Department of Finance and the
Department of General Services do not always adequately document the
planning of their audits. We determined that the unit in the Department
of General Services did not always use audit programs to detail the audit
procedures to be used and did not prepare audit plans to document the
organization and staffing arrangements. Additionally, from a review of
workpapers of the Department of Finance's internal audit unit, we
determined that the audit staff did not always document their analysis of
the relative importance of the items to be tested. Without adequate
planning, audit staff may spend excessive time reviewing areas that do

not have a significant effect on the agency's operations.

We also concluded that the internal audit units of the two
departments do not always collect, analyze, interpret, or document
sufficient information to support audit results. We found that auditors
in the Department of Finance did not always identify the complete group
of transactions from which they selected a sample of items for testing.
Moreover, they did not always document the method used to select the
sample or the attributes to be tested. We also noted that the workpapers
of auditors 1in the Department of Finance and the Department of General
Services did not always indicate sources of information, purposes for
which  information was obtained, descriptions of methods by which

information was obtained, or the auditors' conclusions based on the work
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performed. These deficiencies make it difficult to review workpapers and
to determine whether there is sufficient evidence to support audit

results.

Variances from the
Management of the Internal
Auditing Department Standard

The internal audit units in the Department of Finance and the
Department of General Services are not fully in compliance with the
management  standard. The management standard states that proper
management of the internal audit unit should include establishment of a
plan to carry out the responsibilities of the 1nterna] auditing
department, policies and procedures to guide the audit staff, a program
for selecting and developing the human resources of the internal auditing
department, procedures to coordinate internal and external audit efforts,
and a quality assurance program to evaluate the operations of the

internal audit unit.

At the Department of Finance, we found inadequate documentation
of supervisorial review. We noted that supervisors did not promptly
review workpapers. Additionally, auditors in the Department of Finance
do not always document coordinating their work with other auditors.
Considering the audit work performed by other auditors is a good planning
tool and can prevent duplication of work. Specific weaknesses we found
at the Department of General Services include the following: Tlack of

documentation of supervisorial or managerial reviews of audit progress,
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workpapers, or audit reports; lack of periodic appraisals of employee
performance; and lack of a standardized internal self-assessment program.
Without these elements, management of the internal audit unit cannot
ensure that the work performed is of the required quality or that all

issues in an audit have been resolved.

Additionally, we noted that the Department of General Services
did not adequately/maintain its continuing education program. We learned
that supervisors have not received supervisory training in the Tlast two
years (calendar years 1982 and 1983). The department's administrative
manual section 8800 vrequires that supervisors receive 40 hours of
supervisory training every two years. The department developed the
training program to ensure the quality of its staff. However, the
department cannot be assured that its staff is maintaining skills and
keeping up-to-date with new developments if it does not adequately

maintain its training programs.
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WEAKNESSES IN COMPLIANCE
WITH FEDERAL REGULATIONS

The federal government vrequires the State to comply with
specific criteria on each of the grants that the federal government gives
to the State. Typically, federal requirements address recipient
eligibility, reimbursable costs, program monitoring, and reporting. We
noted instances of noncompliance with federal regulations in 35 of the 49
programs we reviewed. The 49 programs are administered by 19 state

agencies.

State agencies did not prepare accurate, timely federal reports
for 29 of the programs we reviewed. In addition, the State did not fully
meet the federal monitoring or auditing requirements of 17 of the
programs we reviewed. Furthermore, the State did not maintain adequate
support for expenditures being claimed for federal reimbursement in 23 of
the programs we reviewed. Finally, we noted several instances in which
the State did not draw and disburse federal funds in a timely manner. In
our opinion, none of the conditions we noted was significant enough to
place the State in Jjeopardy of losing continued funding; however, the
federal government could require the State to return all funds that the
State spent while not in compliance with federal grant requirements. In
the following sections we discuss the four kinds of noncompliance we
noted and provide specific examples of each kind. In our detailed

description of weaknesses by state agency, we describe additional
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instances of noncompliance with federal regulations; those instances of
noncompliance were unique to particular programs. A table showing the
distribution of weaknesses in compliance with federal regulations by

program appears on pages 61 and 62 of this report.

Inaccurate and
Untimely Federal Reports

Most federal programs require the State to submit financial
reports periodically. We reviewed federal financial reports for
mathematical accuracy, reconciliation to the accounting records, and
timeliness of submission. We found that the State had incorrectly
prepared or failed to prepare required federal reports for 29 of the 49
programs we reviewed. In addition, in some instances the State did not

submit the reports by the required due date.

For example, the State Department of Education prepared the
Financial Status Report for the Vocational Education grants using
estimates that did not reconcile to the accounting records. Similarly,
the "Federal Cash Transaction Report" prepared by the Department of Aging
for supportive services and senior centers did not reconcile to the
accounting records. The department's cash book at June 30, 1983, showed
$89,640 less than the "Federal Cash Transactions Report" for the same

period.



Moreover, we found that some state agencies did not submit
required federal reports on time. The State Department of Education, for
example, which administers 13 of the programs we reviewed, was late in
submitting 46 of the 52 Financial Status Reports that were due during
fiscal year 1982-83. These reports were submitted up to 13 months after
the due date.

Inadequate Support
for Expenditures

To claim federal reimbursement for program costs, the State
must be able to prove that costs were incurred and appropriately charged
to the federal program. In 23 of the programs we reviewed, the State did

not maintain adequate support for program costs.

For example, the Department of Justice overcharged the Medicaid
Fraud Control Units grant by $16,236 because the department billed
indirect costs 1in excess of the amount approved in its Indirect Cost
Plan. In another instance, the Department of Social Services did not
maintain appropriate time distribution records to demonstrate that

employee time was charged equitably to the various federal programs.
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Inadequate Program
Monitoring and Auditing

For many of the programs we reviewed, federal regulations
required the State to monitor program activities and to perform or
enforce audit requirements. We found that the State did not adequately
perform 1its monitoring and auditing responsibilities in 17 of the

programs we reviewed.

For example, federal regulations require the Department of
Health Services to monitor the Medical Assistance program by selecting,
testing, and analyzing a sample of claims paid. However, the department
failed to include a number of service codes in claims from which it
selected the sample. Failure to include these codes jeopardizes the

conclusions related to federal expenditures.

Federal regulations for the Migrant Education program require
the State to monitor local educational agencies to ensure that these
agencies are in compliance with federal regulations. We found, however,
that personnel at the monitoring agency, the State Department of
Education, did not conduct on-site visits to review eligibility documents
or to verify that the local agencies used program funds appropriately.
We also noted that the department does not adequately monitor audit
exceptions to ensure that reported problems have been corrected. We
reviewed 74 federal audit exceptions vrelating to various programs
administered by the State Department of Education and found that the

department had not adequately resolved 38 of these exceptions. As a
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result, the department has no assurance that identified problems have
been corrected or that federal monies are spent in compliance with

federal regulations.

Untimely Draw and
Disbursement of Federal Funds

Federal regulations require the State to have adequate
procedures to minimize the time between the transfer of funds from the
U.S. Treasury and the disbursement of those funds by the State. There
are similar federal requirements for advances of federal funds made by

the State to grant recipients.

Six of the state agencies we reviewed did not draw or disburse
federal funds in a timely manner. We found that while some state
agencies requested federal funds 1in advance of actual need, other
agencies did not request federal funds as soon as they were entitled to
them. Delay in requesting federal funds resulted in a loss of interest
revenue for the State. Finally, one agency did not have adequate
procedures to ensure that advances to recipients were not disbursed in

advance of actual need.

We found that at times, the Department of Social Services
requested federal funds three months before it needed these funds. In
one transaction, approximately $3,514,248 was on hand three months before
disbursement. The Department of Health Services also followed this

practice. During the quarter ended June 30, 1983, the department's cash
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balance of federal funds for the Special Supplemental Food Program for
Women, Infants, and Children exceeded that authorized by the federal
government. During the quarter, the department had a combined average
daily cash balance of approximately $4 million. This balance was
sufficient to pay administrative and program expenditures for
10.8 working days. According to federal guidelines, the State should
hold only enough federal cash to meet the department's needs for 3

working days.
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CONCLUSION AND RECOMMENDATIONS

During our review of 31 state agencies, we noted widespread
weaknesses in internal controls. For the most part, these weaknesses
resulted because state agencies did not follow the procedures prescribed
in the State Administrative Manual. However, we also noted that in some
instances the State Administrative Manual did not provide adequate

guidance.

Recommendations

The Department of Finance should monitor state agencies to

ensure that agencies correct the weaknesses that we have identified.

The Department of Finance should revise the State
Administrative Manual to ensure that state agencies provide sufficient
financial information to facilitate the State Controller's preparation of
the State's financial statements according to generally accepted

accounting principles (GAAP).
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REPORT ON THE STUDY
AND EVALUATION OF
INTERNAL CONTROL
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Telephone: :0 Thomas W. Hayes
(916) 4450255 STATE OF CALIFORNIA Auditor General

Office of the Auditor General
660 J STREET, SUITE 300
SACRAMENTO, CALIFORNIA 95814

Members of the Joint Legislative Audit Committee
State of California

We have examined the General Purpose Financial Statements of the State of
California as of and for the year ended June 30, 1983, and have issued
our report thereon dated December 22, 1983. We did not examine the
financial statements of the Pension Trust Funds, which reflect total
assets constituting 73 percent of the Fiduciary Funds. We also did not
examine the financial statements of certain Enterprise Funds, which
reflect total assets and revenues constituting 53 percent and 68 percent,
respectively, of the Enterprise Funds. In addition, we did not examine
the University of California Funds.

As part of our examination, we studied and evaluated the State's system
of internal controls to the extent we considered necessary to evaluate
the system as required by generally accepted auditing standards and by
the standards for financial and compliance audits of the Comptroller
General of the United States. For the purpose of this report, we have
classified the significant internal controls of the State of California
into three categories: financial operations, electronic data processing
activities, and internal audit activities. Our study and evaluation
included these three control categories. In addition, we reviewed the
State's compliance with federal regulations.

Our examination did not include a study and evaluation of the system of
internal controls for the Pension Trust Funds, certain Enterprise Funds,
and the University of California Funds since these funds were examined by
other auditors who furnished their reports to us.

The purpose of our study and evaluation was to determine the nature,
timing, and extent of the auditing procedures necessary for expressing an
opinion on the State's General Purpose Financial Statements. Our study
and evaluation was more limited than would be necessary to express an
opinion on the system of internal controls taken as a whole or on any of
the categories of controls identified above.

The Department of Finance and the management of the agencies of the State
of California are responsible for establishing and maintaining a system
of internal accounting controls. In fulfilling this responsibility, they
are required to make estimates and Jjudgments to assess the expected
benefits and related costs of control procedures. In addition, the
Department of Finance issues reports on its reviews of internal controls
at state agencies.
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The objectives of a system of internal controls are to provide management
with reasonable assurance that assets are safeguarded against loss from
unauthorized use or disposition, that transactions are executed in
accordance with the authorization of the Department of Finance and other
agencies, and that transactions are recorded properly. Proper recording
of transactions permits the preparation of financial statements in
accordance with generally accepted accounting principles.

Because of inherent 1limitations in any system of internal controls,
errors or irregularities may nevertheless occur and not be detected.
Also, projecting any evaluation of the system to future periods is
subject to the risk that procedures may become inadequate because of
changes 1in conditions or that the degree of compliance with the
procedures may deteriorate.

Our study and evaluation, made for the Timited purposes described in the
fourth paragraph, would not necessarily disclose all material weaknesses
in the State's system of internal controls. Accordingly, we do not
express an opinion on the system of internal accounting controls of the
State of California taken as a whole or on any of the categories of
controls identified in the second paragraph. However, our study and
evaluation disclosed one condition that we believe could result in errors
or irregularities that may not be promptly detected. These errors or
irregularities involve amounts that could have a material effect on the
General Purpose Financial Statements of the State of California. This
condition is the weakness in accounting for general fixed assets.

Weakness in Accounting
for General Fixed Assets

The State does not maintain sufficient records to determine or to
estimate the historical cost of general fixed assets. Furthermore, the
State does not consistently inventory fixed assets and does not record
all fixed assets 1in the property records. This  weakness in
accountability results in an increased risk of loss of assets and an
inability of the State Controller to present the General Fixed Assets
Account Group in the General Purpose Financial Statements.

Recommendation

The Department of Finance should require all agencies to comply
with property accounting procedures that would allow the State
Controller to include the General Fixed Asset Account Group in
the General Purpose Financial Statements. Complying with
property accounting procedures would assist in safeguarding the
assets of the State.

The foregoing condition was considered in determining the nature, timing,
and extent of audit tests to be applied in our examination of the
financial statements. Our reporting of this condition does not modify
our December 22, 1983, report on the General Purpose Financial
Statements.
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While our study and evaluation did not disclose any other material
weaknesses, it did disclose certain conditions requiring the attention of
management. The remaining sections of this report will discuss these
conditions.

First, we present tables showing the distribution of weaknesses by state
agency and the distribution of noncompliance by federal program. In the
last section, we provide a detailed description of the weaknesses we
found 1in each state agency and our recommendations to correct those
weaknesses.

This report 1is intended for the use of the State of California, the
federal government, and other interested parties.

OFFICE OF THE AUDITOR GENERAL

AR

KARL W. DOLK, CPA
Assistant Auditor General

February 24, 1984
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DISTRIBUTION OF WEAKNESSES
IN FINANCIAL OPERATIONS
BY STATE AGENCY
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WEAKNESSES IN REVENUE ACTIVITIES

Inadequate Billing and Identifying
Separation Collecting and Depositing Recognition
Agency of Duties Receivables Collections of Revenues

Aging, Department of

California Community
Colleges, Board of
Governors

Consumer Affairs,
Department of X

Corrections,
Department of

Developmental Services,
Department of

Economic Opportunity,
0ffice of

Education, State
Department of X X

Employment Development
Department X

Equalization,
Board of

Forestry,
Department of X X

Franchise Tax Board X

General Services,
Department of

Health Services,
Department of

Housing and Community
Development,
Department of

Humboldt State
University

Industrial Relations,
Department of

Justice,
Department of X

Mental Health,
Department of X

Motor Vehicles,
Department of X

Parks and Recreation,
Department of X X

Social Services,
Department of X

State Controller,
0ffice of

State Treasurer,
0ffice of

State Water Resources
Control Board

Transportation,
Department of X X X

Water Resources,
Department of X X

-53-



Agency
Aging, Department of
California Community
Colleges, Board of
Governors

Consumer Affairs,
Department of

Corrections,
Department of

Developmental Services,
Department of

Economic Opportunity,
0ffice of

Education, State
Department of

Employment Development
Department

Equalization,
Board of

Forestry,
Department of

Franchise Tax Board

General Services,
. Department of

Health Services,
Department of

Housing and Community
Development,
Department of

Humboldt State
University

Industrial Relations,
Department of

Justice,
Department of

Mental Health,
Department of

Motor Vehicles,
Department of

Parks and Recreation,
Department of

Social Services,
Department of

State Controller,
0ffice of

State Treasurer,
0ffice of

State Water Resources
Control Board

Transportation,
Department of

Water Resources,
Department of

WEAKNESSES IN EXPENDITURE ACTIVITIES

Inadequate Inadequate
Inadequate Control Control Over Inadequate Inadequate
Separa;ion Over Revolving Control Over Recognition
of Duties Payroll Fund Disbursements of Expenditures
X
X
X X
X
X
X X X
X
X X X
X X X
X X
X
X
X X X
X X
X X X
X



WEAKNESSES IN REPORTING ACTIVITIES

Inadequate
Agency Reconciliations

Improper
Accounting
Practices

Untimely/
Inaccurate
Financial
Statements

Aging, Department of
California Community
Colleges, Board of
Governors X

Consumer Affairs,
Department of

Corrections,
Department of

Developmental Services,
Department of

Economic Opportunity,
0ffice of

Education, State
Department of X

Employment Development
Department X

Equalization,
Board of X

Forestry,
Department of X

Franchise Tax Board

General Services,
Department of

Health Services,
Department of X

Housing and Community
Development,
Department of

Humboldt State
University

Industrial Relations,
Department of

Justice,
Department of

Mental Health,
Department of

Motor Vehicles,
Department of

Parks and Recreation,
Department of X

Social Services,
Department of X

State Controller,
0ffice of X

State Treasurer,
Office of X

State Water Resources
Control Board

Transportation,
Department of X

Water Resources,
Department of X
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Agency
Aging, Department of

California Community
Colleges, Board of
Governors

Consumer Affairs,
Department of

Corrections,
Department of

Developmental Services,
Department of

Economic Opportunity,
0ffice of

Education, State
Department of

Employment Development
Department

Equalization,
Board of

Forestry,
Department of

Franchise Tax Board

General Services,
Department of

Health Services,
Department of

Housing and Community
Development,
Department of

Humboldt State
University

Industrial Relations,
Department of

Justice,
Department of

Mental Health,
Department of

Motor Vehicles,
Department of

Parks and Recreation,
Department of

Social Services,
Department of

State Controller,
0ffice of

State Treasurer,
Office of

State Water Resources
Control Board

Transportation,
Department of

Water Resources,
Department of

DISTRIBUTION OF WEAKNESSES
IN ELECTRONIC DATA PROCESSING
ACTIVITIES BY STATE AGENCY

Inadequate Inadequate Inadequate Inadequate Inadequate
Separation Access System Backup Input
of Duties Controls Documentation Provisions Controls
X X
X X
X
X
X X
X
X
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DISTRIBUTION OF VARIANCES
FROM INTERNAL AUDIT STANDARDS
BY STATE AGENCY

Professional Scope Performance Management
Independence Proficiency of Work of Work of Department
Standard Standard Standard Standard Standard
Full Scope Reviews
Finance, Department of X X X X
General Services,
Department of X X X X
Limited Scope Reviews
Consumer Affairs,
Department of X
+ Developmental Services,
Department of X X
+*Education, State
Department of X X
Employment Development
Department
*Equalization, Board of X
*Franchise Tax Board - X
+*Health Services,
Department of X
+*Industrial Relations,
Department of X
+*Mental Health,
Department of X
Motor Vehicles,
Department of X
+*Parks and Recreétion,
Department of X
Rehabilitation,
Department of X
+*Social Services,
Department of X
+*State Controller,
0ffice of X

Transportation,
Department of

Water Resources,
Department of

+The internal audit unit does not adequately review the agency's internal controls.

*The Department of Finance performed the review of internal control.
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DISTRIBUTION OF WEAKNESSES
IN COMPLIANCE WITH FEDERAL
REGULATIONS BY PROGRAM

Federal Administering Inaccurate/ Inadequate Inadequate Untimely Draw/
Catalog State Untimely Support for Monitoring/  Disbursement of
Number Grantor Agency/Program Title Agency Reports Expenditures Auditing Federal Funds Other
U.S. Department of Agriculture
10550 Food Distribution State Department X X X
of Education
10551 Food Stamps Department of
Social Services X X X
and Employment
Development
Department
10553 National School Breakfast State Department
Program of Education X X X
10555 National School Lunch State Department
Program of Education X X X
10557 Special Supplemental Food Department of
Program for Women, Infants Health Services
and Children X X X
10558 Child Care Food Program State Department
of Education X X X
U.S. Department of Health and Human Services
13633 Special Programs for Aging - Department of
Title III-Parts A & B Aging X X
13637 Special Programs for Aging - Department of
Title IV-A - Training Aging X
13646 Work Incentive Program Employment
Development
Department
and Department
of Social
Services X X X
13667  Social Services Block Department of
Grant Social Services X X
13679 Child Support Enforcement Department of
Social Services X X
13714 Medical Assistance Program Department of
Health Services X X
and Deparment of
Social Services X
13775 State Medicaid Fraud Department of
Control Units Justice X X
13802 Social Security-Disability Department of
Insurance Social Services X X
13808 Assistance Payments - Department of
Maintenance Assistance Social Services
(AFDC) X X
13814 Refugee Assistance - Department of
State Administered Social Services
Programs X X X
13818 Low-Income Home Energy 0ffice of
Assistance Block Grant Economic
Opportunity X X X
13856 Microbiology and Infectious Department of
Diseases Research Health Services X
13991 Preventive Health and Emergency Medical
Health Services Services Authority X X
Block Grant and Department of
Health Services
U.S. Department of Interior
15916 Land and Water Conservation Department of

Fund/State Assistance
Program :

Parks and
Recreation X X
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Federal Administering

Catalog State

Number Grantor Agency/Program Title Agency
U.S. Department of Transportation

20205 Highway Research, Planning, Department of
and Construction Transportation
U.S. Environmental Protection Agency

66001 Air Pollution Control Air Resources
Program Grants Board

66419 Water Pollution Control Water Resources
Board, State and Interstate Control Board
Program Grants

66426 Water Pollution Control - Water Resources
State and Areawide Water Control Board
Quality Management Planning

66438 Construction Management Water Resources
Assistance Grants Control Board
U.S. Department of Education

84003 Bilingual Education State Department

of Education

84010 Educationally Deprived State Department
Children - Local Educational of Education
Agencies

84011 Migrant Education - Basic State Departmeﬁt
State Formula Grant of Education

84027 Handicapped Preschool State Department
and School Programs of Education

84048 Vocational Education - State Department
Basic Grants to States of Education

84050 Vocational Education - State Department
Program Improvement and of Education
Supportive Service

84074 Career Education Incentive State Department
Program of Education

84080 Gifted and Talented State Department
Children's Education of Education
Program

84126 Rehabilitation Services - Department of
Basic Support Rehabilitation

84151 Improving School State Department

Programs - State Block
Grants

of Education
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DETAILED DESCRIPTION OF WEAKNESSES
BY STATE AGENCY
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INDEX OF STATE AGENCIES

Agency

Department of Aging

Air Resources Board

Board of Governors of the California Community Colleges
Department of Consumer Affairs
Office of Economic Opportunity
Department of Education

Emergency Medical Services Authority
EmpTloyment Development Department
State Board of Equalization
Department of Forestry

Franchise Tax Board

Department of General Services
Department of Health Services
Humboldt State University
Department of Industrial Relations
Department of Justice

Department of Mental Health
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DEPARTMENT OF AGING

The Department of Aging administers 2 of the 49 federal grants we
reviewed. They are the U.S. Department of Health and Human Services
grants, Federal Catalog Numbers 13.633 and 13.637.

