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June 27, 1996 95002

The Governor of California
President pro Tempore of the Senate
Speaker of the Assembly

State Capitol

Sacramento, California 95814

Dear Governor and Legislative Leaders:

The Bureau of State Audits presents the results of our review of the State’s control of its
financial activities and its compliance with federal grant requirements and state
regulations. This review was made as part of our examination of the State’s general
purpose financial statements. This report fully meets the requirements of the 1984 Single
Audit Act set forth by the United States Government as a condition of receiving
$26 billion in federal funds annually. The Bureau of State Audits, which was created in
May 1993, pursuant to the California Government Code, Section 8543, is responsible for
performing the annual financial and compliance audit previously conducted by the Office
of the Auditor General.

The State has made numerous improvements in its system of controls in response to
weaknesses reported in prior years. For example, for fiscal years 1982-83 through
1993-94, the Office of the Auditor General or the Bureau of State Audits reported that the
State Controller’s Office (SCO) issued financial statements in general conformity with
the State’s budgetary basis of accounting, which is not in accordance with generally
accepted accounting principles (GAAP). The budgetary basis statements were then
converted to GAAP for the State’s general purpose financial statements. However, for
the year ended June 30, 1995, the SCO issued a Comprehensive Annual Financial Report
that included the State’s general purpose financial statements prepared in accordance with
GAAP. In another example, we reported that for fiscal year 1993-94 the Department of
Motor Vehicles failed to allocate approximately $9.2 million in cash collections to
programs supported by department revenue. This problem originated before fiscal year
1985-86 when it appeared the department deposited cash in the uncleared collections
account of the SCO, but the deposits were not subsequently transferred to the correct



revenue accounts. Since we reported this issue in last year’s audit, the department has
reconciled its balance to the SCO’s uncleared collections account balance so these
revenues can finally be used for their intended purpose.

While the State has addressed many of the concerns we reported in earlier audits, it
continues to experience some weaknesses in its accounting, auditing, and administrative
control structure. For example, we found inadequacies in the State’s monitoring of
recipients of state and federal moneys. As a result, the State cannot ensure that the
recipients are complying with regulations or laws governing the receipt or use of these
moneys. In addition, we noted instances in which the State failed to either promptly
request federal funds to reimburse it for expenditures paid from the General Fund or
promptly reimburse the federal government for excess funds the State received. Thus, the
State unnecessarily lost interest earnings or incurred a liability to the federal government.

Respectfully submitted,

He K

KURT R. SJOBERG
State Auditor
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Summary

weaknesses in accounting and administrative practices continue to cause inaccurate

financial reporting and noncompliance with some state and federal regulations.
Although these problems are not significant individually, they have a cumulative effect on
the accuracy of the financial information departments prepare. The following are some
of the specific weaknesses we found:

The State has improved its control over many of the expenditures it incurs. However,

e The Department of Health Services overstated its Medi-Cal accrual by $703 million
because it did not adjust prior-year estimates to reflect current projections for costs.
As a result, the department overstated both receivable and liability accounts for the
Health Care Deposit and Federal Trust funds and liability accounts for the General
Fund.

e The Department of Corrections and California State University (CSU) incorrectly
accounted for construction costs totaling approximately $498 million and $48 million,
respectively. These amounts were misclassified in the State’s financial statements
because the department and the CSU Chancellor’s Office did not notify various state
correctional institutions and campuses that the construction projects were completed
so that they could record the costs in their building or improvement accounts. In
addition, $68.6 million of the completed projects for CSU were not reported to the
State Controller's Office (SCO), resulting in an understatement of the building
accounts included in the State’s financial statements.

e The Stephen P. Teale Data Center did not fully recover some costs of providing
services for a Department of Motor Vehicles (DMV) project for which the incurred
costs exceeded billings by more than $3.1 million. The data center could have
reduced some of its costs if it had followed its standard procedure of billing customers
at existing rates for actual system services used rather than basing the billing on the
number of transactions processed by the DMV at a new rate. The data center used
surpluses accumulated from past years to recover a portion of the project costs,
thereby passing those costs on to other state agencies.

e The State has numerous deficiencies in monitoring recipients of federal or state
monies. We found 24 federal and 2 state programs at 13 departments deficient in
required monitoring practices. Without adequate monitoring, the State cannot ensure
that the recipients are complying with regulations or laws governing the receipt or use
of these monies. As an example of noncompliance, the Office of Public School
Construction (OPSC) has not finalized close-out audits on approximately
723 completed school construction projects, even though 174 of these projects have
been complete for at least four years. As a result, the OPSC cannot determine the
amount of allowable expenditures, whether the State owes school districts additional
funds, or if any excess funds are to be returned to the State and made available for
other projects.



e State departments have numerous deficiencies in preparing accurate state and federal
financial reports and reconciling financial information in those reports to the
accounting records. We found at least five departments that inaccurately prepared
state financial reports and seven departments whose federal reports contained
discrepancies. In addition, we found five departments that failed to perform
reconciliations of state financial reports to accounting records and five departments
that failed to perform reconciliations of federal financial reports to accounting
records.  Failure to correctly report financial information or reconcile it with
accounting records reduces the State’s ability to prepare financial statements in
accordance with generally accepted accounting principles (GAAP), and failure to
complete accurate federal reports or reconcile them to accounting records can result
in misstated claims that are not supported or accurate and may remain undetected.

e The Department of General Services overstated the June 30, 1995, inventory balance
in financial statements submitted to the SCO by approximately $269,000 because it
did not properly account for the inventory. In addition, the department did not
adequately control its inventory because its machine repair technicians routinely
removed machine components from inventory and stored them on their desks, in their
vans, or at other locations without maintaining a log or list of inventory in
their possession.

We noted these deficiencies during our annual financial and compliance audit of the
State. Procedures we perform during this audit include evaluating internal controls over
activities that can directly affect financial statements and controls required for receiving
federal funds. The audit does not deal directly with the economy, efficiency, or
effectiveness of the State’s administration, although such issues may arise during our
audit.