Item 1.

Finding:

Criteria:

Recommendation:

Item 2.

Finding:

Criteria:

Failure To Perform Financial Audits of Area

Agencies on Aging

The department's audit unit has not performed a
financial and compliance audit of the federal block
grants for training and for supportive services and
senior centers. The department provided these monies
to area agencies on aging for the 1982-83 fiscal
year. The audit unit had performed financial audits
of the area agencies on aging every two years, but
because of budget reductions, the department
eliminated the funding of the audit unit in September
1983. The federal government may decide to reduce or
eliminate the grant funds unless the audits are
performed.

U.S. Office of Management and Budget Circular A-102,
Attachment P, Paragraph 8, requires that area
agencies on aging must have a financial and
compliance audit conducted at least every other year.

The department should require the audit unit to
conduct financial and compliance audits of the area
agencies on aging to comply with federal audit
requirements.

Federal Financial Statements Are Not in Compliance

with Federal Requirements

The cash book that the department used to prepare the
"Federal Cash Transaction Report" (SF 272) shows
$89,640 1less than the June 30, 1983, report sent to
the federal government for supportive services and
senior centers. Because of this deficiency, the
department's federal financial reports may not be
accurate or reliable.

U.S. O0ffice of Management and Budget Circular A-102,

Attachment P, stipulates that federal financial
reports contain accurate and reliable financial data.
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Recommendation:

Item 3.

Finding:

Criteria:

Recommendation:

The department should reconcile 1its accounting
records with all required federal financial reports
to assure the accuracy of those reports.

Financial Statements Submitted to the State

Controller Were Late

The department submitted its financial statements for
Governmental Cost Funds to the State Controller's
office in final form on November 17, 1983, almost
four months after they were due. Failure to submit
final financial statements when due delays the State
Controller's compilation of the financial statements
for the Governmental Cost Funds of the State of
California. Management indicated that turnover of
key accounting positions during the period caused the
delay in preparing and submitting the financial
statements to the State Controller.

State Administrative Manual Section 7990 requires
that financial statements for Governmental Cost Funds
be submitted to the State Controller by July 20 each
year.

The department should prepare and submit its

financial statements to the State Controller by the
date they are due.
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The Air Resources

AIR RESOURCES BOARD

Board administers one of the 49 federal grants we

reviewed. It is the U.S. Environmental Protection Agency grant, Federal
Catalog Number 66.001.

Item 1.

Finding:

Criteria:

Recommendation:

Item 2.

Finding:

Late Federal Financial Reports

The ARB did not submit required federal financial
reports promptly. The ARB did not submit quarterly
Reports of Federal Cash Transactions for the period
from January 1, 1982, to June 30, 1982, until
October 21, 1982, and it did not submit the report
for the quarter ended June 30, 1983, until August 8,
1983.  Further, the ARB did not submit annual
Financial Status Reports required for the periods
ended September 30, 1981, and 1982, wuntil March 9,
1982, and February 14, 1983, respectively.

The ARB's failure to comply with reporting
requirements may cause the U.S. Environmental
Protection Agency (EPA) to revoke the ARB's letter of
credit.

Chapter 5 of the EPA Letter of Credit Users Manual
requires that Reports of Federal Cash Transactions be
submitted within 15 working days after the end of
each calendar quarter and that Financial Status
Reports be submitted within 30 days after the end of
the fiscal year.

The ARB should file all required federal financial
reports promptly.

Inadequate Accounting Records for Federal

Expenditures

We could not audit the expenditures that relate
specifically to EPA grant, Federal Catalog
No. 66.001, because the ARB does not maintain
accounting records adequate to differentiate federal
grant expenditures from state General Fund
expenditures. The ARB does not identify which claim
schedules, contracts, invoices, and other source
documents are chargeable to federal expenditures.
Failure to maintain adequate accounting records to
support federal grant expenditures in accordance with
requirements specified in the grant agreement may
cause the EPA to revoke the ARB's letter of credit.
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Criteria:

Recommendation:

Part III-b-6 of the grant award agreement requires
that accounting for assistance funds (including
receipts, state matching conditions, and actual
expenditures) must be maintained in accordance with
all EPA regulations and generally accepted accounting
principles. Further, the award agreement requires
that support vouchers and records of expenditures
must be maintained to show that federal funds have
been used for the purposes intended.

The accounting officer of the ARB should establish
adequate accounting and support records to identify
the expenditures chargeable under EPA grant, Federal
Catalog No. 66.001.
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Item 1.

Finding:

Criteria:

Recommendation:

Item 2.

Finding:

Criteria:

Recommendation:

BOARD OF GOVERNORS OF THE
CALIFORNIA COMMUNITY COLLEGES

Lack of Separation of Duties in EDP Section

One person in the EDP section of the Fiscal Services
Unit acts as a programmer, systems analyst, and
computer operator. This Tack of separation of duties
creates a significant weakness in internal control of
apportionment calculations and presents opportunities
for misuse of state funds.

State Administrative Manual Section 4846.5 states
that to the degree feasible, key data entry, computer
operations, system programming, application design,
and application programming be performed by separate
individuals.

The board's relatively small staff size makes the
adherence to this requirement  impractical.
Therefore, management should be aware of these
weaknesses and develop procedures to closely monitor
the EDP functions.

Inadequate Documentation of EDP Apportionment System

The board has not adequately documented the EDP
system that calculates the apportionment of state
funds to the community colleges. Insufficient
documentation exists for planning and testing the EDP
programs and systems, for programming changes
resulting from statutory requirements, and for the
creation and maintenance of such systems and
programs. Without adequate documentation, no basis
exists to determine that the system is working as
intended.

Effective internal control over EDP activities
requires that evidence exists of controls over system
design, development, testing, and changes of the EDP
system.

The board should determine and establish requirements
for appropriate EDP documentation of all
apportionment processes and management should ensure
compliance with the requirements.
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Item 3.

Finding:

Criteria:

Recommendation:

Item 4.

Finding:

Criteria:

Recommendation:

Inadequate Control over Property

The board has not conducted a physical inventory of
furniture, fixtures, and equipment in over two years.
Further, the board has not reconciled its property
records to its accounting records. As a result,
losses from the February 1983 fire cannot be
accurately determined.

State Administrative Manual Section 8659 requires
that a physical inventory be taken at Tleast once
every three years and that this inventory be
reconciled with the property records. Also, any
lost, stolen or destroyed property is to be reported
as outlined in Section 8657 of the State
Administrative Manual.

The board should take a physical inventory to

determine estimated losses from the February 1983

fire. The results of this idinventory should be

reconciled to the property records. Losses from the

fire should be reported as specified in Section 8657
of the State Administrative Manual. In the future,

the board should perform periodic physical

inventories as required by Section 8659 of the State

Administrative Manual.

Incorrect Leave Payments for Employees Separating

from State Service

During fiscal year 1982-83, the board did not
accurately calculate two of the ten Teave payments
for employees separating from state service. One
employee was overpaid and the other underpaid. The
board does not have an adequate system of review over
these transactions to detect errors.

Good internal control requires that computations of
leave payments be reviewed for accuracy by a
supervisor.

The board should develop a system of supervisory

review of Tleave payments computed for employees
separating from state service.
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Item 5.

Finding:

Criteria:

Recommendation:

Inadequate Documentation for Accounting for Employee
Leave

The board's current system of accounting for employee
leave is unauditable because no written Tleave
requests are required. Presently, all requests for
leave are verbal between the employee and the
supervisor. Without adequate procedures to document
supervisory preauthorization and employee
certification of leave requests, there could be a
misuse of employee leave.

Good internal control procedures require formal
authorization and documentation of leave taken as an
assurance of supervisory review and employee
certification of leave taken.

The board should develop procedures that require
formal  supervisory preauthorization of vacation,
compensating time off, or personal holidays and post
authorization of sick leave. Also, employees should
certify leave requests.
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Item 1.

Finding:

Criteria:

Recommendation:

Item 2.

Finding:

Criteria:

Recommendation:

DEPARTMENT OF CONSUMER AFFAIRS

Property Records for Fixed Assets-Improvements Are
Incomplete

Records supporting the recorded value and acquisition
dates for property and equipment are not available
for most items constituting the Fixed
Assets-Improvements account balance. Because it
lacks this information, the department cannot
substantiate the Fixed Assets-Improvements account
balance at June 30, 1983.

State Administrative Manual Section 8651 states that
agencies should maintain records of all nonexpendable
property and equipment.

The department should establish records for older

acquisitions, and it should continue to maintain
adequate supporting records for all new acquisitions.

No Depreciation Recorded for Fixed Assets

The department charges to expenditures the fixed
assets of the Consumer Affairs Fund at the time of
their acquisition instead of depreciating the fixed
assets (i.e., expensing the costs over the useful
1ife of the asset). Department personnel stated that
the budgeting requirements of the Department of
Finance do not allow the department to budget in a
manner that would allow them to allocate the costs of
the fixed assets over the useful Tives of those
assets.

The Department of Finance has classified the Consumer
Affairs Fund as a working capital and revolving fund.
State Administrative Manual Section 8651.5 states
that working capital and revolving funds should use
depreciation accounting methods when precise cost
accounting 1is required for determination of charge

to other entities. '

The department should implement the depreciation
accounting method for its Consumer Affairs Fund, and
it should retroactively adjust the fund balance. The
department should also bring its problems to the
attention of the Fiscal Systems and Consulting Unit
of the Department of Finance.
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Item 3.

Finding:

Criteria:

Recommendation:

Inadequate Internal Control over Checks Received

The boards and bureaus within the Department of
Consumer Affairs do not stamp a "For Deposit Only"
endorsement on the checks they receive before they
forward those checks to the department's cashiering
unit. As a result, the risk of improper handling of
the checks increases.

Proper internal controls and State Administrative
Manual Section 8034.1 require that checks be promptly
endorsed on the day they are received.

The department should require its boards and bureaus

to endorse checks on the day of receipt before
sending them to the cashiering unit.
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OFFICE OF ECONOMIC OPPORTUNITY

The Office of Economic Opportunity administers one of the 49 federal
grants we reviewed. It is the U.S. Department of Health and Human
Services grant, Federal Catalog Number 13.818.

Item 1.

Finding:

Criteria:

Recommendation:

Item 2.

Finding:

Criteria:

Recommendation:

Inadequate Management of Cash Advances Held by

Contractors

The OEO has not properly managed cash advances to its
Energy Crisis Intervention Program contractors. The
OEO has not minimized the time between the transfer
of federal funds from the OEO and the disbursement of
those funds by its contractors. Also, the OEO has
not Tlimited contract advances and payments to the
contractor's immediate cash needs. Consequently, of
the 10 contractors we reviewed, 6 have held
approximately $463,000 in excess cash for 3 months or
more.

U.S. Office of Management and Budget Circular A-102,
Attachment G, requires that state financial
management systems include procedures to minimize the
time between the transfer of funds from the granting
agency and the disbursement of those funds by the
contractors.

The OEQ should develop and implement procedures to

limit the amount of federal funds held by
contractors.

Failure To Provide the Highest Level of Assistance

to Households with the Highest Energy Costs

The OEO has not ensured that it provides, promptly
and efficiently, the highest 1level of assistance
under its Low Income Home Energy Assistance Program
block grant to households with the Towest incomes and
the highest energy costs.

Public Law 97-35, Section 2605(b)(5), requires that
the highest level of assistance must be provided, in
a prompt and efficient manner, to households that
have the lowest incomes and the highest energy costs.

The OEO should develop procedures to ensure that it

complies with federal vrequirements in disbursing
energy assistance funds.
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Item 3.

Finding:

Criteria:

Recommendation:

Item 4.

Finding:

Criteria:

Recommendation:

Item 5.

Finding:

Criteria:

Failure To Notify Households of Amounts of Assistance

Provided on Their Behalf

The OEO has not required its contractors under the
Emergency Crisis Intervention and Weatherization
Programs to inform those households receiving funds
of amounts of assistance paid by contractors on their
behalf.

Public Law 97-35, Section 2605(b)(7)(A), requires
that states choosing to pay home energy suppliers
directly establish procedures to notify participating
households of the amount of assistance paid on their
behalf.

The OEO0 should develop procedures to notify

participating households of the amount of assistance
paid on their behalf.

Inadequate Documentation of Assistance Denial Process

When the OEO notifies prospective applicants that
their application has been denied, the OEO does not
retain a copy of the denial Tletter in the files.
Without this documentation, there 1is no assurance
that all applicants who are denied assistance are
given an opportunity to appeal the OEQ's decision at
a fair hearing.

Public Law 97-35, Section 2605(b)(13), requires that
all 1individuals who are denied assistance have the
right to a fair administrative hearing.

The OEO should keep a file copy of all denial letters
that it sends to applicants.

Inaccurate Annual Reports Submitted to the Federal

Government

The "Annual Report on the Number and Income Level of
Households" prepared by the OEQ's Home Energy
Assistance Program was inaccurate. The OEO provided
information concerning approximately 22,000
households that was based on estimated rather than
actual data.

The federal vregulations governing the block grant

require an annual report, based on actual data, on
the number and income level of households served.
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Recommendation:

Item 6.

Finding:

Criteria:

Recommendation:

The O0EO should submit reports based on actual
information.

Failure To Confirm Travel Advances

Auditor General's
Note:

The OEO has not sent letters to employees holding
travel expense advances at the end of the fiscal
year, requesting that these employees confirm their
liability.

State Administrative Manual Section 8116 requires
agencies to confirm outstanding travel expense
advances or request the return of these advances at
the end of each fiscal year.

The OEO should confirm outstanding travel expense
advances at the end of each fiscal year and keep
responses on file in the accounting office.

The Office of the Auditor General is currently
reviewing other grants administered by the Office of
Economic Opportunity.
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DEPARTMENT OF EDUCATION

The Department of Education administers 13 of the 49 federal grants we
reviewed. They are the U.S. Department of Education grants, Federal
Catalog Numbers 84.010, 84.011, 84.027, 84.048, 84.050, 84.074, 84.151,

84.080, 84.003,

and U.S. Department of Agriculture grants, Federal

Catalog Numbers 10.558, 10.550, 10.555, and 10.553.

Item 1.

Finding:

Criteria:

Recommendation:

Ineffective Organization of Financial Units

Although the Accounting Office is responsible for
preparing the department's financial statements, it
does not control or receive all of the necessary
information.

In addition to the Accounting Office, other wunits
within the department perform financial activities.
For example, certain educational programs have
automated payment systems controlled outside the
Accounting Office. The department has not
sufficiently reviewed its accounting and reporting
procedures. As a vresult, duplication of effort
exists between the CALSTARS, which is controlled by
the Accounting Office, and the various automated
systems within the department. Also, because the
automated payment systems are controlled outside the
Accounting Office, the Accounting Office cannot
ensure that its CALSTARS accounting records are
properly stated unless it consistently interacts with
other units within the department. The Accounting
Office's inability to interact effectively has
contributed to some of the other weaknesses
identified in this document, specifically Items 4 and
13.

Good 1internal control dictates that an agency's
financial and management systems ensure that the
agency maintains sufficient control over financial
matters, does not duplicate effort, and supplies
adequate information.

The department should reevaluate its current
organizational structure to determine whether it
could be reorganized to provide for better control
over financial matters. The department should
prepare a needs assessment study to determine whether
the  CALSTARS could be modified to become the
department's sole financial system. If it must
retain other automated systems, the department should
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Item 2.

Finding:

Criteria:

Recommendation:

Item 3.

Finding:

Criteria:

more effectively coordinate the operation and
monitoring of these systems with functions of the
Accounting Office.

Inadequate Accountability over Support Appropriation

Subsequent to issuing its financial statements, the
department discovered that it had overspent its
General Fund appropriation by $1,127,000. While
reviewing its records to eliminate this apparent
overexpenditure, the department identified numerous
other errors, including expenditures of approximately
$710,000 charged to the General Fund that could have
been charged to federal funds, overstatements of
expenditures, and understatements of reimbursements.
The department subsequently notified the State
Controller of the necessary corrections.

Good internal control dictates that an agency should
sufficiently review its financial statements before
issuing them to ensure that reported expenditures are
within available appropriations, that available
federal funds are used before state funds are used,
and that significant misstatements do not exist.

Before issuing its financial statements, the
department should review its financial information to
ensure  that expenditures and reimbursements are
accurately reported, that available federal funds are
used before charging state funds, and that the
statements are accurate.

Inadequate Preparation of Financial Statements

The department reported an unidentified reconciling
jtem of approximately $955,000 on its "Statement of
Changes in Fund Balance Clearing" for the General
Fund. Because the department is not able to account
for all changes to its Fund Balance Clearing
throughout the year, revenue and expenditure accounts
as reported on the department's financial statements
may not be fairly stated.

State Administrative Manual Section 7960 requires
that agencies prepare a "Statement of Changes in
Operating Clearing" (referred to as Fund Balance
Clearing for CALSTARS agencies).
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Recommendation:

Item 4.

Finding:

The department should identify the entries
constituting the $955,000.

In the future, the department should identify any

unknown reconciling items on its "Statement of
Changes in Fund Balance Clearing."

Misstatement of Expenditure Accruals

The department significantly misstated its
expenditure accruals, thereby misstating both its
June 30, 1983, expenditures and accounts payable
balances for both the Federal Trust Fund and the
General Fund. The department reported accounts
payable of $94 million for the Federal Trust Fund and
$13 million for the General Fund at June 30, 1983.
The net result of the misstatements was that the
Federal Trust Fund was overstated by $7.3 million,
and the General Fund was understated by $2.2 million.

We found the following specific errors:

1. The department overstated its Federal Trust Fund
accruals by approximately $3.9 million because
it accrued more than Tegally allowed for the
Child Nutrition appropriation for fiscal year
1982-83.

2. The department overstated its Federal Trust Fund
accruals by an additional $3 million because
department staff failed to remove encumbrances
related to appropriations for which expenditure
authority had lapsed at June 30, 1983, from the
accounts payable balance.

3. The department overstated its General Fund
accruals by approximately $1.7 million because
Child Development contracts were not
disencumbered when final expenditure reports
were received. (As  discussed further in
Item 13, the department's Accounting Office does
not receive final expenditure reports for
programs that have automated payment systems.)

4. The department overstated its General Fund and
Federal Trust Fund accruals by approximately
$671,000 and $427,000, respectively, because
department staff made various errors.

5. The department understated its General Fund

accruals by approximately $4.6 million because
department staff failed to record encumbrances
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Criteria:

Recommendation:

Item 5.

Finding:

Criteria:

Recommendation:

Item 6.

Finding:

in CALSTARS for the Child Development Preschool

program and inappropriately decreased
encumbrances for the general Child Development
program.

State Administrative Manual Section 10584 states that
all encumbrances as of June 30 will be reviewed to
determine that they are valid obligations of the year
just ended and that the amounts are as accurate as
can be determined.

The department should review its year-end accruals to
ensure that they are accurate and within the legal
spending authority. The department should ensure
that the Accounting Office receives all documents
regarding financial matters including those for
educational programs that have automated payment
systems. The Accounting Office should make the
necessary adjustments to its records to correct the
errors mentioned above.