Although these weaknesses exist in the State’s control structure, the State has also made
significant improvements in certain areas. These improvements resulted from its response
to weaknesses the Bureau of State Audits and the Office of the Auditor General reported
in prior years. The following are examples of such improvements:

e For fiscal years 1982-83 through 1993-94, the Office of the Auditor General or the
Bureau of State Audits reported that the SCO issued financial statements in general
conformity with the State’s budgetary basis of accounting, which is not in accordance
with GAAP. The State’s budgetary basis statements were then converted to GAAP to
generate general purpose financial statements. On February 28, 1996, the SCO
issued a Comprehensive Annual Financial Report (CAFR) for the year ended June 30,
1995, that included general purpose financial statements prepared in accordance with
GAAP.

e For fiscal year 1993-94, the Bureau of State Audits reported that the DMV failed to
allocate approximately $9.2 million in cash collections to programs supported by
DMV revenue. This problem originated before fiscal year 1985-86, when it appeared
the DMV deposited cash in the uncleared collections account of the SCO, but the
deposits were not subsequently transferred to the correct revenue accounts. Since we
reported this issue in last year's audit, the DMV has reconciled its balance to the
SCO’s uncleared collections account balance so that these revenues can finally be
used for their intended purpose.



For fiscal years 1987-88 through 1993-94, the Office of the Auditor General or the
Bureau of State Audits reported that the State’s general purpose financial statements
omitted financial information from district agricultural associations. Organized to
hold fairs and expositions, the associations are funded by appropriations in the State’s
annual budget and are considered component units of the State. For fiscal year
1994-95, the SCO included in the State’s general purpose financial statements
financial information from the district agricultural associations.

For fiscal year 1991-92, we reported that the Board of Equalization did not have a
policy to assess penalties on the underpayment of required fuel tax prepayments. At
that time, the senior auditor for the board’s fuel taxes division stated that there was no
provision in law to assess penalties on these underpayments. However, after we
brought this matter to its attention during fiscal year 1994-95, the board notified us in
April 1996 that it plans to assess penalties on underpayment of required fuel tax
prepayments, thus providing the State with an additional revenue source.

For fiscal year 1993-94, the Bureau of State Audits reported that the Department
of Housing and Community Development could not reconcile a difference of
approximately $25.4 million between its accounting records and program records for
its housing funds. In response to the audit, the department hired an independent
CPA firm to reconcile its accounting and program records. The CPA firm proposed
adjustments to the accounting records totaling $17.6 million. The CPA firm also
developed procedures for the department to prepare monthly reconciliations of
accounting and program records. However, as of April 1996, the department has not
performed any of these monthly reconciliations for fiscal year 1995-96 loan receivable
activity.



Introduction

s part of our examination of the general purpose financial statements of the State of
California for fiscal year ended June 30, 1995, we studied and evaluated the State’s
internal controls. This study was necessary for the following three reasons:

e To express an opinion on the State’s general purpose financial statements;
e To determine compliance with federal grant requirements, laws, and regulations; and

e To determine compliance with state laws and regulations that could materially affect
the general purpose financial statements.

Our first step was to determine the audit procedures and the extent of testing necessary.
During our audit, we reviewed and evaluated fiscal controls at 22 of the 193 state
agencies included in the general purpose financial statements.

Amounts that we audited at these agencies represented approximately 62 percent of the
State’s revenue and approximately 64 percent of the State’s expenditures.  Other
independent auditors audited an additional 28 percent of the State’s revenues and
13 percent of its expenditures. We increased our coverage with centralized testing, for
which we selected a cross section of items from the State as a whole. For example, we
selected a sample of payroll warrants the State processed through its payroll system and a
sample of other warrants the State processed through its claims payments system. We
also reviewed electronic data processing activities at selected state agencies that have
significant data processing operations.

We reviewed the compliance of 16 agencies with state laws and regulations
that materially affect the State’s financial statements. Such compliance helps to
ensure that the State maintains sufficient control over the budgeting, investing, collecting,
and disbursing of state money and reporting the results of state financial activities.

Finally, except for the federal grants administered by California State University and the
University of California, which are reviewed by other independent auditors, we reviewed
the State’s compliance with federal regulations for all federal grants exceeding
$20 million. We reviewed 57 of the 384 federal grants the State administers. These
57 grants represent approximately 95 percent of the federal funds the State received in
fiscal year 1994-95, excluding those funds California State University and the University
of California received. We also selected transactions related to other federal programs
and reviewed these transactions for compliance with applicable federal regulations.



The specific scope of our audit is stated in the following reports that the federal Office of
Management and Budget, Circular A-128, requires the State to issue each year:

The report on the internal control structure used in preparing the general purpose
financial statements and in administering federal assistance programs (begins on
page 29);

The report on weaknesses and instances of noncompliance with state and federal laws
and regulations at state agencies (begins on page 35);

The report on federal assistance programs, including required reports on compliance
with laws and regulations related to major and nonmajor federal programs, and
reports on the resolution of prior-year findings related to federal programs (begin on
page 217);

The report on the accuracy of the supplementary schedule of federal assistance
(begins on page 223); and

The report on compliance with state laws and regulations (begins on page 271).

Between July 1, 1994, and December 31, 1995, the Bureau of State Audits issued
46 audit reports, many of which discussed improvements needed in the State’s operations.
These reports, listed in the appendix, are available to the public through the Bureau of
State Audits.



Statewide Concerns

Summary

some weaknesses in this system warrant statewide concern. These weaknesses exist

in many departments throughout the State, arise from current policies that do not
satisfactorily address the State’s needs, and have the potential to impact fiscally either the
State as a whole or a segment of the State.

The State has made numerous improvements in its system of controls. However,

Generally, the statewide concerns fall into two main categories: problems with financial
reporting and problems of compliance with state or federal requirements. Problems with
financial reporting can result in inaccurate or incomplete financial statements. The
following issues are examples of problems with financial reporting:

¢ Inadequate reporting of financial information;

e Failure to require departments to submit important financial reports to the State
Controller’s Office (SCO) to improve the reliability of the State’s general purpose
financial statements; and

e Deficiencies in accounting for and controlling the State’s equipment.
Problems of compliance with federal and state policies can result in a lack of assurance

that the State or its subrecipients comply with state and federal laws and regulations. The
following issues are examples of these problems:

¢ Inability to account for expenditures of federal monies by each federal program;
e Lack of monitoring of cash advances to subrecipients; and

e Lack of monitoring of recipients of federal and state money.
Some of the statewide concerns have been reported for years and remain unresolved

because they require the coordinated efforts of many agencies or the expenditure of
scarce resources.

Financial Reporting Problems

The statewide concerns related to financial reporting problems impact the State’s ability to
produce financial statements that are timely, accurate, complete, and consistent with
generally accepted accounting principles (GAAP).



Leasing Information Is Inadequate

The State does not have centralized records that contain all the necessary information
required by GAAP for financial statement disclosures on lease commitments. Without
centralized records, the State spends unnecessary time and effort gathering and
summarizing the required information.  The State’s lease commitments totaled
approximately $5.8 billion in fiscal year 1994-95.

Governmental accounting and reporting standards require the fair presentation and full
disclosure of the governmental entity’s financial position and results of financial
operations in accordance with GAAP. In addition, the California Government Code,
Section 12460, requires the SCO to present the State’s financial position in a format that is
as close as possible to GAAP. When it leases space or equipment from outside vendors,
GAAP requires the State to disclose commitments for future minimum lease and rental
payments in a summary that separates these future payments by fiscal year.

Although the Department of General Services maintains space and equipment records for
many lease commitments, it established these records for internal management purposes
rather than for maintaining a complete listing of the State’s leases that would meet
GAAP requirements. As a result, the records do not provide all the required information.
For example, they do not indicate either the changes in payments in future years or the
separate future lease and rental payments by fiscal year.

Although the Department of General Services converted in 1994 to a new system to
maintain space and equipment records, additional programming work is required
before the new system can provide the information required by GAAP. The records of the
new system do not include information on those leases that the Department of General
Services does not oversee. For example, the department's records do not include
$2 billion in lease commitments with the State Public Works Board or more
than $3.7 million in lease commitments for the California State Lottery Commission. This
issue has been reported previously.

Agencies Are Not Required To Prepare All
Reconciliations or Reports of Accruals

At the end of each fiscal year, all state agencies submit financial reports to the SCO,
which then issues a combined financial report presenting the State’s financial position and
results of operations. However, the State Administrative Manual, Section 7951, does not
require agencies to submit the following two financial reports for more than 240 funds
numbered 500 to 699 and 800 to 999:

e Report 15, Reconciliation of Agency Accounts With Transactions Per State Controller,
is not submitted. As a result, the SCO does not have evidence that agencies have
reconciled financial information that appears in the general purpose financial
statements with its own records. The State Administrative Manual, Section 7900,
discusses the importance of making regular reconciliations. Reconciliations represent
an important element of internal control because they provide a high level of



confidence that transactions have been processed properly and that the financial
records are complete. Reconciliation with the records of the SCO is an important step
in ensuring the accuracy of each agency’s financial statements.

e Report 1, Report of Accruals to the Controller’s Accounts, also is not submitted. As a
result, information needed to distinguish encumbrances from accounts payable and to
present financial information in accordance with GAAP is not available for all funds.
Both the California Government Code, Section 12460, and Section 1100.101 of
the Governmental Accounting and Financial Reporting Standards issued by the
Governmental Accounting Standards Board require using GAAP to present the State’s
financial position and results of operation.

Included among the 240 funds not requiring these two important financial reports are
73 that had budget appropriations for fiscal year 1994-95. Without the reconciliation and
accrual information for these funds, the SCO cannot be assured that expenditures are
within the budgeted limits. These weaknesses have been reported in prior years.

The SCO and the DOF Do Not Consistently
Reconcile Differences in Fund Balances

The SCO and the Department of Finance (DOF) report on the State’s budgetary basis
financial condition using different accounting practices. However, while these different
accounting practices may result in differences in fund balances for many of the State’s
funds, neither the SCO nor the DOF consistently reconcile these differences. We
compared the SCO and DOF fiscal year 1994-95 fund balances for five funds and noted
differences in all five instances. The differences ranged from approximately $3.5 million
to $1.1 billion. For example, for fiscal year 1994-95, the SCO reported a General Fund
deficit of $394 million and the DOF reported a General Fund balance of $683 million in
the Governor’s Budget, resulting in a difference of $1.077 billion for the same reporting
period. In addition, the SCO reported a fund balance in the State Highway Account of
$1.098 billion, while the DOF reported a fund balance of $380 million, a difference
of $718 million. While the SCO reconciled the fiscal year 1994-95 General Fund
difference, it did not complete the reconciliation until May 31, 1996. Moreover, neither
the SCO nor the DOF reconciled the differences in fund balance for the remaining four
funds we reviewed.

Inconsistent accounting practices and the resulting differences in fund balances provide
the State’s financial decision makers and the investment community with conflicting
information about the State’s true financial condition. For example, the State Treasurer’s
Office discloses in its prospectus for the sale of state bonds that the SCO and the DOF use
different accounting practices. The disclosure is important because the schedules
prepared by the two entities, which are included in the prospectus, do not agree with
each other. In addition, because the DOF’s records are used in the State’s budgeting
process, the inability to account for the differences adequately may impair the integrity of
the budgeting process.



Deficiencies Exist in Accounting for
and Controlling State Equipment

State agencies do not consistently comply with the State Administrative Manual in
accounting for and controlling their equipment. Specifically, some departments do not
report the full purchase price of equipment, including tax and shipping, when recording
the cost of additions in the general ledger, or they do not include the full cost of the
equipment in the inventory listing. Also, departments do not always properly authorize or
record deletions of equipment. Furthermore, we were not always able to trace items from
the departments’ inventory listings to the physical locations of the items. In addition, we
could not trace some items from the physical locations back to the listings.

A number of departments did not prepare monthly equipment reconciliations as required
by the State Administrative Manual. Also, a number of departments have not conducted
a physical count of equipment within the last three years. Although five agencies
performed the physical inventory, they did not adjust the general ledger for the
differences between the physical count and their inventory listing. Finally, a number of
departments do not adequately separate the duties over equipment inventory and the
maintenance of equipment records.

Table 1 below lists the departments we tested during fiscal year 1994-95. It shows the
number of items tested for additions, deletions, and inventory tracing and the number of
items we found that did not comply with State Administrative Manual requirements. The
table shows that 8 out of 21 agencies did not complete the required periodic
reconciliation, 4 did not perform physical inventory counts, and 6 had inadequate
separation of duties. The State Administrative Manual, Section 8600 et seq., defines
equipment and provides guidelines for state agencies to follow in accounting for and
controlling equipment, including conducting physical inventories and having adequate
separation of duties. In addition, Section 7969 requires agencies to reconcile the
equipment expenditures to the property ledger monthly, or quarterly if the volume of
property transactions is small.
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State and Federal
Compliance Issues

The remaining statewide concerns are state or federal compliance problems. Generally,
the issues relate to the lack of guidance in the State Administrative Manual and the State’s
failure to ensure that departments comply with existing state and federal requirements.