Failure To Reconcile Department's Cash Records with

Bank Statement

The department has been unable to reconcile the cash
balance in its CALSTARS records to the cash balance
in its bank statement. At June 30, 1983, the
department's cash balance in the CALSTARS records was
approximately $50,000 higher than the balance in the
bank statement. Failure to reconcile accounts can
result in the misstatement of cash balances and may
prevent the detection of irregularities such as
unauthorized disbursements or the failure to deposit
money .

State Administrative Manual Section 7921 requires
agencies to reconcile the cash balance in their
records to the bank statement sent by the State
Controller each month.

The department should reconcile its June 30, 1983,

cash balance to the bank statement and perform this
reconciliation monthly as required.

Failure To Reconcile the State Expenditure

Revolving Fund

At the time that the financial statements were
issued, the department was wunable to certify the
accuracy of its State Expenditure Revolving Fund
(SERF) financial statements because the SERF had not
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Criteria:

Recommendation:

Item 7.

Finding:

Criteria:

Recommendation:

been reconciled. The SERF was still not reconciled
at the end of our fieldwork (November 1983). Because
the department disburses its state operations
expenditures through the SERF, errors in the SERF may
indicate misstatements of accounts in other funds.

Reconciliations represent an important element of
internal control because they provide a high Tevel of
confidence that transactions have been adequately
processed and that the financial records are
complete. State Administrative Manual Section 7900
discusses the importance of making regular
reconciliations.

The department should continue its efforts to

reconcile the SERF. In the future, the department
should reconcile the SERF monthly.

Inappropriate Account Balances in the State

Expenditure Revolving Fund

At June 30, 1983, the department reported balances
for certain State Expenditure Revolving Fund (SERF)
accounts that should have had zero balances at the
end of the year. Specifically, the department failed
to allocate $403,000 in encumbrances charged to SERF.
Because encumbrances are reclassified as expenditures
and accounts payable through the year-end closing
process, unallocated encumbrances result in
understated expenditures and Tiabilities for the
funds that the encumbrances should have been
allocated to. The department also reported a debit
balance of $216,000 in its Payroll Clearing Account
and could not explain what this balance represented.
This balance may represent an understatement of
expenditures.

The CALSTARS Year-End Closing Instructions state that
at the end of the year, encumbrances must be
distributed from the SERF to the ultimate funding
source so that expenditures and related Tliabilities
will be recorded in the proper fund. The Payroll
Clearing Account balance should also be zero at the
end of the year.

The department should analyze both the June 30, 1983,
SERF unallocated encumbrances and the June 30, 1983,
Payroll Clearing Account to determine what correcting
entries should be made. In the future, the
department should review its year-end trial balance
for the SERF to ensure that SERF transactions have
been properly accounted for.
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Item 8.

Finding:

Criteria:

Recommendation:

Item 9.

Finding:

Improper Use of CALSTARS Override Functions

Throughout the fiscal year, department employees
routinely bypassed CALSTARS on-line edits. As a
result, an extensive volume of errors was left to be
detected by Tater processing edits. Additionally,
the Fiscal Systems Operations Unit routinely overrode
the fund control errors that were detected by
processing edits without written authorization or
subsequent review. A fund control error occurs when
the posting of an accounting transaction causes a
violation of a controlled amount in the appropriate
CALSTARS masterfiles. The department's actions
minimized the effectiveness of controls provided by
the CALSTARS.

Because an override circumvents the controls provided
by a system, good internal control dictates that
overrides should be used only in a limited number of
special circumstances, authorized by supervisors, and
subsequently reviewed by responsible agency
personnel.

The department's accounting personnel should follow
the "Input Guidelines" memorandum dated October 13,
1983, issued by the Fiscal Systems Operations Unit.
This memorandum advises employees not to bypass
on-line edits, and effective fiscal year 1983-84, it
requires employees to correct rather than override
those conditions causing fund control errors that are
detected by the system. At the time of our
fieldwork, the Accounting Office had not implemented
these procedures, and we noted no significant
improvements in this situation.

Inadequate Control over Changes Made to CALSTARS
Tables

The Fiscal Systems Operations Unit did not keep a
"table maintenance log" (a record of changes made to
the CALSTARS tables) throughout fiscal year 1982-83.
The Fiscal Systems Operations Unit ensures the
accuracy of the changes made to the CALSTARS tables
by comparing the activity reports with the related
input documents. However, without a table
maintenance log, it is difficult to research changes
made to the tables. Also, the 1lack of a formal
process to reconcile the control log and the table
maintenance output reports minimizes the assurance
that changes to the tables are consistently and
adequately controlled.
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Criteria:

Recommendation:

Item 10.

Finding:

Criteria:

Recommendation:

The CALSTARS Procedures Manual states that a control
log should be kept for all changes made to the
CALSTARS tables. The manual also states that the
various activity reports must be reconciled to the
table maintenance 1log to ensure that each table was
properly updated.

The department should keep a control 1log of the
changes made to CALSTARS tables and reconcile that
log to the activity reports in accordance with the
CALSTARS Procedures Manual.

Failure To Reconcile CALSTARS Reports

For funds other than the General Fund, the department
does not regularly reconcile its general ledger to
the document reports. As a result of errors
(primarily in the document file), the Federal Trust
Fund Due to Other Funds balance and the Encumbrance
account balance in the June 30, 1983, document report
exceeded the general Tledger by approximately
$14 million and $4 million, respectively.

Additionally, the department does not reconcile
subsidiary reports for general ledger accounts.
Certain June 30, 1983, Due to/Due from Other Fund
account balances in the General Fund and the Federal
Trust Fund subsidiary reports did not agree with the
corresponding fund's subsidiary report.

According to the CALSTARS Procedures Manual, the
document and subsidiary files are internal files
maintained to support the general ledger. Therefore,
reports generated from such files should be
reconciled with the appropriate general ledger
accounts or related subsidiary files.

The State Department of Education and the Department
of Finance should determine if programmatic controls
could be incorporated into the CALSTARS to provide
better assurance that reports agree with the
appropriate general ledger accounts and that specific
accounts contained in various files agree with each
other. Until such controls are implemented, the
department should reconcile the reports generated
from the various CALSTARS files each month.
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Item 11.

Finding:

Criteria:

Recommendation:

Item 12.

Finding:

Criteria:

Inadequate Documentation of CALSTARS Daily System

Reconciliation

The Fiscal Systems Operations Unit did not adequately
document its preparation of the CALSTARS Daily System
Reconciliation throughout the 1982-83 fiscal year.
Reconciling items between batch control logs (items
submitted for processing) and output reports (items
processed) were not always explained, and adding
machine tapes supporting the amount listed as input
for the reconciliation were not saved. Therefore, we
could not verify if the reconciliation process was
always performed properly. Additionally, the Fiscal
Systems Operations Unit could not provide any
reconciliations prepared for July and August of 1982.

The  CALSTARS Procedures Manual requires the
preparation of a daily system reconciliation to
ensure that financial transactions have been
adequately processed and controlled. The manual
stipulates that the batch control log be reconciled
to the CALSTARS output reports.

At the time of our fieldwork, we recommended ways to
improve the documentation of the CALSTARS Daily
System Reconciliation. Subsequent to the department
implementing our recommendations, the department's
documentation of the reconciliations improved. The
department should continue to ensure that the
reconciliation process 1is properly performed and
adequately documented.

Understatement of Federal Revenue

The department understated its Federal Trust Fund
revenue and its Due From Other Governments account
balance by approximately $1.8 million because the
Accounting Office did not consider state operations
expenditure accruals when computing the related
revenue accruals. Accounting Office staff believed
that it would require too much staff time to make the
necessary entries. They believe that the CALSTARS
should perform this function automatically. The
Accounting Office did, however, include Tlocal
assistance expenditure accruals in its computation of
revenue accruals.

Expenditures recorded in the Federal Trust Fund are
fully funded by the federal government. Therefore,
accrued expenditures in that fund should be matched
by accrued revenue.
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Recommendation:

Item 13.

Finding:

Criteria:

Recommendation:

When computing Federal Trust Fund revenue at the end
of the year, the department should consider state
operations as well as local assistance expenditure
accruals in the computation. The department should
work with the Department of Finance to determine if
this entry could be done automatically through the
CALSTARS closing process at the end of the year.

Inadequate Accountability over Prepayments to Other

Governments

The department significantly overstated the Federal
Trust Fund and the General Fund Prepayments to Other
Governments account balances at June 30, 1983,
because the department did not Tiquidate advances
made to local educational agencies during fiscal year
1981-82 when it received final expenditure reports.

Although we noted that this situation existed for
many programs, the most significant occurrence was
the Title I Low Income program in which the
department made advances of $265 million in fiscal
year 1981-82 but only Tliquidated $38,000 during
fiscal year 1982-83. Department personnel said that
the problem exists because the Accounting Office does
not receive final expenditure reports for programs
that use automated payment systems. Thus, the
Accounting Office does not know when an advance
should be removed from the records. This condition
results in no overall effect on the financial
statements because the prepayments are fully
reserved. However, a prepayment account provides
control over advances. The department's actions have
lessened this control.

The Prepayments to Other Governments account
represents advances made to local educational
agencies for local assistance programs. Each advance
remains on the department's records until a Tocal
educational agency submits a final expenditure
report. At that time, the department should
liquidate the advance.

The department should ensure that the Accounting
Office receives final expenditure reports for all
programs so that it can make the necessary
liquidation of prepayments at the proper time.
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Item 14.

Finding:

Criteria:

Recommendation:

Item 15.

Finding:

Criteria:

Recommendation:

Item 16.

Finding:

Untimely Bank Deposits

Twenty of the thirty bank deposits of cash receipts
we examined were not made promptly. The department
held one check for $114,505 in its safe for eight
months  before finally making the deposit. We
estimate that the State 1lost at 1least $15,000 in
total interest for the twenty ditems that the
department did not deposit promptly.

State Administrative Manual Section 8030.1 requires
deposits to be made on the day of receipt if
possible, and no Tater than the next working day.

The department should deposit cash received as soon
as possible after the time of vreceipt. The
department should photocopy checks if it is necessary
to research the nature of the receipt.

Untimely Review of Amounts Owed to Federal Government

The General Fund Due to Federal Government account
consists of audit exceptions and overpayments that
have been recovered from local educational agencies
and that are owed to the federal government. Because
the department has not reviewed or cleared money from
this account since March 1981, the account balance
has steadily idincreased. At June 30, 1983, the
account balance was approximately $133,000.

Good internal control dictates that the department
should promptly review amounts received and owed to
the federal government to determine if these amounts
can be applied to current grants as cash on hand or
be remitted to the federal government if the grant
has expired.

The department should review amounts currently in the
Due to Federal Government account and determine what
should be done with these items. In the future, the
department should apply or remit amounts owed to the
federal government as soon as possible after the
amounts are received.

Improper Use of Uncleared Collections Account

The department recorded in the General Fund Uncleared
Collections account some amounts that are readily
jdentified as grant monies and reimbursements
received for other funds. The Uncleared Collections
account balance of approximately $1.4 million at
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Criteria:

Recommendation:

Item 17.

Finding:

Criteria:

Recommendation:

Item 18.

Finding:

June 30, 1983, included $660,000 of Federal Trust
Fund monies and $396,000 of reimbursements collected
in advance for the Vocational Education program. The
department staff did not attempt to record these
monies in  the appropriate funds, resulting in
overstatement of General Fund cash and an
understatement of cash and revenues in other funds.

State Administrative Manual Section 7630 defines
uncleared collections as collections that must be
reviewed to determine their appropriate disposition.
Collections readily identifiable should not be placed
in the Uncleared Collections account.

The department should review uncleared collections
and clear funds promptly.

Inadequate Documentation of Education Data Management

Systems Controls

Although the Education Data Management Systems Unit
has recently made significant progress in documenting
its systems, there is still insufficient
documentation of controls over system design
development, testing, and changes conducted in the
past. Additionally, at the time of our review,
certain significant apportionment systems had yet to
be adequately documented.

Good internal control over electronic data processing
activities requires that there be evidence of
controls over system design, development, testing,
and changes.

The department should ensure that all systems

documentation complies with the standards that the
department recently implemented.

Failure To Set Up an Appropriate Provision for

Deferred Receivables

The department's accruals may be misstated because
the Accounting Office did not analyze amounts owed to
the department and, thus, did not set wup an
appropriate provision for deferred receivables. The
department's June 30, 1983, Provision for Deferred
Receivables account represents only those receivables
deferred because they relate to appropriations for
which  expenditure authority has lapsed. The
department does not compute its provision for
deferred receivables based on what is estimated to be
collectible within the next year.
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Criteria:

Recommendation:

Item 19.

Finding:

Criteria:

Recommendation:

Item 20.

Finding:

State Administrative Manual Section 7620 defines the
Provision for Deferred Receivables account as the
provision for receivables that will not be collected
within one year. It further states that agencies
will analyze their receivable balances at the end of
the year and make an adjustment for the amounts to be
deferred for financial statement purposes.

The department should analyze its receivable balances
at the end of the year to determine which amounts are
likely to be collected during the ensuing fiscal
year. Amounts not Tikely to be collected should be
reserved in the Provision for Deferred Receivables
account.

Failure To Disclose Significant Contingent

LiabiTities and Liabilities Payable from Future

Appropriations

Although the department knew of them at the time the
financial statements were issued, the department
failed to disclose in its financial statements
several significant contingent 1liabilities and
liabilities payable from future appropriations. One
liability that the department's legal office
determined to be payable from a future appropriation
totaled approximately $62 million. The State's
financial statements cannot be fairly presented
without adequate disclosure of significant contingent
liabilities and real liabilities payable from future
appropriations.

State Administrative Manual Section 8751 vrequires
that all contingent 1liabilities and Tiabilities
payable from future appropriations be reported by
memorandum accompanying the financial statements at
the end of the year.

Before issuing the financial statements at the end of
the year, the department should determine whether
there are any liabilities that should be disclosed.

Inappropriate Organizational Status for Department's
Internal Auditors

The department's Internal Audit Unit does not report
to the appropriate level of management. Before March
1983, the Internal Audit Unit was part of the
department's Audit Bureau, which reported to the
Deputy Superintendent for Administration. In March
1983, an interim reorganization placed the Internal
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Criteria:

Recommendation:

Item 21.

Finding:

Criteria:

Recommendation:

Item 22.

Finding:

Audit Unit within the Administrative Services Unit.
The Administrative Services Unit reports at an
organizational 1level significantly Tlower than the
deputy level.

State Administrative Manual Section 20020 provides
that internal audit units should have organizational
status sufficient to permit the accomplishment of its
audit responsibilities.

The department's internal auditors should report
directly to a deputy of the department.

Incorrect Vacation Pay for Separated Employee

An employee leaving the department was not paid for
approximately $1,850 of accumulated vacation pay.
The department had arranged to pay the employee in
installments but misreported to the State Controller
Payroll and Personnel Services Division the number of
hours to be paid. The department's system of review
over these transactions did not detect the error.
After we informed them of the error, department staff
took the necessary corrective action.

Good internal control dictates that accumulated
vacation pay be carefully computed and that it be
reviewed for accuracy by a supervisor.

The department should continue its system of
supervisory vreview over vacation to be paid to
employees leaving the department. Also, due to the
complexity of the computations, the department should
consider using a standardized computation worksheet.

Variance Allocation Process Questionable

During the year, the department allocates estimated
costs for staff benefits by using the standard cost
system. At the end of the year, the standard cost
system reallocates the variance created by the
difference between the actual costs incurred and the
estimated costs recorded. Using the formula provided
by management, we were not able to recompute the
variance allocation computed by the standard cost
system. We could not determine if there was an error
in the standard cost system allocation of the
variance or if management's description of the
process was not accurate. As a vresult, the
department cannot be assured that the standard cost
system 1is allocating the variance as management
intends.
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Criteria:

Recommendation:

Item 23.

Finding:

Criteria:

Recommendation:

Item 24.

Finding:

According to management, the standard cost system is
designed to allocate staff benefits equitably among
all units. Management's policy 1is to charge each
unit for staff benefits according to the ratio of the
unit's total salaries and wages to the department's
total salaries and wages.

The department should review the standard cost system
to determine if it is operating as management
intends.

Inefficient Accounting and Reporting for Federal
Grants

The California Statewide Accounting and Reporting
System  (CALSTARS) s the department's financial
accounting and reporting system. The department
accounts for all federal grants in the CALSTARS grant
project file. The department also accounts for some
federal grants wusing manually maintained ledger
cards.

During the first year of the CALSTARS' operation, the
department made errors in entering data into the
grant project file; these errors have never been
corrected. Consequently, the department does not
consider its CALSTARS records to be reliable for all
grants. As a result, the department prepares its
Federal Financial Status reports for some grants
using the CALSTARS, but it prepares reports for other
grants using either the manually maintained ledger
cards, or a combination of both the CALSTARS and the
ledger cards. Using two accounting systems
concurrently to generate reports is a duplication of
effort.

Attachment G of U.S. Office of Management and Budget
Circular A-102 requires that the department's
financial management system provide accurate,
current, and complete information.

The department should correct the errors in the
CALSTARS grant project file as soon as possible so
that it can wuse the CALSTARS 1in accounting and
reporting for federal grants.

Inadequate Documentation for Financial Status Report

The department does not maintain adequate supporting
documentation for amounts included in the Financial
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Criteria:

Recommendation:

Item 25.

Finding:

Status Report for certain grants. Additionally, the
department was late 1in filing reports for most
grants. We noted the following specific
deficiencies:

- The department's Vocational Education Unit
prepared the Financial Status Report for its
1980-81 vocational education grants using
estimates that were not supported by the wunit's
accounting records. Also, the accounting
records of the Vocational Education Unit did not
reconcile with the records of the Accounting
Office. As a result, we could not determine the
propriety of the amounts reported on the
Financial Status Report.

- At the time of our review, the department had
submitted its "final" Financial Status Report
for the 1981-82 child nutrition grants, but the
amounts reported in the final report were not
supported by the accounting records. However,
before our review, the department advised the
U.S. Department of Agriculture that the report
was not correct and that the department intended
to submit an amended final report. As of the
end of our fieldwork, the department had not
completed the amended report.

- During fiscal year 1982-83, the department was
late 1in preparing 46 of the 52 Financial Status
Reports due. In one case, the department
prepared the report 13 months after the due date
required by federal regulations.

Attachment H of U.S. Office of Management and Budget
Circular A-102 requires that annual Financial Status
Reports be submitted within 90 days after the end of
the reporting period.

The department should reconcile the Financial Status
Report to the accounting records and retain schedules
supporting any adjustments. In addition, the
department should prepare and submit the Financial
Status Reports on time.

Inadequate Follow-up of Audit Exceptions

The department's Audit Bureau does not adequately
follow up on audit exceptions applicable to federal
programs. These exceptions were identified by
outside CPAs during their annual audits of local
educational agencies (LEAs).
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Criteria:

Recommendation:

Item 26.

Finding:

0f the 74 exceptions we selected for review, 38 had
not been adequately resolved between the Audit Bureau
and the LEAs. The Audit Bureau did not adequately
follow-up on 28 of the exceptions that had been
referred to the LEAs: 19 responses from the LEAs
were unacceptable; 9 exceptions received no response.
The Audit Bureau did not take sufficient action to
ensure that acceptable responses would be received.
Ten of the exceptions had not been referred to the
LEAs to see if they had taken corrective action.

In addition, although audit exceptions are also
supposed to be referred to the appropriate program
unit for resolution, the Audit Bureau did not refer
21 of the audit exceptions. The Audit Bureau
received a response on only 32 of the 53 exceptions
that it referred. The Audit Bureau did not take
sufficient action to ensure that it would receive
responses. Because it does not adequately follow-up
on audit exceptions, the department cannot ensure
that LEAs are spending federal funds in accordance
with federal regulations.

The U.S. Office of Management and Budget requires
that the department establish a system to follow-up
on questioned costs, weaknesses in internal control
systems, and other audit exceptions reported by
outside CPAs during their annual audits of LEAs.

The department should establish procedures to ensure
that it conducts an adequate follow-up on audit
exceptions. The department should also consider
computerizing the basic functions of the follow-up
process. This would make staff available to ensure
that the proper follow-up takes place.

Lack of Enforcement of Biennial Audit Requirement

The department's Office of Child Nutrition Services
does not enforce the biennial audit requirements for
residential child care institutions and private
schools participating in the National School
Breakfast and Lunch Programs and the Special Milk
Program. We found that 19 of the 21 institutions and
schools required to have biennial audits are not
submitting audit reports to the department. The
0ffice of Child Nutrition Services 1is working with
the U.S. Department of Agriculture to bring the
residential child care idnstitutions and private
schools in compliance with the audit requirements.
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Criteria:

Recommendation:

Item 27.

Finding:

Criteria:

Code of Federal Regulations, Title 7, Part 220.15,
requires that participants receiving reimbursements
of more than $10,000 annually from the National
School Breakfast and Lunch Programs and the Special
Milk Program must submit an audit report to the State
Department of Education every two years.