The Statewide Real Property
Inventory Is Incomplete

The State has inadequate procedures to ensure that the Department of General Services’
(DGS) Statewide Real Property Inventory incorporates all real property transactions as
recorded in state agency accounting records. Specifically, state agencies are not required
to reconcile the amount reported in the Statewide Real Property Inventory to their
Statement of Changes in General Fixed Assets. While the agencies’ accounting offices
prepare the Statement of Changes in General Fixed Assets and submit it to the SCO for
inclusion in financial statements, other offices in the state agencies are responsible
for reporting cost information related to their land and buildings to the DGS’s Office of
Real Estate and Design Services (OREDS). Unless the agencies reconcile the cost
information in the two documents, the State may not maintain a complete and accurate
inventory of all its real property. Errors and discrepancies could occur and remain
undetected. Also, the amounts reported for inclusion in the State’s financial statements
will not agree with the Statewide Real Property Inventory.

State law requires the DGS to maintain a complete and accurate inventory of all real
property held by the State. State law also requires each agency to furnish the DGS with a
record of each parcel of real property that it possesses and to update its real property
holdings, reflecting any changes, by July 1 each year. State policy requires agencies to
report all additions and improvements to real property that are funded from major capital
outlay appropriations.

Procedures for Federal Programs
Are Deficient in Cash Management

The State needs to improve its management of cash received for the administration of
federal programs. We reviewed the cash management procedures for 57 federal
programs at 24 departments and found numerous instances of noncompliance with
federal laws and regulations. Specifically, we determined that there were errors in
calculating the cash management interest liability and that departments made untimely
transfers of federal monies and inadequately monitored cash advances made to
subrecipients.



Cash Management Implementation Issues
Have Created Errors in Calculating
Interest Liability

The Cash Management Improvement Act (CMIA) of 1990 required the State and the
Financial Management Service, U.S. Department of the Treasury (federal government), to
enter into a CMIA agreement for fiscal year 1994-95. The agreement would establish
procedures for ensuring greater equity, efficiency, and effectiveness in the exchange of
funds between the State and the federal government. The agreement would also establish
the procedures for calculating the interest liability that results from the timing of the
exchange of funds between the State and federal government for applicable major federal
program expenditures. However, the State and the federal government could not agree
on all of the procedures to implement the requirements of CMIA for fiscal year 1994-95.
Therefore, in lieu of an agreement, the federal government issued CMIA Default
Procedures (default procedures) for the State to follow to implement CMIA for fiscal year
1994-95. In some instances, however, the State could not always comply with the
default procedures because the State’s systems for requesting and disbursing federal funds
do not accommodate the requirements of the default procedures. In other instances, the
State could not comply with certain portions of the default procedures because the federal
funds requested were not available to the State when it paid the federal program
expenditures. In addition, the State did not comply with certain portions of the default
procedures because it does not believe that these procedures provide equity in the
exchange of funds between the State and federal government and the calculation of
the interest liability.

Because the State did not always comply with the default procedures when implementing
CMIA for fiscal year 1994-95, the interest liability that the State calculated and reported
to the federal government for the fiscal year was not always in accordance with the
default procedures. The net effect of the State’s noncompliance with the default
procedures is an understatement totaling approximately $3.0 million in interest liabilities
for applicable CMIA programs.

The default procedures required the State to track and calculate the state and federal
interest liabilities for the major federal programs affected by CMIA. However, there are a
few exceptions to this requirement. One of the exceptions is the Supplemental Security
Income program in which the federal government performs the interest liability
calculation, rather than the State. In addition, several major federal programs are exempt
from the interest liability calculation. The default procedures also assigned the
Department of Finance (DOF) the responsibility for implementing the procedures for
tracking and calculating the state and federal interest liabilities for the major federal
programs. In addition, the DOF is responsible for reporting the interest liability to the
federal government in the CMIA Annual Report.

Departments that administered federal programs that were not exempt from the interest
liability submitted information to the DOF on the transfer of funds between the State and
the federal government. Specifically, the departments provided to the DOF the number
of interest days, which is either the number of days from the deposit of federal funds in a
state account to warrant issuance or the number of days from warrant issuance to the
deposit of federal funds. In addition, the departments provided to the DOF the amount of
federal funds deposited in the State’s account for program expenditures. The DOF used
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this information to calculate the interest liability. We identified errors in the information
reported to the DOF and used in the interest liability calculation that resulted in a
$29,000 underpayment of state interest liability. For the Highway Planning and
Construction and the Federal Family Education Loan programs, the California Department
of Transportation and the Student Aid Commission calculated and reported the interest
liabilities to the DOF.

As previously discussed, the State could not always comply with the default procedures
because the State’s systems for requesting and disbursing federal funds do not
accommodate the requirements of the default procedures. For example, according to the
Department of Finance, the Department of Health Services was unable to obtain timely
information from the State’s accounting system and was unable to make a weekly
estimate of federal expenditures for the Maternal and Child Health Services Block Grant
and request the funds from the federal government in advance of the expenditures, even
though this was required in the default procedures. Therefore, the State advanced its own
funds to pay federal program expenditures for this program, and the federal government
reimbursed the State. However, the State could not calculate an interest liability for the
program, even though it would be equitable for the State to do so since it advanced its
own funds. Additional instances in which the State could not comply with the default
procedures occurred because the federal funds requested were not available to the State
when it paid the federal program expenditures. For example, the federal funds were not
available to pay program expenditures for the Family Support Payments to States—
Assistance Payments and the Crime Victim Compensation programs. As a result, the State
used its funds to pay program expenditures and calculated a federal interest liability
totaling approximately $2.5 million and $446,000, respectively, for the two programs.
Generally, whenever the State used its funds to pay federal program expenditures and
received reimbursement from the federal government at a later date, the State calculated
and reported a federal interest liability.

Furthermore, the State did not always comply with the default procedures because the
State and the federal government do not agree on certain provisions of the default
procedures. In one instance, the State calculated and reported a federal interest liability
on expenditures that according to the default procedures were exempt from the interest
liability. In another instance, the State did not always include the required expenditures
in the net interest liability calculation. Furthermore, the State used redemption patterns in
the interest liability calculation that did not always comply with the default procedures.
The redemption patterns represent the average time from when a warrant is issued to the
time the same warrant is redeemed. The DOF uses this information in the interest liability
calculation.  Finally, the State offset the state interest liability by the direct cost of
implementing CMIA. When we discussed these instances of noncompliance with the
DOF, the DOF stated that the procedures they used to implement and calculate
the interest liability may not always comply with the default procedures. However, in the
opinion of the DOF, the State’s procedures are equitable when considering the intent of
CMIA, the processes used by the State to pay federal program expenditures, the timing
of the transfer of funds between the State and the federal government, and the average
redemption time of warrants issued by the State.