The department should ensure that the Office of Child
Nutrition Services continues to work with the
U.S. Department of Agriculture to bring residential
child care institutions and private schools in
compliance with the established audit requirements.

Inadequate Review of LEA Applications for Federal
Funding

The department does not consistently follow its
procedures for reviewing and approving LEAs'
applications for funds provided by the Education
Consolidation and Improvement Act of 1981 and by the
Migrant Education Program.

We reviewed 50 LEA applications for funds under the
Education Consolidation and Improvement Act of 1981.
We found that 3 of the applications did not contain
signed assurances of the eligibility of the
participants, the equitability of services provided
to participants, and the types of educational
services provided.

To apply for Migrant Education Program funds, LEAs
submit an application that is reviewed by the
department's Office of Migrant Education (OME). We
found that the checklist that the OME wuses in
reviewing applications is not always completed and
that the OME approved applications before receiving
all the required information. For example, in a
sample of 50 applications, we found that 6 did not
have all the necessary signatures, 8 did not meet the
requirement that migrant parents constitute at Tleast
two-thirds of the Parent Advisory Council, 7 did not
adequately describe Parent Advisory Council training,
5 did not describe Parent Advisory Council
involvement, and 8 did not contain supporting
computation sheets for all budget line items. The
OME did not adequately follow-up to ensure that the
LEAs complied with the application requirements.

Public Law 97-35, Sections 556 and 566, require that
LEA applications for funds include signed assurances
of the eligibility of participants, the equitability
of services provided to participants, and the types
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Recommendation:

Item 28.

Finding:

Criteria:

of educational services provided through the use of
funds under the Education Consolidation and
Improvement Act of 1981.

Code of Federal Regulations, Title 34, Parts 204.30,
204.32, and 204.33, require LEAs to submit project
applications for Migrant Education funds to the State
Department of Education. The LEAs are to complete
the application according to the instructions that
the department provides. The department should
review the applications to ensure that LEAs are
operating their programs in compliance with federal
regulations.

The department should adhere to its established
procedures for reviewing LEA applications for federal
funds, and it should not approve applications until
it receives all the required information.

Inadequate Monitoring of the Migrant Education
Program

During fiscal year 1982-83, the department's Office
of Migrant Education (OME) did not adequately monitor
LEAs to ensure that they were serving only eligible
current or former migrant children under the program
or to ensure that they were using Migrant Education
Program funds only to supplement nonfederal funds.
OME personnel did not conduct on-site visits to LEAs
to review eligibility documents or to verify that
program funds were being used to supplement and not
to supplant federal funds. Without these on-site
visits, the OME cannot ensure that LEAs are in
compliance with federal regulations.

Further, a federal audit conducted in March 1983
determined that the OME did not adequately document
the eligibility of children participating in the
Migrant Education Program. At the time of our
review, the OME was implementing procedures to
properly identify children's eligibility. Therefore,
we could not determine the adequacy of the OME's
procedures.

Code of Federal Regulations, Title 34, Part 204.3,
defines current and former migratory children, and
Parts 204.30 and 204.50 vrequire the department to
monitor LEAs to ensure that they comply with the
requirements for spending funds under the Migrant
Education Program.
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Recommendation:

Item 29.

Finding:

Criteria:

Recommendation:

Item 30.

Finding:

The department should ensure that the Office of
Migrant Education conducts on-site visits and
implements its procedures to properly identify
children eligible to participate in the Migrant
Education Program. Also, the OME should ensure that
the LEAs properly spent federal funds.

Unapproved Indirect Cost Rates

During fiscal year 1982-83, the department allocated
indirect costs for all federal programs wusing rates
other than those that it had submitted to the federal
government in the Provisional Indirect Cost Rate
Proposal. Although the department will have to amend
the original rates to claim the proper amount of
indirect costs for the year, the department never
informed the federal government that it had amended
the rates stated in the Provisional Indirect Cost
Rate Proposal. Any changes in the rate should also
be submitted for approval.

In addition, the department did not use the final
indirect cost rate that it submitted to the federal
government for the 1980-81 Bilingual Education
Financial Status Report. As a result, the department
overstated indirect costs by approximately $22,200.
Department officials could not explain how they
determined the rate used for this report.

Federal Management Circular 74-4 requires that a plan
for allocation of costs be submitted for approval to
the federal government.

The department should allocate costs to federal

programs using only those indirect cost rates that it
submits for approval to the federal government.

Failure To Notify LEAs of Block Grant Audit

Requirements

The department has not notified the LEAs of the audit
requirements for the Education Consolidation and
Improvement Act Chapter 2 block grant. The State is
responsible for ensuring that the LEAs and their
auditors are advised of the block grant audit
requirements.

The Department of Finance is currently revising its
school audit manual entitled, "Standards and
Procedures for Audits of California Local Educational
Agencies." The revised school audit manual will

-97-



Criteria:

Recommendation:

Item 31.

Finding:

Criteria:

Recommendation:

contain the requirements for auditing funds from
block grants as well as other federal programs.

The federal government's "Uniform Requirements for
Grants to State and Local Governments, Compliance
Supplement," makes the State responsible for assuring
that the Education Consolidation and Improvement Act
Chapter 2 block grant is included in the financial
and compliance audits of LEAs.

The department should work with the Department of
Finance to ensure that the LEAs and their auditors
are notified of the block grant compliance
requirements in time for the 1983-84 audits.

Federal Audit Exceptions Not Yet Resolved

As we reported in our report titled "Weaknesses in
Internal Controls of State Agencies," dated August
1983, certain U. S. Department of Education audit
reports cite the department for not recording costs
in accordance with the federal regulations that
require each grant to be accounted for and reported
on separately. The audit reports conclude that the
State's method of accounting for federal funds
resulted in the department using lapsed funds. The
department maintains that its method of commingling
funds belonging to different grant years and using
the "oldest" funds first 1is acceptable. The
department continues to account for federal funds in
this  manner. As of December 1983, department
officials said that this idssue 1is still being
resolved through negotiations between the department
and the federal government.

Section 74.61 of Subpart H of Appendix B to the
U.S. Education Department General Administrative
Regulations require that each grant be accounted for
and reported on separately.

The department should continue to work with the

U. S. Department of Education to resolve this audit
issue.
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EMERGENCY MEDICAL SERVICES AUTHORITY

The Emergency Medical Services Authority administers one of the 49
federal grants we reviewed. It is the U.S. Department of Health and
Human Services Preventive Health and Health Services Block Grant, Federal
Catalog Number 13.991.

Item 1. The Authority Has Not Complied with Federal Auditing
Requirements
Finding: The three subrecipients that receive federal funds

through the authority under the Preventive Health and
Health Services Block Grant were audited, but not in
accordance with the Comptroller General's standards.
Consequently, we were unable to determine whether the
subrecipients fulfilled the requirements of the
Preventive Health and Health Services Block Grant.

Criteria: Federal Taw (42 U.S.C. 300w-5(b)(2)) states that each
state must annually audit the expenditures it makes
from payments received under Section 300w-2 of this
title. Such audits must be conducted in accordance
with the Comptroller General's standards.

Recommendation: The authority should require subrecipients to ensure
that auditors of subrecipients comply with the audit
standards of the Comptroller General.

Item 2. Contracts with Subrecipients Do Not Detail Allowable
and Disallowable Costs

Finding: The authority does not detail allowable and
disallowable costs in contracts with subrecipients
that receive funds from the Preventive Health and
Health Services Block Grant. Because the contracts
lacked sufficient detail, we were unable to determine
whether subrecipients fulfilled the requirements of
the Preventive Health and Health Services Block
Grant.

Criteria: Federal law (42 U.S.C. 300w-3(b)) requires that a
state not use amounts paid to it under Section 300w-2
for any unallowable uses. Therefore, the authority
should define allowable and disallowable costs in
contracts with subrecipients.

Recommendation: The authority should immediately provide
subrecipients with policy statements that define and
list allowable and disallowable costs.
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EMPLOYMENT DEVELOPMENT DEPARTMENT

The Employment Development Department administers 6 of the 49 federal
grants we reviewed. They are the U.S. Department of Agriculture grant,
Federal Catalog Number 10.551; U.S. Department of Labor grants, Federal
Catalog Numbers 17.207, 17.225, and 17.232; U.S. Department of Health and
Human Services grant, Federal Catalog Number 13,646; and U.S. Treasury
grant, Federal Catalog Number 98.010.

Item 1.

Finding:

Criteria:

Recommendation:

Item 2.

Finding:

Incorrect Accounting for Revenues and Reimbursements

In the Unemployment Fund, Unemployment Compensation
Disability Fund, and Contingent Fund, receivables
that are due from employers or claimants and that are
estimated to be collected within one year were not
shown as revenues or reimbursements of the current
year. Likewise, Unemployment Administration Fund
receivables that are due from Tocal governments and
other state agencies and that are estimated to be
collected within one year were not shown as revenues
or reimbursements of the current year.

Failure to accrue revenues in the proper year
distorts the department's financial statements and
makes these financial statements inconsistent with
those of other state agencies.

State Administrative Manual Section 10591 states that
revenue should be accrued at June 30 of each year
when that revenue is estimated to be collected within
one year.

The department should recognize as revenues or
reimbursements of the current year all amounts that
are recorded as receivable and that are estimated to
be collected within one year.

Inadequate Year-End Adjustments to Revenue
Allocations

The department's Fiscal Programs Division did not
record the necessary adjustments to the revenue
accounts in the Unemployment Compensation Disability
Fund and Employment Tax Fund.

The Central Cashiering Group initially allocates

daily tax collections to the various funds using
estimates based on past experience. When the Data
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Criteria:

Recommendation:

Item 3.

Finding:

Criteria:

Recommendation:

Processing Division processes the tax returns, it
jdentifies the actual allocations. The Accounting
Controls Group then makes adjustments to offset the
negative balances created by other daily adjustments.
However, the Fiscal Programs Division did not reverse
these adjustments to reflect proper revenue account
balances of each fund at June 30, 1983. This
resulted in a $2.7 million overstatement of revenues
of the Employment Tax Fund and a corresponding
$2.7 million understatement in the Unemployment
Compensation Disability Fund.

Good accounting practices require that collections
received be recorded as revenues in the proper funds
at June 30 of each year.

The Fiscal Programs Division should establish

procedures to ensure that adjustments to revenue are
recorded in the proper funds at the end of the year.

Inadequate Accrual of Year-End Obligations

The department understated its June 30, 1983,
accounts payable balance in the Unemployment
Administration Fund by a net total of $1,036,876.
This error resulted because the department did not
accrue valid contract obligations at June 30, 1983,
leading to an understatement of $3,614,265, and
because the department did not adjust the percentage
rates used to compute unemployment insurance
contributions payable, leading to an overstatement of
$2,577,389.

State Administrative Manual Section 10584 requires
that outstanding encumbrances be analyzed to
determine valid obligations at June 30. In addition,
good accounting practices require that percentage
rates used in making year-end estimates be
periodically updated to ensure proper reporting of
accruals.

At  June 30, the department should analyze the
outstanding encumbrances of the Unemployment
Administration Fund to determine the amount of valid
obligations. In addition, the department should
periodically update the percentages used to compute
the unemployment insurance contributions payable.
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Item 4.

Finding:

Criteria:

Recommendation:

Item 5.

Finding:

Criteria:

Recommendation:

Item 6.

Finding:

Inadequate Support for General Ledger Balances

The department did not prepare a detail Tisting of
the general ledger balances for Accounts Receivable,
Unapplied Remittances, and Accounts Payable at
June 30, 1983. Further, the department did not
reconcile the subsidiary 1ledger balance for the
Accounts  Payable account to the general ledger
balance.

State Administrative Manual Section 7960 requires
that agencies retain a detail listing to support the
general ledger account balances as of June 30. Also,
good internal accounting practices require that
general ledger balances be supported by detail
subsidiary records that are periodically reconciled
to the general ledger.

The department should maintain a detail 1listing to
support the general Tledger balances for Accounts
Receivable, Unapplied Remittances, and Accounts
Payable, and should periodically reconcile these
subsidiary records to the general ledger.

No Detail Support for OQutstanding Checks in the

Unemployment Fund

The department did not prepare detailed check
listings to determine and report the amounts for
outstanding checks on the bank reconciliations for
accounts 095 and 800.

State Administrative Manual Section 7921.1 requires
that the amount of outstanding checks be supported by
listings that show the number, date, and amount of
each outstanding check.

The department should prepare detail 1listings of

outstanding checks and use these 1istings as support
for the bank reconciliations.

Inadequate Safeguards over Program Documentation

The department does not adequately control access to
the documentation of its computer programs. Program
documentation is filed throughout the Data Processing
Division in unlocked cabinets that are accessible to
all department personnel. There are no procedures,
such as a sign-out log, to 1limit access to these
documents. Lack of control over access to program
documentation could result in unauthorized
modifications to data files and programs.
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Criteria:

Recommendation:

Program documentation is a valuable asset that should
be subject to restricted access. State
Administrative Manual Section 4845.71 states that
program documentation should be kept in controlled
environments with security measures to deny access by
unauthorized persons.

The department's Data Processing Division should

implement procedures to ensure restricted access to
program documentation.
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Item 1.

Finding:

Criteria:

Recommendation:

Item 2.

Finding:

Criteria:

Recommendation:

STATE BOARD OF EQUALIZATION

Weaknesses in Internal Control over the Distribution

of Revenues to Cities and Counties

The retail sales tax revenues that were distributed
to cities and counties for the third quarter of 1982
were 1in error. The reconciliation processes at the
board's EDP Control Unit and dits Local Tax Unit
failed to detect errors in the distribution.
Consequently, the board underpaid cities and counties
by $1.1 million. After we discussed this error with
staff of the Local Tax Unit in September 1983, the
board adjusted revenue distribution for the second
quarter of 1983.

An effective reconciliation process should assure
that transactions are processed and recorded
correctly.

The board should strengthen the reconciliation
process at both the EDP Control Unit and the Local
Tax Unit to ensure proper distribution of retail
sales tax revenues to local governments.

Inadequate Check-Out and Clearance Procedures for

Employees Leaving Agency Employment

The board releases salary warrants of employees
leaving agency employment even though the employees
have not completed the Clearance/Separation form.
Consequently, the board cannot assure accountability
for outstanding advances to employees or for
state-owned items such as credit cards, keys, and
equipment.

State Administrative Manual Section 8580.4 states
that salary warrants will not be distributed to an
employee leaving agency service until the agency is
assured that all outstanding travel and salary
advances have been paid.

The board should strengthen its check-out and
clearance procedures so employees leaving agency
employment complete the Clearance/Separation form
before they receive their final salary warrants.
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Item 3.

Finding:

Criteria:

Recommendation:

Item 4.

Finding:

Criteria:

Recommendation:

Lack of Participation by the Internal Auditors During

the Design and Development of Electronic Data

Processing System

Internal auditors do not actively participate in
reviewing the EDP systems of internal control during
the design and development of those systems. Without
this internal audit review, the board cannot assure
that the necessary controls are in place to provide
proper and efficient operations.

Generally accepted EDP controls require that wusers
and internal auditors actively participate in
designing and developing EDP systems.

The board should require its internal auditor to
review the systems of internal control for data
processing systems during the design and development
of these systems.

Inadequate Electronic Data Processing Back-Up

Procedures

The board has not arranged to use the EDP equipment
of other data centers to ensure continued processing
of sales tax returns 1if its own data processing
equipment cannot function. As a result, the State
could lose revenues and there could be delays in the
distribution of retail sales tax revenues to local
governments.

State Administrative Manual Section 4909.8 states
that departments having critical EDP systems
involving collection of income must ensure that
back-up procedures are in place.

The board should conduct a comprehensive risk

analysis of its EDP system and consider establishing
back-up procedures for that system.
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Item 1.

Finding:

Criteria:

Recommendation:

Item 2.

Finding:

Criteria:

Recommendation:

Item 3.

Finding:

DEPARTMENT OF FORESTRY

Late Financial Statements

The department did not submit its financial reports
to the State Controller until December 9, 1983,
approximately  four months after the due dates
specified in the State Administrative Manual.
Failure to submit financial reports when due delays
the State Controller in compiling complete financial
reports for the State of California.

State Administrative Manual Section 7990 requires
agencies to submit financial reports by July 20 and
August 20 for Governmental Cost Funds and
Non-Governmental Cost Funds, respectively.

The department should submit its financial reports to

the State Controller by the dates required by the
State Administrative Manual.

Inadequate Separation of Duties

The department does not provide adequate separation
of duties in its accounting division. Duties that
are 1incompatible are frequently performed by several
employees. For example, the cashier and others who
receive cash make bank deposits, maintain the
receipts register, authorize disbursements and mail
or distribute checks. Unless such duties are
properly separated, employees could conceal
irregularities and responsibility for errors cannot
be determined.

Good internal control requires an adequate separation
of duties and fixed responsibilities within the
accounting division to prevent errors or
irregularities.

The department should separate incompatible duties in

the accounting division and assign duties to specific
individuals.

Untimely Reconciliation of Revolving Fund Advance

During fiscal year 1982-83, the department did not
prepare a monthly reconciliation of its revolving
fund since November 1982. A monthly reconciliation
of the vrevolving fund is an integral part of the
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Criteria:

Recommendation:

Item 4.

Finding:

Criteria:

Recommendation:

Item 5.

Finding:

department's internal control. Failure to promptly
reconcile the revolving fund may prevent prompt
detection of errors or irregularities.

State Administrative Manual Section 7922 requires
monthly reconciliation of revolving fund advances.

, The  department should prepare timely monthly

reconciliations of its revolving fund advance.

Inadequate Control over CALSTARS EDP Functions

The department's controls over CALSTARS EDP functions
are inadequate. We noted that personnel who maintain
and input documents also reconcile output control
totals. Also, accounting personnel do not maintain
control over processing and reconciliation of control
totals. In addition, master file and transaction
files are not safeguarded from unauthorized changes
by requiring separate passwords for all employees.
Finally, the application software and subsequent
changes thereto are not documented.

Because of these weaknesses over the CALSTARS EDP
functions, the department Tlacks assurance that
financial reports are reliable.

Good internal control requires reasonable assurance
that assets are safeguarded, and that financial
records are reliable.

The department should separate duties to provide
adequate controls over CALSTARS EDP functions to
ensure that assets are safeguarded and that financial
reports are reliable. In addition, separate
passwords  for wusers of the CALSTARS should be
required to preclude unauthorized access to the
system.

The Department's CALSTARS Reports Are Not Reliable

The department established its program cost accounts
using inaccurate formulas for cost allocation, Tabor
distribution, and fund split. As a result, the
department's CALSTARS reports are not reliable.
Without reliable reports, the department may not be
able to accurately determine expenditures for
reimbursement from the federal government and from
local governments.
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Criteria:

Recommendation:

Item 6.

Finding:

Criteria:

Recommendation:

Item 7.

Finding:

Criteria:

Government Code Section 13300 requires  CALSTARS
agencies to account for expenditures by line item,
program, governmental unit, and fund source through
the CALSTARS reporting system. Indirect costs are to
be allocated by the system based upon predetermined
formulas developed by the department.

The department should accurately establish its
program cost accounts to ensure that its CALSTARS
reports are reliable so that it can accurately
determine federal or local government reimbursements.

Use of Unauthorized Bank Draft Purchases

The department's use of its bank draft purchase
system includes the following practices that are not
authorized by the State Administrative Manual:
purchases when immediate payment 1is not necessary,
purchases when the transaction is not
over-the-counter, payments when alternate payment
methods are available, payments for charged
purchases, and use of bank drafts by headquarters
personnel.

State Administrative Manual Section 8124 provides
that the bank draft purchase system should not be
used when 1immediate payment is not necessary, when
purchase transactions are not over-the-counter, or
when alternate payment methods are available. In
addition, Section 8124 provides that the bank draft
purchase system is not to be used for charged
purchases or by headquarters personnel.

The department should not use its bank draft purchase

system for purposes other than those authorized by
the State Administrative Manual.

Payments Made without Vendor Invoices

The department's regional offices submit copies of
subpurchase orders and bank draft vouchers to
headquarters for payment. These documents, instead
of vendor invoices, are forwarded by headquarters to
the State Controller. Duplicate payments have
occurred when vendor invoices were also submitted for
payment.

State Administrative Manual Section 8422.1 requires
state agencies to submit original vendor invoices to
the State Controller for payment. This section also
authorizes agencies, under certain conditions, to
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Recommendation:

Item 8.

Finding:

Criteria:

Recommendation:

Item 9.

Finding:

Criteria:

Recommendation:

submit copies of idinvoices if the agencies cannot
obtain original invoices.

The department should require its regional offices to

submit vendor invoices for payment as required by the
State Administrative Manual.

Inadequate Collection Procedures

The department does not aggressively pursue
collection of overdue receivables; staff members are
not assigned specific responsibility for pursuing
collections. As a result, the department's
probability of collecting overdue receivables is
decreased. The amount of overdue receivables has not
been determined, however, the total reportable
receivable balance as of June 30, 1983, is
approximately $13.6 million.

State Administrative Manual Section 8776.5 requires
agencies to provide for prompt collection of
receivables.

The department should assign collection
responsibilities to specific staff members and follow
the State Administrative Manual procedures to
aggressively pursue collection of receivables.

Inadequate Separation of Duties for Payroll

Department employees who certify employee attendance
reports and process other payroll documents also
receive and distribute salary warrants. Unless these
duties are separated, employees may authorize
fictitious payroll payments.

State Administrative Manual Section 8580.1 requires
the separation of incompatible payroll duties.

The department should comply with the State

Administrative Manual and assign incompatible payroll
duties to separate employees.
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Item 1.

Finding:

Criteria:

Recommendation:

FRANCHISE TAX BOARD

Unreported Liabilities for Prepayments of Protested
Assessments and for Tax Overpayments

The board did not report liabilities of up to $134
million on its financial statements for the fiscal
year ended June 30, 1983. These liabilities comprise
prepayments of protested tax assessments and tax
overpayments made by taxpayers. The $134 million
represents the amount of taxpayer dollars that the
board may have to return to the taxpayers.

The board does not record these liabilities for two
reasons. First, the board does not recognize a
liability for prepayments of protested assessments.
Instead, the board records these prepayments as a
credit balance in the Accounts Receivable account.
Second, the board does not recognize a liability for
tax overpayments until it refunds the overpayment.
Furthermore, the board does not maintain adequate
documentation of tax overpayments to permit a
reasonable estimate of refunds payable to taxpayers.

State Administrative Manual Section 8242 states that
"all refund claims against Governmental Cost Funds
will be debited to the revenue account of the fiscal
year current at the time the agency files the refund
claim." Although the board's practice is 1in
accordance with the State Administrative Manual, we
believe that the Tiability for these overpayments
should be recognized in the current fiscal year.
This position is supported by the generally accepted
accounting principle that 1liabilities be recorded
when the obligation is incurred.

State Administrative Manual Section 8776.4 states
that prepayments of claims are not receivables and
should not be set up as a credit to the Accounts
Receivable. Instead, prepayments should be treated
as revenue collected in advance or as a liability
until the transaction is complete.

The board should maintain adequate documentation of
tax overpayments to permit a reasonable estimate of
refunds payable to taxpayers at year end. In
addition, the board should comply with Section 8776.4
of the State Administrative Manual and account for
prepayments of protested assessments as a liability
until the transaction is complete.
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Item 2.

Finding:

Criteria:

Recommendation:

Item 3.

Finding:

The Department of Finance should revise the State
Administrative Manual so that tax overpayments are
accounted for in accordance with generally accepted
accounting principles.

Inadequate Control over Cash Receipts

and Returned Warrants

The board has not established adequate procedures to
account for incoming cash receipts. Specifically,
the board does not prelist returned refund warrants
or vrestrictively endorse checks and warrants to
establish accountability at the point of first
receipt. We also found that the board does not use a
transfer receipt document when warrants are
transferred between employees. Prelisting of
incoming warrants provides documentation to aid in
determining that the correct amounts of cash are
deposited. A restrictive endorsement safeguards the
checks and warrants in the event of theft or loss. A
transfer receipt document provides greater
accountability over internal cash movements.

State Administrative Manual Section 8020.1 requires
agencies to prepare prelistings of all incoming
receipts consisting of cash and negotiable
instruments to localize accountability.
Section 8034.1 requires state agencies to
restrictively endorse checks and warrants on the day
they are received. Furthermore, Section 8021 of the
State Administrative Manual requires agencies to use
transfer receipts whenever cash or other cash items
are transferred between employees.

The board should establish accountability for cash
items at the point of first receipt and require the
use of a transfer receipt when cash is transferred
between employees.

Inadequate Fire Contingency Plan

The board does not have an adequate contingency plan
to safeguard checks and documents against loss in the
event of fire. The board processes millions of
checks and documents through its receiving area each
year. Although the checks and documents are highly
susceptible to loss due to fire or water damage from
the overhead sprinkler system, they are left
unprotected on desk tops.
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Criteria:

Recommendation:

Item 4.

Finding:

Criteria:

Recommendation:

Item 5.

Finding:

Good internal control requires that all assets be
adequately safeguarded against loss.

The board should identify areas that might sustain
heavy loss 1in the event of a fire and develop a
contingency plan to safeguard checks and documents in
these high-risk areas.

Improper Posting of Due to Other Funds Account

The board does not properly record transactions in
the "Due to Other Funds" account of the Personal
Income Tax and Bank and Corporation Tax funds.
Although the board properly records the liability
when tax payments are collected for the General Fund,
the board does not reduce the Tiability when the tax
revenues are subsequently transferred to the General
Fund. As a result, the account balance is misstated
during the year.

State Administrative Manual Section 10440 states that
the "Due to Other Funds" account should be credited
when a 1liability 1is created and debited when funds
are transferred.

The board should comply with Section 10440 of the
State Administrative Manual crediting the "Due to
Other Funds" account when a 1liability arises and
debiting the account when funds are transferred.
Further, the board should record revenue and transfer
information in memo accounts.

Inadequate Control of the Credit Follow-Up

Referral Report

The board does not exercise adequate control over the
Bank and Corporation Tax Fund "Credit Follow-Up
Referral" report. The Credit Follow-up Referral
report is a listing of all credit balances on the
Accounts Receivable masterfile and is used to issue
refunds to taxpayers. The report is not kept in a
secure location nor is access to the report
adequately restricted. Further, the board does not
keep a record of the final disposition of the credit
balances. As a result of these weaknesses, an
employee could use the information on the report to
issue fraudulent refunds. Because the board does not
maintain records of the disposition of the credit
balances, this misuse could go undetected.
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Criteria:

Recommendation:

Item 6.

Finding:

Criteria:

Recommendation:

Good internal control restricts access to sensitive
data and provides adequate assurance that errors and
irregularities are detected in a timely manner.

The "Credit Follow-up Referral" report should be
stored in a secure location; access to the report
should be restricted to those employees assigned to
work the credit balances. Finally, the board should
maintain a record of the disposition of the credit
balances.

No Formal Procedures To Verify Automated

Claims Schedules

The Corporate Transactions Unit has not formalized
procedures to verify the accuracy of
computer-generated claims schedules prior to
authorizing payment. Because there was no procedure
to verify the accuracy of computer-generated claims
schedules in November 1982, the unit authorized the
payment of duplicate refunds totaling $4 million.
Following this incident, the unit established
informal procedures to verify the accuracy of the
automated claims schedules; however, these procedures
have not been formalized.

Organizational policies and procedures should be well
documented.

The Corporate Transactions Unit should formalize

their procedures for verifying the accuracy of
automated claims schedules.

-113-



Item 1.

Finding:

Criteria:

Recommendation:

Item 2.

Finding:

Criteria:

Recommendation:

DEPARTMENT OF GENERAL SERVICES

Lump Sum Separation Payments Are Inaccurate

The department's personnel office staff incorrectly
calculate Tump sum separation payments. Six of the
fifteen separations we tested had errors in the
calculation of projected accumulated Tleave hours.
These errors resulted in four overpayments totaling
$565.64 and two underpayments totaling $496.86.
Consequently, the department is making excess
payments that could be difficult to collect and the
department is still 1liable for amounts owed to
separated employees.

State Personnel Board Personnel Transaction Manual
Section 623 prescribes the correct method for
calculating 1lump sum payments, including how to
project accumulated leave hours.

The department should provide additional training to
its personnel assistants in computing 1lump sum
separation payments. In addition, the department
should require that supervisory personnel review each
Tump sum calculation.

Inadequate Separation of Payroll Duties

Department employees who process attendance and other
payroll documents also handle undistributed salary
warrants. Unless these duties are separated, an
employee could authorize a fictitious payment for
personal use.

State Administrative Manual Section 8580.1 requires
that persons who receive salary warrants, distribute
salary warrants to employees, or handle warrants for
any other purpose, should not be authorized to
process or sign personnel documents.

The department should assign the safekeeping of
undistributed salary warrants to employees other than
those who certify or process payroll and personnel
documents.
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Item 3.

Finding:

Criteria:

Recommendation:

Item 4.

Finding:

Criteria:

Recommendation:

Controls over the Stock Inventory System Are Not
Adequate

The on-1ine stock inventory system at the Office of
State Printing does not require a password sign-on
before a person can gain access to or override the
data file. In addition, there are no edit checks in
the system to produce error listings when inventory
is carried at negative or zero balances or when
significant unit price fluctuations occur. As a
result, significant errors or irregularities in the
carrying value of inventory could remain undetected.

State Administrative Manual Sections 4846.5 and
4846.6 require strict security measures to guard
against the unauthorized access to data files and
against processing errors in electronic data
processing systems.

The Office of State Printing should implement
password control over access to the on-line stock
inventory system. It should also add internal edit
checks to the system such as reasonableness checks.

Work-in-Process Inventory Balance Is Overstated

The O0ffice of State Printing included in the balance
of work-in-process inventory at June 30, 1983, a
large number of printing jobs that were completed and
shipped prior to June 30, 1983. As a result,
work-in-process inventory was overstated and cost of
goods sold as well as revenue were understated.
Office of State Printing personnel identified some of
these jobs and disclosed them on the financial
statements as "Jobs Pending Closure." However, in
our sample of 150 work-in-process jobs, we discovered
20 jobs that the office shipped prior to
June 30, 1983, but did not identify as "Jobs Pending
Closure." Because it was impractical for us to
identify all errors in the account balance, we could
not determine the amount of overstatement of the
work-in-process inventory.

Generally accepted accounting principles define
work-in-process inventory as including only the cost
of partially completed products manufactured or
processed.

The O0ffice of State Printing should develop
procedures to identify all completed jobs as part of
the normal monthly billing cycle and should remove
completed jobs from the work-in-process inventory.
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Item 5.

Finding:

Criteria:

Recommendation:

Item 6.

Finding:

Criteria:

Accumulated Depreciation Is Overstated

The Office of State Printing has not adjusted the
group depreciation rates for changes in the estimated
service lives of equipment. As a result, some
equipment has been depreciated for a period
substantially Tonger than the originally estimated
service life. This overdepreciation has caused
accumulated depreciation to be overstated, and net
fixed assets to be understated, by at least
$1 million.

Depreciation rates used in financial reporting should
reflect actual service lives of the assets. When the
group depreciation method is used, the group
depreciation rate and the depreciable basis should be
periodically reviewed to ensure that the group of
assets is not significantly overdepreciated or
underdepreciated.

Office of State Printing personnel should
periodically review the group depreciation rates to
determine whether any adjustments to the rates should
be made to reflect changes in the estimated service
lives or whether the depreciable basis should be
reduced.

The Performance Appraisal Review Section Is Not in

Compliance with All Internal Auditing Standards

The Performance Appraisal Review Section 1is not in
compliance with the management standards of the
Institute of Internal Auditors. Specific weaknesses
include no documentation of supervisorial or
managerial reviews of audit progress, workpapers or
audit reports; no periodic appraisals of employee
performance; and no standardized internal
self-assessment program. As a result, management is
not assured that the work performed is of the
required quality or that all issues in an audit have
been resolved.

California Government Code Section 1236 requires all
state agencies that conduct internal auditing
activities to use the "Standards for the Professional
Practice of Internal Auditing" published by the
Institute of Internal Auditors. These standards
require the proper management of the internal
auditing department including a quality assurance
program, periodic evaluation of employee performance,
and development of an internal self-assessment
program.
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Recommendation:

The Performance Appraisal Review Section should
document all reviews of audit progress, workpapers
and audit reports; maintain periodic evaluations of
employee performance; and periodically assess its
policies and procedures to determine whether any
improvements can be made.
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DEPARTMENT OF HEALTH SERVICES

The Department of Health Services administers 6 of the 49 federal grants
we reviewed. They are the U.S. Department of Health and Human Services
grants, Federal Catalog Numbers 13.714, 13.856, 13.890, and 13.991;
U.S. Department of Agriculture grant, Federal Catalog Number 10.557; and
U.S. Environmental Protection Agency grant, Federal Catalog
Number 66.506.

Item 1. Noncompliance with Federally Mandated Claims Sample

Finding: In its sample of paid medical claims for October 1982
through March 1983, the department omitted from its
sample of claims that qualify for federal
reimbursement various classifications of payments for
medical benefits coded 03, 06, 07, 08, 10, 43, 86,
and 87. The department uses its findings from this
sample to estimate the amount of erroneous payments
and to develop cost effective ways of eliminating
erroneous payments for medical benefits. Because of
an incomplete sample, the department could be
incorrectly estimating the amount of erroneous
payments.

Criteria: The federal government requires the department to
sample payments for medical benefits for which the
department receives federal reimbursements, identify
the types and amounts of errors, and thus draw
inferences about the payments.

Recommendation: The department should ensure that all claims that

qualify for federal reimbursement are included in its
sample universe.

Item 2. Unaudited Expenditures

Finding: The department is not able to audit the computation
of payments for "crossover claims." Crossover claims
are provider invoices that are first processed and
partially paid by the federal government and then
processed by the department. During fiscal year
1982-83, the department paid $162 million for
crossover claims. However, the department receives
only summarized data from the federal government and
does not have sufficient information to determine
that the amount the federal government has paid was
computed correctly. Consequently, the department

-118-



Criteria:

Recommendation:

Item 3.

Finding:

Criteria:

Recommendation:

Item 4.

Finding:

cannot determine that the State is paying only those
amounts for which it is Tiable.

Good internal control requires that the State be able
to determine that it pays only those amounts for
which it is Tiable.

The department should request that the federal
government provide sufficient detail on the
providers' invoices and on the amounts that the
federal government has paid so that the department
can conduct audits to assure that the State's
liability is accurate.

Food Vouchers Are Not Reconciled in a Timely Manner

The department does not promptly reconcile food
vouchers dissued to food vouchers redeemed under the
Special Supplemental Food Program for Women, Infants,
and Children (WIC). As of November 21, 1983, the
August 1983 reconciliation was complete and the
September 1983 reconciliation was in progress. To
detect possible irregularities promptly, the
department should complete the reconciliation in a
timely manner.

The department does not promptly reconcile vouchers
issued to vouchers redeemed because of the large
number of transactions, a cumbersome reconciliation
process, and an inadequate reconciliation format.

Good 1internal control and federal regulations
(7C.F.R. 246.11(h)) require that the records of food
vouchers issued be reconciled against the records of
food vouchers redeemed to control the accuracy of the
records.

The department should promptly reconcile food
vouchers idissued to food vouchers redeemed, and it
should establish a reconciliation format that
includes all outstanding or unreconciled vouchers.

The Department Does Not Take a Periodic Physical

Inventory of Food Vouchers

The department maintains a perpetual inventory system
of food vouchers, but it does not take a periodic
physical inventory to determine whether food vouchers
are damaged or missing. If no physical inventory is
taken, missing or improperly issued food vouchers may
go undetected. A physical inventory is especially
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Criteria:

Recommendation:

Item 5.

Finding:

Criteria:

Recommendation:

Item 6.

Finding:

Criteria:

important since the department does not promptly
reconcile food vouchers issued to food vouchers
redeemed.

Good internal controls require that a physical
inventory of food vouchers be conducted periodically
and that any differences from the accounting records
be resolved and adjusted accordingly.

The department should perform a periodic physical
inventory of food vouchers, and it should require
that all purchased and issued food vouchers be
accounted for.

Excessive Federal Funds On Hand

The department's cash balances of federal funds for
the Special Supplemental Food Program for Women,
Infants, and Children (WIC) for the quarter ended
June 30, 1983, exceeded that authorized by the
federal government. During the quarter, the
department had a combined average daily cash balance
in the Public Health Federal Fund (WIC portion only)
and the Food Voucher Revolving Fund of approximately
$4 million. This balance was sufficient to pay
administrative and program expenditures for 10.8
working days.

The Food and Nutrition Handbook 150, Section 2,
authorizes the State to maintain a federal cash
balance that is sufficient to meet the department's
needs for three working days.

The department should ensure that federal cash on
hand does not exceed the federally authorized limit.

Weaknesses in Accounting for Cash

The department has not assigned responsibility for
preparing and reviewing the monthly reconciliation of
the department's general cash balance to the State
Controller's records. Moreover, the reconciliation
prepared for the period ended June 30, 1983, was
incorrect because it did not include several deposits
in transit, totaling $76,000. As a vresult, the
department's general cash balance was understated by
that amount as of June 30, 1983.

State Administrative Manual Section 8060 requires

that departments reconcile their general cash
accounts each month.  Section 7921.1 requires that
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Recommendation:

Item 7.

Finding:

Criteria:

Recommendation:

Item 8.

Finding:

the reconciliation include a list showing the date
and amount of each deposit in transit. The Tist
should include all deposits in transit.

The department should assign specific employees to
prepare the monthly reconciliation of the general
cash account. Additionally, the department should
review the reconciliation to assure that it is
prepared each month and that all deposits and other
reconciling items are properly accounted for.

Payroll Processed without Certified Attendance
Reports

The department releases regular payroll warrants
without certified attendance reports from the program
units. Some certified attendance reports were as
much as six months late, and in some cases they were
not received by the personnel unit. As a result, the
department may be paying employees for time not
worked. Additionally, Tleave times reported in the
attendance reports were not promptly posted to the
leave balance records.

Payroll Procedures Manual Section 10.231 vrequires
that the department report to the State Controller's
office the actual time worked. Additionally,
attendance report documents are due in the Personnel
Office by the fifth work day of the month for the
preceding pay period.

The department should obtain and review all
attendance reports before releasing payroll warrants.
The department has implemented procedures to notify
unit chiefs when attendance reports are continuously
late or in error.

Lump Sum Vacation Payments Are Not Computed Correctly

The department frequently does not correctly compute
lump sum vacation payments for employees leaving the
department. The department did not correctly
compute 16 of the 30 payments that we tested. We
found overpayments of $417 and underpayments of $979.
The department does not wupdate its leave balance
records promptly because its employee attendance
reports are late. Consequently, the personnel unit
uses incomplete records in computing lump sum
payments.
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Criteria:

Recommendation:

Item 9.

Finding:

Criteria:

Recommendation:

Good accounting practice requires that Tump sum
vacation payments be supported by adequate
documentation. The documentation should include an
updated Teave balance report and worksheet showing
how the amount is computed.

The department should require that all leave amounts
reported in attendance reports be posted to the leave
balance reports before computing Tump sum vacation
pay, and that computations be adequately documented.

Weaknesses in Internal Controls over Disbursements

The department did not adequately control certain
disbursements related to medical benefits and
employee travel. For instance, the unit responsible
for processing refunds to medical providers did not
always review the provider's invoices or compare the
name of the payee on the warrant to the name on the
invoice. Also, the department did not adequately
control the distribution of travel checks to
departmental employees, and it allowed travel checks
to be picked up by unauthorized employees.
Furthermore, the department did not always obtain two
signatures when required for payments of $15,000 and
over. The department reported that each of these
weaknesses resulted in a case of employee fraud and
collusion.  The department initially incurred a loss
of approximately $186,000 from these cases. We
estimate that $20,000 of the potential 1loss was
federal funds. The losses are covered by a fidelity
bond from the State's Office of Insurance and Risk
Management, but the department is not sure to what
extent the Tosses are covered.

State Administrative Manual Section 8422.1 requires
departments to audit invoices for propriety before
submitting them to the State Controller's office for
payment. Section 8422.6 specifies that warrants for
travel costs should not be routed through the person
who prepares or approves the travel claim.
Section 8001.2 requires two signatures for all
payments of $15,000 or more to payees other than the
State  Treasurer, other state agencies, or as
otherwise authorized by the Department of Finance.

During our audit work, the department began to take
corrective action. The department has begun to
require that all requests for refunds to medical
providers have two signatures, including the
originator and the supervisor of the unit requesting
the payment, and that the request include the medical

-122-



Item 10

Finding:

Criteria:

Recommendation:

provider's invoice. Also, the department now
distributes a quarterly 1listing to section chiefs,
requiring positive confirmation of employees'
authorized travel and related costs. Furthermore,
the department now requires two signatures for all
revolving fund disbursements of $15,000 and over to
payees other than the State Treasurer, other state
agencies, or as otherwise authorized by the
Department of Finance.

Additionally, we recommend that the person who
prepares the bank reconciliation, review paid
revolving fund warrants to ensure that all payments
over $15,000 contain two authorized signatures.

Expenditures Reported for the WIC Program Are Based

on Estimates

The department uses estimates instead of actual
records in preparing the monthly Federal Financial
Status Report (FSR) for the Special Supplemental Food
Program for Women, Infants, and Children (WIC).
Estimates are used since complete financial data
cannot be compiled in a timely manner. The
department does not revise the estimates as actual
expenditures become known.