The following is a more complete discussion of the State’s noncompliance with the default
procedures and their affect on the interest liability calculated and reported to the federal
government:



The DOF included in the CMIA Annual Report a federal interest liability for a program
that was exempt from the liability calculation according to the default procedures.
Specifically, the Student Aid Commission calculated a federal interest liability totaling
approximately $2 million for the Federal Family Education Loan Program that the
DOF included in the CMIA Annual Report. However, the DOF was in error when it
agreed that state funds were used to purchase defaulted student loans that result in a
federal interest liability. The DOF now agrees that state funds were not used to
purchase defaulted student loans. Therefore, a federal interest liability should not be
calculated. Because the State reduces its interest liability by any federal interest
liability, the effect of including the federal interest liability in the CMIA Annual Report
was a net understatement by the State of approximately $2 million. However, the
State plans to refund the federal government the $2 million interest amount in
June 1996.

The DOF did not include in the CMIA Annual Report approximately $577,400 of state
interest liability it calculated for federal funds advanced to the State for payroll
expenditures. The default procedures require the State to track and calculate the
interest liability resulting from federal funds advanced to the State for applicable
payroll expenditures. Even though the DOF required the departments to track and
report the advance payroll expenditure information, and the DOF calculated the
resulting interest liability, the DOF did not include the amount in the CMIA Annual
Report submitted to the federal government. The DOF did not include the advance
payroll interest liability in the annual report because the DOF felt it would not be
equitable because the interest liability that should accrue when the State uses its own
funds to cover payroll and operating costs for applicable federal programs is not
included in the CMIA Annual Report. More specifically, the payroll and operating
expenditures that are initially paid by the State and later reimbursed by
the federal government are not tracked and included in the interest liability
calculation.  Furthermore, if the State could track and calculate the interest
liability resulting from these payroll and operating expenditures, the federal
government would owe the State.

Because the departments tracked the advance payroll expenditure information and the
DOF performed the interest liability calculation from the information, we reviewed
both the advance payroll information at the departments and DOF'’s calculation of the
interest liability. The cumulative effect of minor errors in the payroll information at
the departments and the DOF’s omission of the interest liability resulting from
advance payroll expenditures is an understatement of the State’s interest liability by
approximately $577,500.

The State used redemption patterns in the interest liability calculation that did not
always comply with the default procedures. The redemption patterns represent the
average time from the date a warrant is issued to the date the warrant is redeemed.
Specifically, the State used redemption patterns that were generally fewer days than
those specified in the default procedures for 17 programs. As a result, the interest
liability calculated was understated by approximately $228,800. Once again, the
DOF did not comply with the default procedures.



e The Code of Federal Regulations, Title 31, Section 205.14(b)(1), does not allow
the State to offset its interest liability by the direct cost of implementing CMIA when
the State is using default procedures. However, the State did offset the interest

liability by the direct cost, resulting in an understatement totaling approximately
$190,200.

In addition to the problems discussed above, we identified minor errors in the
DOF’s calculation of the interest liability that caused an underpayment totaling
approximately $14,000. Specifically, for one program, the DOF did not use the correct
amount of funds transferred in its calculation, causing an understatement in the amount of
interest the State would owe the federal government. For another program, the DOF did
not carry forward into its summary reports the correct number of days the federal funds
were in the state treasury before a warrant was issued, causing another understatement of
the State’s interest liability. For both programs, the DOF used redemption patterns that
did not comply with the default procedures as discussed above.

For 30 of the 43 programs we audited, we also found errors in the information reported to
the DOF by the departments and used in the interest liability calculation. Specifically,
departments did not always correctly report the amount of funds transferred and/or the
number of days the federal funds were in the state treasury before warrant issuance.
These errors resulted in an underpayment in the State’s interest liability totaling
approximately $29,000. In total, the State underpaid its interest liability by approximately
$43,000 because of the errors identified above. In addition, because the State did not
always comply with the default procedures, it also understated its interest liability by an
additional $3.0 million.

The State paid approximately $8.6 million in interest liabilities related to the fiscal year
1994-95 CMIA. However, this payment does not take into account the issues and errors
that have been discussed in this section of our report.

Until the State and the federal government can agree on CMIA procedures that are
equitable to all parties involved, the State’s interest liability calculation and payment will
contain noncompliance issues. As of June 5, 1996, the State and the federal government
have not agreed on the CMIA procedures that the State will use to implement CMIA in
fiscal year 1995-96.

Departments Do Not Promptly Request
the Transfer of Federal Funds

The State does not promptly request federal funds for expenditures initially paid from the
General Fund, nor does it promptly reimburse the federal government for excess funds it
has received. When it does not promptly request reimbursement, the State loses potential
interest earnings. In contrast, when it does not promptly repay excess federal monies, it
may incur an interest liability to the federal government. We found the following
examples of delays in the transferring of federal funds:



e The Department of Health Services did not promptly obtain reimbursement from the
federal government for the Refugee and Entrant Assistance-State Administered
Programs and the Maternal and Child Health Services Block Grant. These delays in
obtaining reimbursement resulted in a loss of potential interest earnings to the State of
$113,000 and $110,000, respectively.

e The Department of Social Services underestimated its cash needs by $5.67 million for
16 drawdowns of federal monies that we reviewed, resulting in lost interest earnings
to the State of $25,200. Conversely, for 2 other drawdowns reviewed, the
department overestimated its cash needs by $2.69 million, resulting in $28,700 in
interest earned by the State to which it was not entitled.

e The State lost interest earnings of approximately $13,000 because the Department of
Justice did not submit billings to the Department of Social Services until seven months
after the Department of Justice started providing services under the Child Support
Enforcement Grant program. The Department of Social Services does not collect
federal monies for this program until it receives billings from the Department of
Justice.

Federal regulations require the State to minimize the time between the transfer of funds
from the U.S. Treasury and the payment of expenditures, as well as to limit its requests for
federal funds to the minimum required to meet the State’s immediate needs.

The State Does Not Adequately
Monitor Advances to Subrecipients

The State does not always limit cash advances made to subrecipients to their immediate
needs. We found that the State made cash advances in excess of immediate needs for six
federal programs at five departments. These deficiencies occurred because the State did
not adequately monitor the cash balances of the subrecipients. Table 5, beginning on
page 252, lists the federal programs for which we found such deficiencies. We found the
following examples of inadequate monitoring of advances:

e The California Community Colleges, Chancellor’'s Office (Chancellor’s Office), did
not ensure that cash advances to subrecipients participating in the Vocational
Education—Basic Grants to States program were only provided to meet immediate
needs. We reviewed 30 payments made to subrecipients and found that the
Chancellor’s Office issued to ten subrecipients funds totaling $318,000 more than
their immediate needs.

e The Department of Alcohol and Drug Programs did not have adequate procedures to
monitor the cash balances of subrecipients of the Substance Abuse Prevention and
Treatment Block Grant and the Safe and Drug-Free Schools—State Grants. We
reviewed quarterly federal cash transaction reports for 12 counties and found
2 reported cash balances that would last more than 30 days. Further, the department
did not adjust subsequent monthly advances for either of these counties.
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e The Department of Community Services and Development made cash advances to
3 of the 24 subrecipients we reviewed for the Community Services Block Grant, even
though these subrecipients maintained excessive cash balances for three quarters
during fiscal year 1994-95.

Without adequate monitoring of subrecipient cash balances, the State cannot ensure that
advances are limited to immediate needs.

The State Has Not Adequately Recorded
Expenditures and Receipts for Each
Federal Program

The State has not complied with a provision of the Office of Management and Budget
(OMB), Circular A-128 (Circular A-128), requiring a schedule that shows total
expenditures for each federal assistance program. Circular A-128 requires the State to
identify all federal grants from which it expends more than $20 million in a single year.
The State cannot comply because it does not report its expenditures by federal program
due to limitations in its automated accounting systems. The California Government Code,
Section 13300, assigns the DOF the responsibility for establishing and supervising a
complete accounting system to ensure that all revenues, expenditures, receipts,
disbursements, resources, obligations, and property of the State are properly accounted
for and reported. Thus, the schedule of federal assistance that we present, beginning on
page 227, shows total receipts by program, rather than expenditures.

The State also does not have centralized records for recording the receipt of federal
monies, potentially resulting in an impairment of its ability to satisfy federal requirements.
In 1978, the State took steps to establish a centralized record of federal receipts. In that
year, it created the Federal Trust Fund for the deposit of all federal monies received and
administered through or under the direction of any state agency. This fund was created to
provide better accountability for the State’s receipts and expenditures of federal funds. If
the State consistently required that all federal receipts be recorded in the Federal Trust
Fund, the centralized records would help satisfy requirements under Circular A-128.
However, the State has allowed some federal receipts not to be recorded in the Federal
Trust Fund. For example, in 1991, Section 89049.1 of the Education Code was added to
allow the Federal Trust Fund to be bypassed for receipts for student financial aid at
California State University. During fiscal year 1994-95, these receipts totaled more than
$545 million. In addition, the DOF administratively created the State Legalization Impact
Assistance Fund to account for receipts and expenditures from the federal State
Legalization Impact Assistance Grants, again bypassing the Federal Trust Fund. These
receipts totaled more than $2.3 billion for fiscal years 1988-89 through 1994-95.

The absence of centralized records results in additional work to prepare the schedule of
federal assistance required by Circular A-128. For example, to determine fiscal year
1994-95 receipts, the State had to request that California State University identify receipts
for student financial aid grants separately. Furthermore, the potential exists that the State
will fail to identify all receipts. This lack of identification could result in material
misstatements in the schedule of federal assistance or the failure to identify all grants
requiring an audit under Circular A-128.



Circular A-128 requires the State to submit an audit report on a schedule of federal
assistance that shows the total expenditures for each federal assistance program.

We have previously reported this issue. The DOF has responded that making the
necessary modifications to the State’s automated systems would require extensive effort.

The State Does Not Sufficiently Monitor
Recipients of State and Federal Monies

The State is often deficient in its monitoring of recipients of state and federal monies. We
found the administration of more than 24 federal and 2 state programs in 13 departments
deficient in a wide variety of required monitoring practices. Specifically, we determined
that departments did not conduct audits or reviews of recipients’ operations or records, or
they did not ensure that subrecipients submit audit reports completed by independent
auditors. Table 5, beginning on page 252, lists the federal programs for which we found
such deficiencies. We found the following examples of deficient monitoring:

e The Office of Public School Construction (OPSC) has not finalized close-out audits on
approximately 723 completed school construction projects, even though 174 of these
projects have been complete for at least four years. Without these audits, the OPSC
can neither determine the amount of the projects’ allowable expenditures nor whether
the State owes school districts additional funds. Further, the OPSC cannot determine
whether any funds that may have been apportioned for these projects in excess of
actual costs are to be returned to the State and made available for other projects.

e The Department of Health Services was unable to provide us with 40 of the 76 audit
reports that should have been submitted to the department by nonprofit subrecipients
participating in the Maternal and Child Health Services Block Grant and the HIV Care
Formula Grants programs. The department had not included 33 of these 40 nonprofit
subrecipients on the database it uses to monitor the receipt of required reports.
Without the audit reports and a comprehensive database to track subrecipients, the
department lacks assurance that subrecipients are complying with federal laws and
regulations.

e The Department of Aging did not perform required biennial on-site reviews of
supportive and nutrition services for 3 of the 33 area agencies on aging for the Special
Programs for the Aging—Title Ill, Part B and Part C grants. Of the 30 on-site reviews
that the department performed, 12 were for nutrition services only and did not include
assessments for supportive services. Failure to conduct thorough evaluations may
prevent early detection and correction of deficiencies in the services provided by the
area agencies.

e The Chancellor's Office did not review 51 of the 71 audit reports from the State’s
community college districts for fiscal year 1994-95. Because the Chancellor’s Office
is not properly monitoring audit reports, it cannot ensure that community college
districts promptly and appropriately resolve instances of noncompliance with federal
and state laws and regulations.



e The Department of Social Services’ process to monitor nonprofit subrecipients for
compliance with federal audit reporting requirements needs improvement. Our
review of the department’s process for monitoring 18 nonprofit organizations for five
federal programs disclosed that, among other deficiencies, it had no formal
procedures for reviewing required independent audit reports and did not always
obtain information from independent auditors regarding instances of noncompliance
with federal laws or regulations.  Without an adequate review process, the
department lacks assurance that the subrecipients are complying with federal laws and
regulations and that federal money is being spent appropriately.