Federal Circular A-102, Attachment G requires that
the grantee's financial management system provide for
accurate, current and complete disclosure of the
financial results of each grant program.
Additionally, good accounting practices require that
reported expenditures be supported by accurate
accounting records. When estimates must be wused in
place of recorded accounting information, the
estimates should be vrevised to include actual
expenditures as these amounts become known.

During our audit, the department advised us that
beginning in  fiscal year 1983-84, estimated
expenditures reported in the Monthly Federal
Financial Status Report are being revised on
subsequent monthly reports to reflect actual
expenditures. We vrecommend that the department
continue to report actual expenditures to the federal
government as these amounts become known.
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Item 11.

Finding:

Criteria:

Recommendation:

Final Federal Financial Status Report Not Reconciled

to Accounting Records

The department did not reconcile the final Federal
FSR for the federal Microbiology and Infectious
Diseases Research grant, dated December 15, 1982, to
the department's accounting records. The FSR shows
$208 more 1in expenditures than the department's
accounting records.

Circular A-102, Attachment G requires that the
grantee's financial management system provide for
accurate, current and complete disclosure of the
financial results of each grant program.

The department should reconcile all differences

between the Federal Financial Status Report and the
department's accounting records.
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HUMBOLDT STATE UNIVERSITY

Humboldt State University administers one of the 49 federal grants we

reviewed. It

Number 15.114.

Item 1.

Finding:

Criteria:

Recommendation:

Item 2.

Finding:

Criteria:

Recommendation:

is the U.S. Department of Interior grant, Federal Catalog

Inadequate Separation of Duties Involving Cash

Transactions

We found inadequate separation of duties over the
refund of fees and scholarship monies. One employee
is responsible for authorizing the payment, preparing
the check, and countersigning the check for the
refund of fees and scholarship monies. Additionally,
the same employee maintains the depositors ledger.
Consequently, the employee could authorize a
fictitious payment and direct the payment for
personal use.

State Administrative Manual Section 8080 specifies
that employees who prepare checks should not also
authorize disbursements or sign checks.

The university should assign the duties of
authorizing disbursements and signing checks to an
employee other than the one responsible for preparing
checks and maintaining the depositors ledger.

Inadequate Separation of Duties Involving Property

One employee who 1is assigned the duties of the
property clerk is also assigned the duties of the
inventory clerk. Unless these duties are separated,
the university could lose equipment and not discover
the loss.

State Administrative Manual Section 8659 prohibits
the custodian of property records from controlling or
supervising inventories.

The university should assign the duty of counting

inventory to employees other than those who maintain
property records.
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Item 3.

Finding:

Criteria:

Recommendation:

Item 4.

Finding:

Criteria:

Recommendation:

Locally Built Projects Are Not Recorded

The university's accounting office does not record
the cost of 1locally constructed improvements and
additions to university buildings and other
structures in the property records. The university's
Plant Operations department does not provide the
accounting office with the costs that should be
recorded.

State Administrative Manual Section 8655.4 requires
that Tlocally built improvements or additions be
recorded in the property ledger.

The university should develop and implement

procedures for recording the cost of all Tocally
built projects in the property records.

Inadequate Control over Attendance Reporting

The Office of the Dean, College of Business,
submitted attendance reports during April, May, and
June of 1983 on behalf of a teaching assistant who
was no longer employed. The erroneous attendance
reports were kept as a vresult of a Tack of
communication and coordination between the Office of
the Dean, which 1is responsible for maintaining
attendance vreports, and the Department of Computer
Information Systems, which is responsible for the
hiring, supervision, and separation of its teaching
assistants. The former teaching assistant declined
to accept the warrants generated on the basis of
these attendance reports and the university returned
them to the State Controller.

To avoid payments for services not performed, prudent
business practice dictates that attendance reports be
maintained only for current employees.

The university should verify that individuals are

working or are on leave before recording attendance
that results in payments to employees.
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Item 1.

Finding:

Criteria:

Recommendation:

Item 2.

Finding:

Criteria:

Recommendation:

DEPARTMENT OF INDUSTRIAL RELATIONS

Monies Not Remitted Promptly to the General Fund

During fiscal year 1982-83, the Unpaid Wage Fund had
not remitted monies to the General Fund that, by
statute, belonged in the General Fund. We noted that
as of July 1, 1982, the amount had exceeded the
statutory limit of $200,000; at May 31, 1983, the
amount in excess of $200,000 had accumulated to
$3,800,000. By not transferring these monies, the
department has denied the General Fund use of these
funds to pay current obligations.

Labor Code Section 96.7 states that whenever the
balance in the Industrial Relations Unpaid Wage Fund
exceeds $200,000, the Labor Commissioner shall
transmit the excess amount to the General Fund.

The department should establish procedures to ensure
the funds are remitted to the General Fund promptly
when accumulated amounts exceed $200,000.

Inadequate Separation of Duties Pertaining to Payroll
Transactions

Employees who certify attendance and process other
personnel and payroll documents also receive and
distribute salary warrants for the department's
approximately 2,300 employees. Unless these duties
are separated, an employee could authorize a
fictitious payment for personal use.

State Administrative Manual Section 8580.1 requires
that persons who receive salary warrants, distribute
salary warrants to employees, or handle warrants for
any other purpose should not be authorized to process
or sign personnel and payroll documents.

The department should assign the duties of
distributing salary warrants to employees other than
those who certify or process payroll and personnel
documents.
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Item 3.

Finding:

Criteria:

Recommendation:

Improper Separation of Duties Pertaining to Contract
Approvals

The procurement supervisor has the authority to both
initiate and approve contracts on behalf of the
department. This lack of separation of duties
increases the risk that contracts may be entered into
under terms unfavorable to the State or for personal
gain of an employee.

Good internal control practices require that the
authority to initiate and to approve contracts be
assigned to two different individuals.

The department should not allow the procurement
supervisor to approve contracts that he initiates.
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DEPARTMENT OF JUSTICE

The Department of Justice administers one of the 49 federal grants we
reviewed. It is the U.S. Department of Health and Human Services grant,
Federal Catalog Number 13.775.

Item 1.

Finding:

Criteria:

Recommendation:

Item 2.

Finding:

Criteria:

Recommendation:

Overcharges of Indirect Costs

The department overcharged the Medi-Cal Fraud Grant
by $16,236. The overcharge resulted because the
department wused an incorrect direct cost base to
calculate indirect cost charges. After we informed
department personnel of the error, they corrected the
overcharge by reducing the billings to the federal
government in March 1983.

Federal Publication OASC-10 requires that recipients
of federal funds should not charge indirect costs in
excess of amounts approved in the Indirect Cost Plan.

The department should establish procedures that will

assure that only indirect costs approved in the
Indirect Cost Plan are charged to federal programs.

Unbilled Rental Costs

The department did not recover all reimbursable costs
associated with the Medi-Cal Fraud Grant. The
department did not charge rental expenses for October
and November 1983, totaling $8,773, to the grant
because of a coding error.

We informed department personnel of the coding error.
The department subsequently charged the grant for the
unbilled rental expenses in March 1983.

State Administrative Manual Section 8755 requires
state agencies to charge for all appropriate costs.

The department should establish procedures that will

ensure that all reimbursable costs are billed to the
federal government.
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Criteria:

Recommendation:

Item 2.

Finding:

DEPARTMENT OF MENTAL HEALTH

Incorrect Preparation of Financial Reports

The Department of Mental Health did not submit to the
control agencies correct and complete year-end
financial reports 1in accordance with the State
Administrative Manual. We found that for fiscal year
1982-83 the department did not report correct amounts
of revenues and expenditures in its financial reports
and did not prepare the following required reports:
(1) Report 15, "Reconciliation of Agency Accounts
With Transactions Per State Controller"; (2) Report
9, "Analysis of Change in Fund Balance (Statement of
Operations)"; and (3) Report 19, "Fixed Assets
Certification." Additionally, the department records
did not adequately support $14.9 million in revenues
and at the conclusion of our field audit work,
December 29, 1983, the department was still in the
process of trying to identify and support
approximately $10.4 million in expenditures.

Because of these deficiencies, the department's
financial statements are neither complete nor
accurate, and information reported to the State
Controller is misstated.

State Administrative Manual Section 7960 requires
agencies to prepare complete year-end financial
reports.

The department should prepare all required year-end

financial statements in accordance with the State
Administrative Manual.

Late Financial Statements

The department did not submit its final financial
statements to the State Controller until the middle
of November 1983. The State Administrative Manual
requires state agencies to submit their financial
statements for governmental funds by July 20 and for
nongovernmental funds by August 20. However, until
the end of December, the department was correcting
errors it had made during the year in entering data
into the CALSTARS.
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Criteria:

Recommendation:

Item 3.

Finding:

Criteria:

Recommendation:

Item 4.

Finding:

Criteria:

Agencies that submit financial statements late delay
the State Controller in compiling complete financial
statements for the State of California.

State Administrative Manual Section 7950 requires
agencies to submit their final financial statements
no later than July 20 of each year for Governmental
Funds and August 20 for Nongovernmental Funds.

The department should submit its financial statements

to the State Controller by the dates required by the
State Administrative Manual.

Inadequate Separation of Payroll Duties

Atascadero State Hospital employees who certify and
process personnel documents also distribute salary
warrants. Unless these duties are separated, an
employee could authorize a fictitious payment for
personal use.

State Administrative Manual Section 8580.1 requires
that persons who receive, distribute, or handle
salary warrants for any other purpose, should not be
authorized to process or sign personnel documents.

The administrator of the hospital should assign the
distribution of salary warrants to employees other
than those who certify or process personnel
documents.

Inadequate Separation of Accounting Duties

Two employees 1in the accounting section of the
hospital perform duties that are not adequately
separated. One employee receives remittances,
prepares deposits, prepares checks, and maintains the
disbursement register. The second employee
reconciles the bank account, controls the blank
checks, maintains the receivable ledgers and general
ledger, and also operates the computer terminals.
Failure to separate these duties makes it possible
for an employee to conceal irregularities and make
unauthorized payments.

State Administrative Manual Sections 8080 through
8080.2 prescribe the separation of duties for
agencies whose accounting systems include manual and
automated data processing. Section 8080.1 of the
manual also prescribes that employees of units other
than the accounting unit may be used to provide
separation of duties.
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Recommendation:

The administrator of the hospital should reassign
duties among employees in the accounting unit and
other units of the hospital to provide the separation

of duties as required by the State Administrative
Manual.
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Jtem 1.

Finding:

Criteria:

Recommendation:

Item 2.

Finding:

Criteria:

Recommendation:

DEPARTMENT OF MOTOR VEHICLES

Inadequate Monitoring of Internal Controls

The department has not established an effective
internal auditing function to monitor internal
controls. Although the department annually collects
approximately  $1.9 billion and spends over
$200 million, the Internal Audits Unit 1is not
providing management with an effective measurement
and evaluation of established systems of internal
controls. As a result, management 1is not given
timely assurance that the department is in compliance
with the various policies, plans, procedures, Tlaws,
and regulations that have an impact on its operations
and reports.

Government Code Section 1236 requires that internal
auditors follow the general and specific standards
established by the Institute of Internal Auditors,
Inc. This body describes internal auditing as a
managerial control that functions by measuring and
evaluating the effectiveness of other controls.

The department should require that the Internal Audit
Unit monitor established systems of internal control
on a continual basis.

Inadequate Preparation of Financial Statements

The department's financial statements and supporting
financial records contain numerous errors and
inconsistencies, and the adjustments to the financial
records are not supported by journal entries and/or
other adequate documentation. As a result, the
department did not submit its amended final year-end
financial statements to the State Controller until
nearly three months after the required submission
date.

State Administrative Manual Section 7950 requires
departments to submit accurate year-end financial
statements to the State Cohtroller no later than
July 20 for Governmental Cost Funds.

The department should implement procedures that
ensure the adequate maintenance of financial records
and the accurate and timely preparation of year-end
financial statements.
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Item 3.

Finding:

Criteria:

Recommendation:

Item 4.

Finding:

Criteria:

Recommendation:

Item 5.

Finding:

Failure To Retain Records

Because of limited storage space, the department does
not maintain certain records that are necessary to
verify the propriety of revenue transactions. These
records include sundry revenue receipts, certificates
of nonoperation, and International Registration
Program transmittal notices.

An adequate audit trail dis necessary to enable
management to direct and control its operations, to
reconstruct files in the event of processing errors,
and to accommodate the needs of internal and external
auditors.

The department should retain records that support the
propriety of all financial accounting transactions to
meet the needs of the internal and external auditors
and provide for its own protection.

Inadequate Monitoring of Sundry Revenue Transactions

The department does not adequately monitor sundry
revenue transactions. These transactions reflect the
collection of drivers license fees and miscellaneous
revenues. Although the department annually collects
over $80 million in sundry revenue, the Cash Audits
Unit no longer reviews these activities. Without
this review, the department has T1ittle assurance that
these transactions are properly processed.

Good internal control requires that sundry revenue
transactions be monitored at headquarters to provide
management with greater assurance that these
transactions are properly processed by the field
offices.

The department should implement procedures within the
Cash Audits Unit to monitor sundry revenue
transactions.

Inadequate Control over Accountable Items

Under the department's present inventory system,
there is no independent review of the inventory of
accountable items and no report or standard against
which to measure the inventory. The inventory of
accountable items includes drivers license
applications, registration stickers, suspense
receipts, and license plates. Without adequate
control over these items, there is a potential that
undetected waste or misuse could occur.
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Criteria:

Recommendation:

Item 6.

Finding:

Criteria:

Recommendation:

Good internal control requires an inventory system
that provides a continuous record of accountable
items received, issued, and on hand.

The department should implement an inventory system

that will provide for control over the inventory of
accountable items.

Inadequate Support for Uncleared Collections

The June 30, 1983, uncleared collections account
balance totaled approximately $112 million. The
department was unable to provide a detailed Tisting
of uncleared collections that supported the account
balance. Therefore, we could not verify the
uncleared collections account balance by testing the
transactions that support the total.

Good internal control requires the periodic
reconciliation of subsidiary records with the
associated control account, thus assuring the
detection of errors and the fair statement of the
account balance.

The department should prepare a detailed Tisting of

its uncleared collections and vreconcile it to the
account balance total.
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DEPARTMENT OF PARKS AND RECREATION

The Department of Parks and Recreation administers one of the 49 federal
grants we reviewed. It is the U.S. Department of Interior grant, Federal
Catalog Number 15.916.

Item 1. Delays in Requesting Federal Reimbursements

Finding: The department did not promptly request
reimbursements from the federal government under the
State Planning Project Grant 060901. The department
had not prepared the documents needed for requesting
reimbursements, such as expenditure reports, planning
narratives, and the audit report, until 17 months
after the project was completed. We estimate that if
the department had requested federal reimbursements
promptly, interest earnings of the General Fund could
have increased by approximately $48,000. This
estimate is based on a prevailing average interest
rate at the time of 12 percent.

Criteria: State Administrative Manual Section 8755 vrequires
state agencies to bill promptly for services provided
to maximize the State's interest earnings.

Recommendation: The department should promptly prepare documents

necessary to bill for services provided as required
by the State Administrative Manual.

Item 2. Undocumented Distribution of Travel Expenses

Finding: During our examination of the Land and Water
Conservation Fund Grant, we found that the department
has not established an allocation system to.equitably
charge travel expenses to the appropriate funding
sources. As a result, the department was wunable to
provide support for its distribution of actual travel
expenses to individual projects.

Criteria: Federal Management Circular A-87 requires recipients
of federal funds to establish an allocation system
that identifies and equitably charges expenditures to
the appropriate funding sources.

Recommendation: The department should comply with federal regulations
and establish a system that identifies and equitably
charges expenditures to the appropriate funding
sources.
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Item 3.

Finding:

Criteria:

Recommendation:

Item 4.

Finding:

Criteria:

Recommendation:

Travel Expense Claims Are Not Always Supported by
Receipts or Vouchers

We found that the department's travel expense claims
are not always supported by airline ticket order
stubs, unused portion of tickets, or other credit
documents supporting reimbursements to employees. The
failure to require receipts or vouchers for travel
expense claims may result in erroneous or duplicate
payments to employees.

Board of Control Rule Sections 710(a) and 713(c)
require that, with a few exceptions, receipts or
vouchers be submitted for every item of expense.

The department should comply with Board of Control
Rule Sections 710(a) and 713(c) by requiring receipts
or vouchers for all items of expense claimed for
reimbursement.

Inadequate Preparation of Financial Statements

The department does not prepare its year-end
financial reports 1in accordance with the State
Administrative Manual. Specifically, for the General
Fund, the department understated general cash at
June 30, 1983, by $48,265. Also, the department did
not accrue a valid obligation for unpaid unemployment
insurance compensation in the amount of $499,688. In
addition, for the State Beach, Parks, Recreation and
Historical Facilities Fund of 1974 and the State
Urban and Coastal Park Fund, the department did not
segregate encumbrances outstanding from accounts
payable at June 30, 1983. For the Parklands Fund of
1980, the department did not accrue all sub-purchase
orders for goods or services received by June 30,
1983. Because of these deficiencies, the
department's year-end financial reports are neither
complete nor accurate when submitted to the State
Controller.

State Administrative Manual Section 7960 requires
year-end financial reports to be submitted to the
State Controller's Office with a certification that
such statements are true and correct.

To make 1its year-end financial reports complete and
accurate, the Department of Parks and Recreation
should report all general cash, accrue all valid
obligations, and separate encumbrances outstanding
from accounts payable at June 30.
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Item 5.

Finding:

Criteria:

Recommendation:

Item 6.

Finding:

Criteria:

Recommendation:

Item 7.

Finding:

Inadequate Separation of Duties

A department employee who receives remittances,
authorizes disbursements, and reviews and approves
the bank reconciliation, also has custody of blank
warrant stock. Failure to separate these duties
makes it possible for one employee to make and
conceal fictitious payments by preparing warrants for
unauthorized disbursements, signing or forging
signatures on the warrants, and concealing
unauthorized disbursements in the bank
reconciliations.

State Administrative Manual Section 8080 specifies
that the duties listed above should be separated and
assigned to several employees.

The department should separate the duties of
receiving remittances, authorizing disbursements,
approving bank reconciliations, and having custody of
blank warrant stock so that no one person performs
more than one of these duties.

Unrecorded Cash Collections

Area offices do not submit deposit slips and reports
of collections to department headquarters promptly
because the department does not monitor the deposits
and reports of area offices. As a result, the
department's control over cash collections and
deposits is weak and the department's cash account is
continually understated. As of June 30, 1983, the
department's cash account was understated by
approximately $1.7 million.

To provide accounting control and to ensure that the
department's year-end financial reports are correct,
the department's cash account must be promptly
credited for all cash collections.

The department should instruct area offices to submit
deposit slips and reports of collections to
department headquarters promptly. In addition, the
department should monitor the area offices to ensure
that these instructions are followed.

Inadequate Control over Salary Advances

At June 30, 1983, the department's salary advances
outstanding over six months totaled approximately
$18,000. These advances, which are interest free
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Criteria:

Recommendation:

Item 8.

Finding:

Criteria

Recommendation:

Item 9.

Finding:

loans, made up more than half of the department's
total salary advances at June 30, 1983. The Tong
outstanding advances result from a lack of effort to
collect amounts due from employees.

State Administrative Manual Sections 8118 and 8595
specify that salary advances should be cleared during
the next pay period when the department receives the
State Controller's warrant. In addition,
Section 8580.4 states that agencies are not to
distribute salary warrants to terminating or
transferring employees until the agency is assured
that all previous outstanding advances have been
cleared.

The department should establish procedures to ensure
compliance with State Administrative Manual
requirements regarding salary advances. In addition,
the department should establish schedules to recover
the salary advances or seek relief of accountability
from the State Board of Control.

Checks Outstanding over Two Years

The department has checks outstanding over two years
totaling $4,469. These checks must be considered
each month when a bank reconciliation 1is prepared.
This 1is unnecessarily cumbersome and time consuming
and serves no useful purpose.

State Administrative Manual Section 8042 requires
that checks outstanding over two years be cancelled
and the amount of such checks be remitted to the
Special Deposit Fund as unclaimed moneys.

The department should comply with Section 8042 of the
State Administrative Manual.

Improper Accounting for Receivables

The department's receivable balance is overstated and
does not accurately vreflect the amounts owed the
department. The department does not reduce
receivable balances for partial collections; instead,
the department holds the partial collections as
uncleared collections until the entire balance is
collected. The collections are then recorded in the
Accounts Receivable ledger and transferred to a fund
in the State Treasury accounted for by the State
Controller.
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Criteria:

Recommendation:

Item 10.