Administration of State Contracts
and Interagency Agreements

In addition to our annual financial and compliance audit, we also reviewed the State’s
administration of contracts and interagency agreements. The results of our review will be
issued in August 1996 (Report No. 95015). The report will address the State’s compliance
with laws and regulations related to contracts and interagency agreements and adherence
to policies and procedures for sound contract management.



Significant Departmental Concerns

weaknesses that should be addressed by the Department of Finance (DOF) and the

applicable departments. While not systemic in nature, these weaknesses, some of
which are material, represent deviations from laws, regulations, and internal controls.
We found the following examples of significant weaknesses at individual departments:

|n addition to the statewide concerns, individual departments have significant

The Department of Community Services
and Development Improperly Charged
Federal Program Costs

The Department of Community Services and Development (department), formerly the
Department of Economic Opportunity, inappropriately charged to the previous year’s
grant costs incurred in the following year for the administration of a federal grant.
Specifically, the department inappropriately made adjusting entries to its accounting
records to transfer costs originally charged to federal fiscal years 1990 through 1994 back
to federal fiscal years 1989 through 1993, respectively, for its Community Services Block
Grant (CSBG). The department transferred amounts ranging between $500 from federal
fiscal year 1990 to 1989 and $696,700 from federal fiscal year 1994 to 1993.

To cover its costs for administering the CSBG program, each year the department is
allowed to spend 5 percent of the total grant on administrative costs. However, between
fiscal years 1989 and 1993, the department did not spend up to the 5 percent limit. It
recovered these funds by transferring expenditures from one grant year to the previous
grant year, making adjusting entries to its accounting records.

The department also directed some of its employees to charge their time to a
specific federal program even though the employees had not worked on that program.
For June 1995, employee time totaling $114,000 was charged to the Earthquake Disaster
Assistance program even though the employees had not worked on this federal program.
According to the department, it undercharged the Earthquake Disaster Assistance
program during fiscal year 1993-94 when employees actually worked on that program.
At the time, the department had not established a cost center so that employees could
charge time to the program. In 1993-94, the employees charged the time worked on the
Earthquake Disaster Assistance program to other federal programs.

In July 1995, we discussed this issue with the department, and it agreed to take steps to
correct the errors. The department provided us with a schedule of employees who had
worked on the Earthquake Disaster Assistance program during fiscal year 1993-94. The
schedule summarized the program initially charged, hours worked, salary and benefits,
and travel expenses. However, the department only documented $65,000 of the
$114,000. We also found that the schedule was incomplete and inaccurate.
Furthermore, the department did not correct its accounting records for the errors. Unless
the department adjusts its records for the actual costs incurred, federal programs may not
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pay their fair share of costs. United States Code Annotated, Title 42, Section 9907(b),
states that funds for a fiscal year allotment must be expended in the same or succeeding
fiscal year. The Office of Management and Budget (OMB) “Common Rule” requires
states to account for grant funds to permit the tracing of funds to a level of expenditures
adequate to determine the appropriate use of funds.

The Board of Equalization Lacked
a Policy for Penalty Assessment
on Underpayment of Required Fees

The Board of Equalization (board) lacked a policy of assessing penalties for underpayment
of required fuel tax prepayments and, thus, it did not assess penalties of at least $34,800.
We reviewed 56 monthly prepayments made during fiscal year 1994-95 by 14 motor
vehicle fuel distributors. Distributors underpaid the required amount in three instances.
In one instance, although the board detected an underpayment of $429,000, it did not
assess a penalty. In two other instances, the board did not detect underpayments of
$149,700 due to an error it made in calculating the required prepayment. Although the
amount of penalties not assessed by the board in our sample is small, the effect could be
much greater when applied to all of the required fuel tax prepayments made during each
fiscal year.

We reported a similar finding during our financial audit for fiscal year 1991-92. At that
time, the senior auditor of the fuel taxes division stated that there was no provision in
law to assess penalties on the underpayment of required taxes. However, because we
brought this problem to the board’s attention during fiscal year 1994-95, the board now
plans to assess penalties for underpayment of required fuel tax prepayments, thus
providing the State with an additional revenue source.

Section 7659.1 of the Revenue and Taxation Code requires fuel distributors whose
estimated tax liability averages $900,000 or more per month to make a prepayment of
taxes each month. Section 7659.5 requires that those fuel distributors who fail to make a
timely prepayment must pay a penalty of 6 percent of the prepayment amount.
Section 7659.7(b) requires that, if any part of the deficiency in prepayment is due to
negligence or intentional disregard of the regulations, the fuel distributors must pay a
penalty of 10 percent of the deficiency.

The Department of Housing and
Community Development Needs To
Improve Its Control Over Housing Loans

The Department of Housing and Community Development (department) needs to improve
its control over loans distributed from its housing funds. In our audit for fiscal year
1993-94, we reported that the department could not reconcile a difference of
$25.4 million between its accounting records and program records for its housing funds.
In response to our prior audit, the department hired an independent CPA firm to reconcile
its accounting and program records through june 30, 1995. The CPA firm proposed
adjustments to the accounting records totaling $17.6 million. Further, the CPA firm



developed procedures for the department to prepare monthly reconciliations of
accounting and program records. However, as of April 1996, the department has not
performed any reconciliations of accounting and program records for fiscal year 1995-96
loan receivable activity.

Because the department is not performing reconciliations intended to detect errors or
omissions in its housing loans records, it cannot provide effective accounting control over
housing loans, which in turn protect the public’s resources from abuse.

The Stephen P. Teale Data Center Did Not
Fully Recover Some Service Costs

During fiscal year 1993-94, the Stephen P. Teale Data Center (data center) entered into
an interagency agreement with the Department of Motor Vehicles (DMV) to provide
computing services over a five-year period for a project called Network 2000. To
facilitate this agreement, the data center added a new rate to its published rate schedule
and billed the DMV for services based on the number of transactions the DMV processed
each month. This billing procedure differs from the data center’s standard procedure of
billing customers for actual system services used and for any equipment used exclusively
for that customer. Because it billed the DMV for the number of transactions processed
instead of using the data center’s existing rates, by June 30, 1995, the data center had
incurred costs that exceeded the billings it made to the DMV by more than $3.1 million.