Finding:

Criteria:

Recommendation:

Good accounting control for receivables requires
accurate and timely recordkeeping in order to reflect
the true amounts owed the department. In addition,
State Administrative Manual Section 8091 requires
departments to remit collections to a fund in the
State Treasury within 30 days of the date of
collection.

The department should reduce receivable balances as
collections are made and remit these collections to a
fund in the State Treasury as required by the State
Administrative Manual.

Lack of Control over Revolving Fund Accounts

The department does not use a revolving fund
receivable Tledger; as a result, we were unable to
obtain adequate documentation to support the
revolving fund balances.

State Administrative Manual Section 8190 directs
state agencies to use a receivable ledger to account
for revolving fund transactions.

The department should establish and maintain a

revolving fund receivable ledger as required by the
State Administrative Manual.
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DEPARTMENT OF REHABILITATION

The Department of Rehabilitation administers one of the 49 federal grants

we reviewed.

is the U.S. Department of Education grant, Federal

Catalog Number 84.126.

Item 1:

Finding:

Criteria:

Recommendation:

Lack of Written Procedures

The department has not established written procedures
for preparing federal financial reports and
requesting federal funds. As a result, the
department made several errors in preparing the
worksheets used to support the financial status
report of the Basic Support, Section 110, grant for
the quarter ended June 30, 1983. The net effect of
the errors was to understate expenditures by $20,928.
The Department of Finance reported the lack of
written procedures in its two Office of Management
and Budget Circular A-102, Attachment P, audit
reports dated December 31, 1981, and January 3, 1984.
However, the department has not yet taken corrective
action.

Good management practices require written procedures
for significant aspects of agency accounting. The
procedures should ensure that the federal financial
reports are accurate, and are in conformance with
federal rules and regulations.

The department should prepare written procedures for
preparing federal reports and drawing federal funds.
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DEPARTMENT OF SOCIAL SERVICES

The Department of Social Services administers 7 of the 49 federal grants

we reviewed.

grants, Federal
13.679; and U.S.

Number 10.551.

Item 1.

Finding:

Criteria:

Recommendation:

Item 2.

Finding:

They are the U.S. Department of Health and Human Services
Catalog Numbers 13.802, 13.808, 13.814, 13.646, 13.667,

Department of Agriculture grant, Federal Catalog

Payments to Counties Could Exceed Authorized Limits

The department did not reconcile county Cost
Allocation Plans (CAP) approved by the State
Controller's office with county claims for fiscal
year 1982-83. As a result, the department could pay
claims for administrative costs from counties in
excess of the amounts approved in their respective
CAPs. The department has proposed a process that
will allow it to reconcile the fiscal year 1983-84
claims to the respective CAPs.

To assure that all claimed costs have been approved
and that claimed costs do not exceed amounts approved
in county CAPs, county claims must be reconciled to
approved CAPs.

Prior to approving payments to counties for
administrative costs, the department should reconcile
approved county CAPs with county claims to ensure
that claimed costs do not exceed costs approved by
the State Controller.

Delays in Requesting Federal Reimbursement

The department is losing potential interest earnings
due to delays in requesting federal reimbursement.
Lost 1interest earnings on delayed reimbursements
approximated $121,000 for fiscal year 1982-83. The
department did not promptly request federal
reimbursement under various federal programs because
interagency agreements with the State Department of
Health Services were not signed in a timely manner.

In estimating the additional interest that the State
could have earned, we based our calculations on the
prevailing interest rate of approximately
10.5 percent for fiscal year 1982-83. In previous
reports, we noted losses to the department for fiscal
years 1980-81 and 1981-82 totaling $311,500. Some,

-142-



Criteria:

Recommendation:

Item 3.

Finding:

Criteria:

Recommendation:

Item 4.

Finding:

but not all, of the fiscal year 1983-84 interagency
agreements with the Department of Health Services
have been signed in a reasonably timely manner.

Prudent fiscal management requires that interagency
agreements be executed promptly so that the State can
collect all reimbursements due from the federal
government as soon as the State is entitled.

The department should ensure that all interagency

agreements that relate to federal reimbursement are
executed in a timely manner.

Federal Financial Reports Are Not Reconciled to the

Accounting Records

The department did not reconcile its federal
financial reports with departmental accounting
records for fiscal year 1982-83. Failure to
reconcile federal financial reports to the accounting
records can result in the misstatement of claims for
cash advances and reimbursements from the federal
government and may also prevent the early detection
of irregularities such as erroneous adjustments and
nonreceipt of federal funds. The Department of
Finance prepared reconciliations of the department's
federal financial reports for three programs as of
September 30, 1982.

Department of Finance management memo 83-21 requires
all state agencies receiving federal funds to direct
their accounting officer to reconcile federal
financial reports to their official accounting
records.

The department should direct its accounting officer

to reconcile federal financial reports to its
official accounting records.

Inadequate Time Distribution Records

We found that the department's Employment Programs
Bureau did not maintain appropriate time distribution
records to demonstrate that employee time was
distributed equitably among the various federal
programs. Failure to maintain time distribution
records may result in the loss of federal funds. The
department has proposed procedures to maintain time
distribution records for the 1983-84 fiscal year.
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Criteria:

Recommendation:

Item 5.

Finding:

Criteria:

Recommendation:

Item 6.

Finding:

Criteria:

Federal Management Circular 74-4 Attachment B
requires that salaries and wages of employees
chargeable to more than one grant program or other
cost objective be supported by appropriate time
distribution records.

The department should implement its proposed
procedures to maintain appropriate time distribution
records for employees whose time is chargeable to
more than one grant program.

Excessive Federal Funds On Hand

We found that at times the department requests
federal funds three months in excess of cash needs.
As an example, in one transaction, approximately
$3,514,248 was on hand three months before
disbursement. Maintaining "excessive cash" may
result in the termination of advance financing from
the federal government.

Department of Treasury Circular 1075 Section 205.4
requires that "the timing and amount of cash advances
shall be as close as is administratively feasible to
the actual disbursements by the recipient
organization."

The department should immediately dimplement cash
management procedures to ensure that federal cash is
not drawn in excess of that required for immediate
disbursement needs.

Failure To Require Authorized Notices of Employee

Leave Taken

The department does not have adequate procedures to
ensure the accuracy of attendance vreports. When
attendance reports submitted by various departmental
units to the Personnel Bureau fail to include an
authorized notice of 1leave taken, the Personnel
Bureau prepared a "dummy" notice indicating Teave
reported on the attendance report. The Bureau
maintains the "dummy" in the file until the
authorized notice is received; however, the
authorized notice may be received excessively late or
not at all. Without properly authorized notices of
leave  taken, the appropriateness of payroll
expenditures is in doubt.

The accuracy of the attendance reports, upon which
payroll amounts are based, requires that the notice
of leave taken be submitted promptly.
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Recommendation:

Item 7.

Finding:

Criteria:

Recommendation:

Item 8.

Finding:

Criteria:

The department's Personnel Bureau should establish a
procedure to obtain the authorized notices within a
reasonable period of time, guaranteeing that the
"dummy" notices are only temporary substitutes.

Payment of Airline and Car Rental Billings without

Evidence of Unit Approval or Receipt

The department permits invoices for airline travel
and car rental to be paid without evidence of
approval from unit supervisors and without evidence
of actual use of the services. The propriety of the
billings is checked against information on travel
claims  subsequently submitted. However, payment
before receipt of authorization may result in
inappropriate payments.

Proper 1internal control requires that the accounting
unit have documented evidence that expenditures are
justified and approved before any invoices are paid.

The department should require units responsible for
the expenditures to send to the accounting unit
timely notices of approved airline and car rental
expenditures and of actual use of the services,
against which the accounting unit can check billings
before they are paid.

Failure To Require Completed Checkout Procedures for

Terminating Employees

Employees have been allowed to Tleave department
employment without having a completed and authorized
checkout 1ist on file. Proper checkout procedures
prevent employees from terminating employment with
the State or transferring to another state agency
without clearing outstanding advances. Proper
procedures also assure the return of state property
such as credit cards and keys.

State Administrative Manual Section 8580.4 requires
that salary warrants "not be distributed to a
terminating employee until the agency is assured that
all outstanding travel and salary advances have been
paid." The checkout 1ist is used to document this
procedure.
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Recommendation:

Item 9.

Finding:

Criteria:

Recommendation:

Item 10.

Finding:

Criteria:

Recommendation:

The department should not issue employees their
separation warrants until the checkout T1list is on
file. The supervisorial review should include
determination of the presence of the completed and
authorized checkout document.

Incorrect Lump Sum Payments to Separating Employees

Department  procedures for determining 1lump sum
payments to separating employees should be improved.
We found that seven separating employees had received
incorrect amounts; five were underpaid a total of
$1,033.62 and two were overpaid a total of $2,705.38.

Prudent fiscal management requires that procedures be
adequate to assure that separating employees receive
the correct amount due.

The Personnel Bureau should require employees
computing separation amounts to prepare worksheets
showing the computation of Teave amounts due. The
worksheets should take into account leave used during
the month of separation. The personnel supervisor
should review the worksheets for completeness and
accuracy.

The Department Is Behind in Preparation of a

Reconciliation of Estimates to Actual Amounts

The department has not reconciled its estimated
county collections with the actual county collections
from absent parents for the Child Support Enforcement
Program in more than one year. As a result, for the
quarter ending March 1982, the department owes
various counties approximately $408,577.

Good internal control requires procedures to
periodically adjust estimated collections to actual
amounts collected.

The department should prepare quarterly
reconciliations between estimated county collections
and actual county collections from absent parents for
the Child Support Enforcement Program.
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OFFICE OF THE STATE CONTROLLER

The Office of the State Controller administers one of the 49 federal
grants we reviewed. It is the U.S. Department of Treasury grant, Federal
Catalog Number 98.005.

Item 1. Inadequate Control over Accounts Receivable

Finding: The State Controller's office does not promptly
record audit exception transactions in the general
ledger. Because of this deficiency, the Accounts
Receivable-Audit Exceptions account balance is
neither complete nor accurate.

Criteria: Good internal control requires that transactions be
recorded promptly to ensure the completeness and
accuracy of the accounting records.

Recommendation: The State Controller's office should implement

procedures to record all transactions affecting
Accounts Receivable-Audit Exceptions promptly.

Item 2. Inadequate Review of Interest Calculations

Finding: The Investments Unit calculates the distribution of
interest earnings, but it does not provide for a
review of the calculations by someone other than the
employee performing the calculations. As a result,
errors have occurred. For example, at June 30, 1983,
we determined that the interest calculated for
distribution to the General Fund was $54,000 Tess
than the fund was entitled to receive. As a result,
the interest calculated for distribution to the Fish
and Game Wildlife Preservation Fund, the Surplus
Money Investment Fund, and the Local Agency
Investment Fund was greater than these funds were
entitled to receive by $42,700, $7,900, and $3,400,
respectively.

The State Controller's office initially allocated the
interest to the respective funds in June 1983 but
subsequently corrected the erroneous allocation in
November 1983.

Criteria: Good 1internal control requires that procedures be

implemented that provide an opportunity to detect and
correct errors in calculations.
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Recommendation:

Item 3.

Finding:

Criteria:

Recommendation:

The State Controller's office should implement
procedures to provide a review of the accuracy of the
interest calculations by someone other than the
employee performing the calculations.

Inadequate Review of School Unit Accounting
Transactions

The School Unit has not established procedures to
ensure that the accounting records accurately reflect
transactions. We found posting errors in the Due
from School Districts-Loans account in the State
School Building Aid Fund. These errors result from
the lack of a review by someone other than the
employee who posted the transactions.

Good internal control vrequires that procedures be
implemented that provide an opportunity to detect and
correct posting errors.

The State Controller's office should implement
procedures to provide a review of the accuracy of the
postings to the Due from School Districts-Loans
account.
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Item 1.

Finding:

Criteria:

Recommendation:

Item 2.

Finding:

Criteria:

Recommendation:

OFFICE OF THE STATE TREASURER

Market Value of Securities Not Estimated

The State Treasurer did not determine the estimated
value of Federal Home Loan Mortgage and Government
National Mortgage Association securities constituting
11 percent of the Pooled Money Investment Account as
of June 30, 1983. Failure to determine the market
value of these securities means that the State's
financial statements do not disclose accurate,
current data.

Preferred Accounting Practices for State Governments,
published in 1983 by the National Council on
Governmental Accounting, states that temporary
investments should be reported at cost and that the
market value of the investments should be disclosed.

To properly disclose the market value of the Pooled
Money Investment Account, the State Treasurer should
determine, or have an appraiser determine, the market
value of Pooled Money Investment Account securities
on June 30 of each year. In particular, the State
Treasurer should establish the value of those
classifications of securities whose term to maturity
is more than one year. Such securities include
Federal Home Loan Mortgage and Government National
Mortgage Association securities.

Late Bank Reconciliations

As of October 11, 1983, the State Treasurer had not
reconciled 1its agency checking account for the month
ended July 31, 1983. Failure to reconcile agency
checking accounts promptly can result in the
misstatement of cash balances and may prevent the
detection of unauthorized disbursements or
undeposited monies.

State Administrative Manual Section 8060 requires
agencies to reconcile agency checking accounts
promptly at the end of each month.

The State Treasurer should vreconcile its agency
checking account promptly at the end of each month.
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Item 3.

Finding:

Criteria:

Recommendation:

Custody of Securities Is Not Adequately Separated

from the Accountability for Securities

Employees who maintain the accounting records for
securities in the State Treasurer's vault frequently
enter the vault to obtain certificate numbers for
vault release documents. Employees having access to
both the securities in the vault and the accounting
records may be able to conceal missing securities
without being detected.

Good internal control recommends that the custody of
securities be kept separate from the accountability
for securities.

The State Treasurer should prohibit access to the

vault for employees who maintain the accounting
records of securities.
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STATE WATER RESOURCES CONTROL BOARD

The State Water Resources Control Board administers 3 of the 49 federal
grants we reviewed. They are the U.S. Environmental Protection Agency
grants, Federal Catalog Numbers 66.419, 66.426, and 66.438.

Item 1. Late Federal Financial Reports

Finding: The SWRCB did not submit required federal financial
reports promptly. The SWRCB did not submit quarterly
reports of Federal Cash Transactions for the period
of July 1, 1981, to December 31, 1982, until
February 24, 1983. Furthermore, the SWRCB's annual
Financial Status Reports submitted for the fiscal
year ended September 30, 1982, were four to six
months Tlate.

Failure to comply with these reporting requirements
may result 1in vrevocation of the SWRCB's Tetter of
credit with the Environmental Protection Agency and
the financing method being changed to a reimbursable
basis.

Criteria: Chapter 5 of the Environmental Protection Agency's
Letter of Credit Users Manual requires that Reports
of Federal Cash Transactions be submitted within 15
working days after the end of each calendar quarter.
The manual also requires that Financial Status
Reports be submitted within 30 days after the end of
the fiscal year and a final report within 90 days
after the end of the grant period or completion of
the project.

Recommendation: The SWRCB should file all federal financial reports
by the dates they are due.

Item 2. Inadequate Reporting of Time

Finding: The SWRCB did not obtain the required signatures and
approvals on employees' time sheets. We noted 13
instances 1in which employees did not sign their time
sheets. We also noted 44 instances in which
designated employees did not review and approve the
time sheets of managerial or executive level
employees. Unless time sheets are signed and
approved, the accuracy and propriety of the hours
worked and the hours charged to the various federal
projects are questionable.
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Criteria:

Recommendation:

Federal Management Circular 74-4, Section 106, states
that amounts charged to grant programs for personal
services, regardless of whether treated as direct or
indirect, will be based upon payrolls that have been
documented and approved.

The SWRCB should require all employees to verify and
sign their own time sheets and require supervising or
designated employees to review and approve all time
sheets.
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DEPARTMENT OF TRANSPORTATION

The Department of Transportation administers 2 of the 49 federal grants

we reviewed.

They are the U.S. Department of Transportation grants,

Federal Catalog Numbers 20.205 and 20.500.

Item 1.

Finding:

Criteria:

Recommendation:

Item 2.

Finding:

Criteria:

Recommendation:

Item 3.

Finding:

Incorrect Recording of Cash

The department's June 30, 1983, balance of cash is
understated by $660,901 because the department did
not record undeposited state warrants representing
reimbursements of revolving fund payments.

State Administrative Manual Section 10405 requires
agencies to record all state warrants on hand at the
end of the year in the cash on hand in agency
account.

The department should record all undeposited warrants

on hand at the end of the fiscal year in the cash on
hand in agency account.

Cash Receipt Dates Not Identified

The department does not maintain a record of dates on
which it receives cash. Failing to record the date
that cash is received makes it difficult to determine
the fiscal year in which to record cash receipts and
makes it difficult to determine the timeliness of
deposits.

State Administrative Manual Section 8093 states that
agencies should note the cash receipt date on the
cash report.

The department should establish cash control
procedures to record cash receipt dates.

Lack of Control and Accountability over Revolving

Fund and Cash Suspense Accounts

The department's San  Francisco district has
inadequate accountability and control over revolving
fund and cash suspense accounts. We found four
specific weaknesses. First, the person with access
to the blank check stock also has access to the
check-signing machine. Second, the district cashier
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Criteria:

Recommendation:

Item 4.

Finding:

Criteria:

Recommendation:

Item 5.

Finding:

issues travel advances to employees without a signed
travel advance request form and clears items from the
cash suspense account without appropriate
authorization. Third, accounting personnel are not
promptly reconciling revolving fund and cash suspense
account balances to the detail of subsidiary ledgers
at the end of the month. Finally, the district was
unable to locate several months' worth of check
registers and other detail records for the revolving
fund and cash suspense accounts related to our audit
period.

State Administrative Manual Section 8080 states that
a person who has access to the blank check stock
should not operate a check-signing machine. Under
good internal control procedures, disbursements
should be supported by appropriate documentation,
cash accounts should be promptly reconciled to
subsidiary records, and accounting records should be
adequately safeguarded.

The department's San Francisco district should
maintain accountability for cash in accordance with
the State Administrative Manual and good internal
accounting control procedures.

Improper Accounting Procedures for Accounts

Receivable and Revenue

The accounts receivable of the department's
San Francisco and Los Angeles districts included
$4,234,198 1in revenue for unfinished sales of excess
lands. These sales either have not entered or have
not completed escrow proceedings. Until sales of
excess lands complete escrow proceedings, no debtor
1iability to the department exists; therefore, it is
improper for the department to record a receivable.

Under generally accepted accounting principles,
income is not accrued unless a debtor's liability has
been clearly established.

The department should not record receivables for

sales of excess 1lands or show vrevenue for such
receivables until escrow proceedings close.

Inadequate Collection Procedures

The department's San Francisco and Los Angeles
districts have not established adequate collection
programs for delinquent accounts receivable on
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Criteria:

Recommendation:

Item 6.

Finding:

Criteria:

jnstallment sales of excess Tlands. As a result,
approximately $1.6 million in receivables at June 30,
1983, were delinquent for more than nine months. For
two of these delinquent accounts, the department has
not received payments since 1979.

State Administrative Manual Section 8776.5 requires
agencies to develop adequate procedures for
collecting overdue accounts  receivable, and
Chapter 9, Section 6.7, of the department's
accounting manual requires prompt collection efforts
for delinquent accounts receivable.

The department should establish collection procedures
and promptly collect receivables on installment sales
of excess lands. These collection procedures should
include foreclosures when appropriate.

Delayed Billing for Federal Reimbursement

The department has delayed billing the federal
government for wutility relocation costs that are
eligible for reimbursement. As of June 30, 1983, we
jdentified $452,807 in utility relocation costs for
which the department had not sought reimbursement.
These costs had been eligible for reimbursement for
two to six years. The department had not billed the
federal government because accounting personnel
failed to clear the costs from a billing suspense
field once they became eligible for federal
reimbursement. (The billing suspense field
designates costs that are not yet eligible for
federal reimbursement or costs for which eligibility
for federal vreimbursement has not yet been
determined.) Costs that had not been cleared from
the billing suspense field as of June 30, 1983,
included federally reimbursable progress payments to
utility companies and federally reimbursable final
payments to utility companies.

Chapter 15, Section 6.3.1, of the department's
accounting manual states that after the Federal
Highway Administration approves a utility agreement,
progress payments to the utility company should be
coded for federal reimbursement. Chapter 15,
Section 6.3.2, of the department's accounting manual
specifies that final payments to a utility company
for federally reimbursable utility relocation costs
should be coded to the billing suspense field until
the work has been audited. Once the work has been
audited and the utility company has been paid, final
utility bills should be promptly billed to the
federal government.
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Recommendation:

Item 7.

Finding:

Criteria:

Recommendation:

Item 8.

Finding:

Criteria:

The department should improve its procedures for
collecting amounts owed to the State by the federal
government  for utility relocation costs. The
department should also monitor and eventually clear
all entries made to the billing suspense field.

Incorrect Accounting for Collections of Revenue

Receivables

The department does not properly account for receipts
that were earned in previous fiscal years. The
department maintains receivable records to account
for purchases and rentals of state properties by
individuals and governments. However, as receivables
are liquidated, the department has no means of
reporting which collections apply to income that was
earned for the preceding fiscal year. As a result,
current revenues of the State Highway Account may be
misstated.

State Administrative Manual Section 10478 requires
state agencies to use the prior-year income
adjustment account to reflect the difference between
the amount of income accrued as of the previous
June 30 and the amount of income actually received
with respect to the items accrued. Proper use of the
prior-year income adjustment account strengthens the
control over revenue accounting and provides
management with more accurate data with which to
assess its accounts receivable collection efforts.

The department should develop procedures to identify
the period in which receipts for accounts receivable
were earned and to account for these receipts
properly.

Incorrect Accounting for Rental Revenue

In the State Highway Account, receivables that are
due from rentals of property and that are estimated
to be collected within one year were not shown as
revenues for the current year.

Under generally accepted accounting principles and
under State Administrative Manual Section 10591,
revenue should be accrued when it is measured and
determined to be collectible within one year.
Failure to accrue revenues in the proper year
distorts the department's financial statements.
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Recommendation:

Item 9.

Finding:

Criteria:

Recommendation:

Item 10.

Finding:

The department should recognize as revenue all
amounts that are estimated to be collected within one
year.

Inadequate Internal Control over Accounting for
Accounts Receivable

We noted inadequate reconciliation and accounting
procedures for accounts receivable in the
department's Los Angeles district office. As of
September 30, 1983, the Los Angeles district office
had not reconciled the supporting detail of its
accounts receivable system's balance to the general
ledger control balance for June 30, 1983. We also
noted uncollectible accounts receivable of $648,783
that had been approved for cancellation by department
headquarters but had not been removed from the
accounting records at June 30, 1983. Additionally,
the Los Angeles district office overstated accounts
receivable for  "work-for-others" projects by
$1.5 million. This occurred because the district
office established receivables based on preliminary
estimates of reimbursable project costs; however,
when actual costs became known, the amount of
receivables was not adjusted. Finally, we found that
some interest receivables for installment sales of
excess lands were understated by $102,959, while
others were overstated by $68,790.

Good internal accounting control requires that
subsidiary receivable balances be reconciled to the
general ledger control at the end of the year.
Generally accepted accounting principles require that
receivables reflect only net collectible amounts.

The department's Los Angeles district office should
reconcile its subsidiary receivable balances to the
general ledger control. Further, the district office
should assure that 1its receivable balances reflect
only valid amounts.

Inaccurate Identification of Obligations

The department's accounting personnel did not
accurately identify which of its unliquidated
encumbrances constituted obligations at
June 30, 1983. As a vresult, the department
understated the obligations it reported to the State
Controller by $12.6 million.
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Criteria:

Recommendation:

Item 11.

Finding:

Criteria:

Recommendation:

Item 12.

Finding:

A State Controller's Memorandum issued on May 27,
1983, requires that agencies analyze unliquidated
encumbrances to determine what portion is for
encumbrances outstanding (goods or services not
received as of June 30, 1983) and what portion is for
obligations (goods or services received as of
June 30, 1983. This differentiation is necessary to
allow the State Controller to present financial
statements 1in accordance with generally accepted
accounting principles.

The department should accurately determine which of

its unliquidated encumbrances are obligations at
June 30.

Inadequate Accountability over Encumbrances

The department inaccurately reported its support
encumbrances balance, resulting in an overstatement
of approximately $3.8 million at June 30, 1983. This
occurred because the department did not correctly
code expenditure input documents; therefore,
expenditures were either applied to the wrong
encumbrance balance or were not applied to an
encumbrance balance at all.

State Administrative Manual Section 8340 requires
expenditures recorded on claims to be posted to the
various encumbrance documents affected, thereby
reducing the amounts shown as unliquidated
encumbrance.

The department should establish procedures that
ensure that it accounts for encumbrances accurately.

Encumbrances for Construction Projects Are Not

Liquidated Promptly

The department is not promptly filing final reports
of expenditures upon completion of its construction
projects. The final report of expenditures
summarizes the accounting transactions  for
construction projects and is the document used to
revert unliquidated project encumbrances. As a
result of not promptly filing final reports of
expenditures, the department is failing to
disencumber funds that otherwise might be wused for
new construction projects.
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Criteria:

Recommendation:

District accounting officers failed to submit final
reports of expenditures within six months of the
project completion date for 24 of 40 projects we
reviewed in district offices. Of the 42 projects we
examined at department headquarters, we found that
the department did not complete final reports of
expenditures within six months of project completion
for 19 projects.

Department policy requires the department to prepare
final vreports of expenditures within six months of
project completion. State Administrative Manual
Section 10584 states that agencies should liquidate
unliquidated encumbrances that are not wvalid
obligations of the year just ended.

The department should review project completion

procedures  and liquidate encumbrances when
appropriate.
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DEPARTMENT OF WATER RESOURCES

The Department of Water Resources administers one of the 49 federal

grants we reviewed.

It is the Federal Emergency Management Agency grant,

Federal Catalog Number 83.100.

Item 1.

Finding:

Criteria:

Recommendation:

Item 2.

Finding:

Criteria:

Recommendation:

Encumbrances Improperly Recorded

The department improperly recorded the encumbrances
outstanding at the end of the year as liabilities and
as expenditures of fiscal year 1982-83, for the
California Water Resources Development Bond Fund, the
Central Valley Water Project Construction Fund, the
Central Valley Water Project Revenue Fund, and the
Water Resources Revolving Fund. This resulted in an
overstatement of both expenditures and liabilities of
approximately $33 million in the year-end financial
statements.

State Administrative Manual Sections 12400 and 13400
direct state agencies to accrue expenditures in
public service enterprise funds and revolving funds
only on the basis of services received and goods
used.

The department should only accrue expenditures for
services received and goods used.

Intrafund Transactions Improperly Reported

The department records the value of power generated
and used by the State Water Project as both an
expenditure and revenue of the California Water
Resources Development Bond Fund. This resulted in an
overstatement of both expenditures and revenue of
approximately $7.5 million for fiscal year 1982-83.

Proper accounting practice requires that expenditures
and revenue be recognized only in those transactions
involving outside parties.

The department should not recognize expenditures and
revenue involving intrafund transactions.
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Item 3.

Finding:

Criteria:

Recommendation:

Item 4.

Finding:

Criteria:

Recommendation:

Item 5.

Finding:

Criteria:

Cash Receipts Not Recorded in Proper Period

The department enters cash receipts into the
accounting records using the date of deposit rather
than the date of receipt. As a result, approximately
$850,000 in undeposited receipts on hand at June 30,
1983, were not reported in the department's year-end
financial statements.

State Administrative Manual Section 7620 requires
state agencies to report undeposited receipts as cash
on hand.

The department should enter cash receipts into the
accounting records when the cash is received.

Depreciation Expense Understated

The department incorrectly reduces depreciation
expense by the amount of the accumulated depreciation
on assets retired. This results in an understatement
of depreciation expense. For fiscal year 1982-83,
the department understated its depreciation expense
by approximately $280,000.

Proper accounting practice requires that the amount
reported as depreciation expense reflect only the
depreciation charges for the current period.

The department should report depreciation expense for
an amount reflecting current period charges.

Deposits Not Checked for Timeliness of Posting by the
Bank

The department does not verify that deposits are
posted promptly by the bank. For the period
reviewed, we found that 41 deposits were posted one
to five days after being presented to the bank.
Based on the average interest rates for the Pooled
Money Investment Account for the period reviewed, we
estimate that the department 1lost approximately
$37,000 in interest earnings during fiscal year
1982-83 because the bank delayed posting deposits to
the department's general checking account.

To ensure that deposits are posted promptly, State
Administrative Manual Section 8032 requires state
agencies to verify that the posting date placed on
the Report of Deposit corresponds to the date the
deposit was presented to the bank.
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Recommendation:

Item 6.

Finding:

Criteria:

Recommendation:

Item 7.

Finding:

Criteria:

Recommendation:

Item 8.

Finding:

Criteria:

The department should review all Reports of Deposit
to ensure that deposits are being posted by the bank
without unreasonable delay.

Uncollectible Amounts Reported As Receivables

At  June 30, 1983, the department reported a
receivable in the Water Resources Revolving Fund for
a $93,794 reimbursement due from the General Fund.
This receivable appears uncollectible, however,
because the related appropriations 1in the General
Fund have expired.

State Administrative Manual Section 8776.2 defines a
current receivable as a receivable that is expected
to be collected within one year.

The department should report as "fully reserved"

those receivables that it does not expect to collect
within one year.

Bank Draft Account Balance Overstated

The department maintains a bank draft account outside
the State Treasury System so that outlying field
sites may make purchases in small amounts. The
department reported the bank statement balance for
this account as $29,286 at June 30, 1983. This
balance, however, overstates the book balance by the
amount of any outstanding checks.

State Administrative Manual Section 7975 requires
state agencies to report the book balance on the
Report of Bank/Savings and Loan Accounts Outside the
Treasury System.

The department should report the book balance for its
bank draft account in its financial statements.

EDP System Access Controls Not Adequate

The department has not adequately restricted access
to its EDP system. Inadequate control over access
could result 1in unauthorized changes to master data
files or to applications program software.

State Administrative Manual Section 4846.5 1limits
access to master data files and applications program
software to properly authorized individuals. This
protects the integrity of the data generated by the
system.
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Recommendation:

Item 9.

Finding:

Criteria:

Recommendation:

Item 10.

Finding:

Criteria:

Recommendation:

The department should ensure the following: (1) that
users attempting to gain access to the system through
remote dial-up terminals are not permitted to redial
for access if they fail to gain access initially; (2)
that user passwords are not displayed on CRT screens
during dinput; (3) that access to the validation file
containing user passwords is restricted to only those
jndividuals requiring such access; (4) that violation
logs reporting unauthorized access attempts are
reviewed regularly by management; (5) that formal
procedures exist to ensure that changes to the
operating system are reviewed and approved before
they are 1implemented; (6) that formal procedures
exist to ensure that users signify their approval of
changes to application programs; (7) that only test
data are used to test program changes; and (8) that
jobs are scheduled to ensure that all Jjobs are run
and that no jobs are run more than once.

General Ledger Accounts Not Reconciled to Subsidiary

Accounts

The department does not reconcile the general Tedger
control accounts used for property and accumulated
depreciation to the underlying subsidiary accounts.
As a result, amounts reported in the department's
financial statements are not adequately supported.

State Administrative Manual Section 8654.1 requires
that the balance of each general ledger control
account must agree with the sum of the balances of
the corresponding subsidiary accounts.

The department should regularly reconcile all general

ledger control accounts to the appropriate subsidiary
accounts.

Documentation of Encumbrances Not Adequate

The department does not maintain a detailed 1listing
of encumbrances that are charged to more than one
appropriation. As a result, amounts reported in the
department's financial statements are not adequately
supported.

Proper internal accounting control requires that a
detailed Tlisting of such encumbrances be maintained
to facilitate review of the underlying support.

The department should keep listings of encumbrances
both by appropriation and by individual encumbrance.
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REPORT ON COMPLIANCE WITH
FEDERAL GRANT REQUIREMENTS
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Telephone: > ‘ Thomas W. Hayes
(916) 445-0255 Auditor General

STATE OF CALIFORNIA

Office of the Auditor General

660 ] STREET, SUITE 300
SACRAMENTO, CALIFORNIA 95814

Members of the Joint Legislative Audit Committee
State of California

We have examined the General Purpose Financial Statements of the State of
California for the year ended June 30, 1983, and have issued our report
thereon dated December 22, 1983. Our examination was made in accordance
with generally accepted auditing standards; the provisions contained in
the U.S. Comptroller General's Standards for Audit of Governmental
Organizations, Programs, Activities, and Functions, as they pertain to
financial and compliance audits; the provisions of the Office of
Management and Budget (OMB) Circular A-102, Uniform Administrative
Requirements for Grants-In-Aid to State and Local Governments,
Attachment P, Audit Requirements: Guidelines for Financial and
Compliance Audits of Federally Assisted Programs; and the December 7,
1982, revision of the Uniform Requirements for Grants to State and
Local Governments (compTiance supplement). Certain grant programs
administered by the State of California were not included in the
compliance supplement. For those programs, we reviewed the grant awards
and applicable federal regulations to. determine the major compliance
requirements to be tested. Qur examination included tests of the
accounting records and such other auditing procedures as we considered
necessary in the circumstances.

The scope of our examination did not extend to programs administered by
the University of California. The University of California contracts
with independent CPAs for a financial and OMB Circular A-110 audit.
Results of the University's Circular A-110 audit are not included in this
report. In addition, our examination of charges made by subrecipients of
federal funds was T1limited to a vreview of the State's system for
monitoring these subrecipients. Some subrecipients have Circular A-102 P
audits performed by independent auditors. The major entities in
California that have Circular A-102 P audits performed are local school
districts and certain cities and counties.

In our opinion, except as discussed in the following paragraph, the State
of California complied with the terms and conditions of its grant awards
and applicable federal regulations for the transactions tested in all
material respects. Further, nothing came to our attention that would
indicate that the State did not comply with the terms and conditions of
its grant agreements and applicable federal regulations in all material
respects for the transactions not tested.
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Members of the Joint Legislative Audit Committee
State of California

Our examination did reveal some instances of noncompliance with terms and
conditions of grant awards and applicable federal regulations. We
discuss the instances of noncompliance on pages 63 through 163 of our
report. We also present recommendations to remedy the instances of
noncompliance and management's comments regarding the recommendations.

A summary schedule of federal assistance for the year ended June 30,
1983, 1is dincluded on page 171 of this report. The schedule of federal
assistance shows the amount and type of federal funds received by the
State of California for the year ended June 30, 1983; it also shows which
grants we reviewed. In our opinion, the schedule of federal assistance
is fairly stated in all material respects in relation to the General
Purpose Financial Statements.

In addition to the work we performed for the Circular A-102 P audit, we
performed other reviews related to federal programs. A schedule of the
pertinent reports issued from July 1, 1982, through December 31, 1983, is
included in Appendix B of this report.

OFFICE OF THE AUDITOR GENERAL

Bo O eaa_

KARL W. DOLK, CPA
Assistant Auditor General

February 24, 1984
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STATE OF CALIFORNIA
SCHEDULE OF FEDERAL ASSISTANCE
FOR THE FISCAL YEAR EWDED JUNE 30, 1983

Federal Grant
Catalog Monies
State Agency/Program Title Number Received
Judicial Council:
Part F--Discretionary Grants 16.531 $ 113,533
Secretary of Health and Welfare:
Special Programs for the Aging--
Title IV Part C--Discretionary
Projects and Programs 13.634 67,708
(13.668)*
Secretary of Resources:
Other--U.S. Department of the
Interior 15.999 64,000
0ffice for Citizen Initiative
and Voluntary Action:
State Office of Voluntary
Citizen Participation 72.011 15,583

A - Grants reviewed by the Office of the Auditor General for the fiscal
year 1982-83, Circular A-102P compliance audit.

0 - Grants reviewed by the 0ffice of the Auditor General in conjunction
with various reports issued from July 1, 1982, through December 31,
1983. See Appendix B for a description of these reports.

*  The State of California recorded receipts under federal catalog
numbers that were subsequently changed. The numbers in parentheses
represent the most recent federal catalog numbers.
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Federal Grant

Catalog Monies
State Agency/Program Title Number Received
Office of California/Mexico
Affairs:
Economic Development--State
and Local Economic
Developmental Planning 11.305 35,000
Office of Planning and Research:
Comprehensive Planning
Assistance 14,203 342,921
Solid Waste Disposal Research
Grants 66.504 149,012
Toxic Substances Research
Grants 66.507 1,894 A
Energy Extension Service 81.050 499,783
0ffice of Economic Opportunity:
Low Income Home Energy
Assistance Program 13.816 97,681,951 A O
(13.818)*
Community Services Block Grant 13.665 13,550,967 O
Emergency Energy Conservation
Services 49.014 94,193
Weatherization Assistance for
Low-Income Persons 81.042 3,298,359
Office of Emergency Services:
Forestry Cooperative Research 10.651 24,297
Cooperative Forestry Assistance 10.664 96,197

A - Grants reviewed by the Office of the Auditor General for the fiscal
year 1982-83, Circular A-102P compliance audit.

0 - Grants reviewed by the Office of the Auditor General in conjunction
with various reports issued from July 1, 1982, through December 31,
1983. See Appendix B for a description of these reports.

*  The State of California recorded receipts under federal catalog

numbers that were subsequently changed. The numbers in parentheses
represent the most recent federal catalog numbers.
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Federal Grant

Catalog Monies
State Agency/Program Title Number Received
0ffice of Emergency Services:
Civil Defense--State and Local
Maintenance and Services 12.319 (1,042,116)
Civil Defense--State and Local
Supporting Materials 12.321 12,500
Disaster Assistance 14,701 730,289
Civil Defense--State and Local
Management 83.200 3,923,746
Civil Defense--State and Local
Maintenance and Services 83.201 646,680
(83.504)*
State Disaster Preparedness
Grants 83.203 55,628
(83.505)*
Radiological Systems
Maintenance 83.206 331,933
(83.508)*
National Shelter Survey 83.207 676,449
(83.509)*
State Radiological Defense
Officers 83.209 88,235
(83.511)*
Civil Defense--State and Local
Supporting Materials 83.211 28,921
(83.513)*
Disaster Assistance 83.300 26,356,393
(83.516)*
Emergency Management Institute--
Student Expense Program 83.400 296,604
State and Local Emergency
Operating Centers 83.512 10,071
Other--U.S. Federal Emergency
Management Administration 83.999 6,540

A - Grants reviewed by the Office of the Auditor General for the fiscal
year 1982-83, Circular A-102P compliance audit.

0 - Grants reviewed by the Office of the Auditor General in conjunction
with various reports issued from July 1, 1982, through December 31,
1983. See Appendix B for a description of these reports.

*  The State of California recorded receipts under federal catalog
numbers that were subsequently changed. The numbers in parentheses
represent the most recent federal catalog numbers.
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Federal Grant

Catalog Monies
State Agency/Program Title Number Received
Department of Justice:
State Medicaid Fraud
Control Units 13.775 3,000,000 A
Law Enforcement Assistance--
Discretionary Grants v 16.501 1,513,692
(16.531)*
Antitrust State Enforcement 16.700 86,570
Other--U.S. Department of
Justice 16.999 12,140
State Controller:
Comprehensive Employment and
Training Programs 17.232 133,534
Other--U.S. Department of
Treasury 21.999 7,206
Construction Grants for
Wastewater Treatment Works 66.418 482,206
Division of Consumer Services:
Consumers' Education 84.082 63,546
Other--U.S. Consumer Product
Safety Commission 87.999 6,500
Department of Fair Employment
and Housing:
EmpToyment Discrimination--
State and Local Anti-
Discrimination Agency
Contracts 30.002 1,660,781

A - Grants reviewed by the Office of the Auditor General for the fiscal
year 1982-83, Circular A-102P compliance audit.

0 - Grants reviewed by the Office of the Auditor General in conjunction
with various reports issued from July 1, 1982, through December 31,
1983. See Appendix B for a description of these reports.

* The State of California recorded receipts under federal catalog

numbers that were subsequently changed. The numbers in parentheses
represent the most recent federal catalog numbers.

-174-



Federal Grant

Catalog Monies
State Agency/Program Title Number Received
State Fire Marshal:
Other--U.S. Federal Emergency
Management Administration 83.999 40,140
Department of General Services:
Minority Business Development--
Management and Technical
Assistance 11.800 30,713
State Energy Conservation 81.041 57,688
Public Works Employment Act--
Title I 98.006 1,247,633
Intergovernmental Personnel Act
Advisory Council:
Intergovernmental Personnel
Grants 27.012 316,843
Veterans Home of California:
Medicare-Supplementary Medical
Insurance L.773 2,227,172
Health Insurance for the Aged--
Supplementary Medical Insurance 13.774 2,674,574
Veterans State Domiciliary
Care 64.014 1,487,153
Veterans State Nursing Home
Care 64.015 2,801,864
Veterans State Hospital Care 64.016 144,597

A - Grants reviewed by the Office of the Auditor General for the fiscal
year 1982-83, Circular A-102P compliance audit.

0 - Grants reviewed by the Office of the Auditor General in conjunction
with various reports issued from July 1, 1982, through December 31,
1983. See Appendix B for a description of these reports.

*  The State of California recorded receipts under federal catalog
numbers that were sib sequently changed. The numbers in parentheses
represent the most recent federal catalog numbers.
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Federal Grant
Catalog Monies
State Agency/Program Title Number Received

Department of Economic and
Business Development:
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