According to the assistant director of administration and finance, to meet the needs of its
agreement with the DMV, the data center had to purchase equipment during the start-up
phase of the project. He also stated that the data center is using surpluses it has
accumulated over the past few years to finance these start-up costs. However, because
the data center is required to operate on a break-even basis, it should return any surpluses
from past years to its customers by lowering its service rates. If the data center had used
its standard procedures for billing customers and its current rates in its agreement with the
DMV, it would have recovered the start-up costs for the project. Although the data
center did reduce its billing rates for fiscal years 1994-95 and 1995-96, it could have
reduced them even further had it recovered its costs for the DMV project. By using the
surpluses from past years to recover a portion of the costs of the DMV project, the data
center is actually charging those costs to other state agencies. Moreover, because some
of the other state agencies receive federal funds to pay for services provided by the data
center, the federal government may also be subsidizing the DMV project.

The State Administrative Manual, Section 4982.2, requires the data center to operate on a
break-even basis each fiscal year. In addition, the section requires the data center to
charge its users for units of service according to a published service rate schedule.
Finally, Section 8752 requires the data center to recover its full costs whenever it provides
goods or service to others.
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The Office of State Printing
Inappropriately Allocated Legislative
Costs to the Federal Government

The Department of General Services’ Office of State Printing (OSP) inappropriately
charged a portion of legislative printing costs to the federal government. As part of the
printing services it provides to the State, the OSP prints a variety of legislative documents.
Costs related to producing these documents are budgeted and funded by the Legislature
each fiscal year. In fiscal years 1993-94 and 1994-95, the cost of legislative printing
exceeded the funding provided by the Legislature by $299,000 and $212,000,
respectively. These costs were passed on to state agencies through higher rates charged
for all other printing services. Because state agencies pay for printing services with
federal funds, a portion of these costs were paid with federal funds. OMB Circular A-87
specifically excludes general government and legislative expenses from the list of
allowable federal program costs.

The Department of Health Services Did Not
Always Prepare Accurate Financial Statements

The Department of Health Services (department) did not accurately prepare its financial
reports for fiscal year 1994-95 for its Health Care Deposit Fund, General Fund, and
Federal Trust Fund. During our audit, we noted the following conditions:

e The department overstated its Medi-Cal accrual by $703 million at June 30, 1995,
because it did not adjust prior-year accruals to reflect current projections for
Medi-Cal costs. As a result, the department overstated receivable and liability
accounts for the Health Care Deposit Fund and the Federal Trust Fund, and
liability accounts for the General Fund.

e The department posted an accrual twice and, as a result, overstated its due from other
funds and due to other governments accounts by approximately $180 million in the
Health Care Deposit Fund. The error of $180 million resulted in the overstatement of
receivable and liability accounts in the department’s Federal Trust Fund.

e The department did not ensure that all amounts for the AIDS Drug Assistance Program
were accrued in the General Fund. While it correctly accrued the federally funded
portion of the accounts payable, it overlooked the accrual for the State’s portion of the
program. As a result, the department understated its accounts payable and
expenditure accounts in the General Fund by approximately $6.8 million.

Confusion Exists Over Requirements for
Approval for Some Contracts

The State Administrative Manual does not provide adequate guidance about which
agreements for services require the approval of the Department of General Services
(DGS). The Public Contract Code, Section 10295, states that all contracts entered into by



any state agency for services are void unless and until approved by the DGS. The Health
and Safety Code, Section 38012, requires DGS approval of direct service contracts
entered into by departments in the Health and Welfare Agency. The Attorney General’s
Office issued two opinions, one in 1975 and one in 1980, that precede the effective date
of the direct service contract legislation. The opinions distinguish grants from contracts,
and they state that certain grants are not contracts for services and therefore are not
subject to the DGS’s review and approval.

Some departments have relied on the opinions of the Attorney General’s Office as their
rationale for not obtaining DGS approval of agreements for services. For example, the
Office of the Auditor General reported in 1989 that the Department of Health Services did
not always obtain DGS approval of contracts when it was required. The department,
which is in the Health and Welfare Agency, responded that it considered the contracts in
question to be grants, basing its position on the opinions of 1975 and 1980. However, a
more recent opinion of the legislative counsel, obtained during the Office of the Auditor
General’s 1989 audit, determined that some of these contracts did not meet the legal
definition of a grant.

In our current review of similar contracts at the department, we found that it continues to
cite the opinions of the Attorney General’s Office in classifying Indian Health Program
contracts as grants, even though the legislative counsel concluded that an agreement for
this program was a direct services contract and therefore subject to DGS review and
approval. During fiscal year 1994-95, the Department of Health Services entered into
approximately $2.4 million in agreements for the Indian Health Program.

The DGS provides an independent review of contracts to ensure that state agencies
are complying with laws and regulations and that the financial interests of the State are
preserved and protected. If a department incorrectly classifies a contract as a grant, the
State’s system of controls is circumvented, and the State has less assurance that its
financial interests are being protected.

Legislation introduced in February 1996 would require that the DGS review and approve
all grants and contracts. However, as of May 1996, this legislation had not been
enacted. In addition, the State Administrative Manual may be amended to include the
requirement that grants be reviewed by the DGS.

Alcohol and Drug Program Administrative
Costs Charged to a Federal Grant
Exceeded The Allowable Amount

The Department of Alcohol and Drug Programs (department) spent approximately
$721,000 in federal funds to administer the Safe and Drug-Free Schools grant
in fiscal year 1994-95, exceeding allowable administrative costs for the grant by
approximately $360,000. The department did not compare actual administrative
expenditures to budgeted expenditures during the year so that it could limit charges to the
budgeted amounts. Although the department limited its budgeted administrative costs to
the 2.5 percent allowed by the United States Code, the actual administrative costs



charged to the grant exceeded 5 percent. Failure to limit state administrative costs to
2.5 percent of the grant amount could result in the reduction of future federal grant
monies.

Recommendations

The State should revise its practices to improve weaknesses in its accounting and
administrative controls. Specifically, the DOF should do the following:

e Ensure that the State’s budget and accounting systems are able to efficiently record
and report its financial operations in a manner that is as consistent with generally
accepted accounting principles as possible;

e Ensure that agencies comply with existing State Administrative Manual requirements
relating to fixed assets and contracting and interagency agreement procedures;

e Ensure that agencies fully comply with federal requirements related to federal grant
monies received;

e Ensure that agencies reconcile the information contained in the statewide real
property inventory to the information contained in their year-end Statement of
Changes in General Fixed Assets; and

e Revise the State Administrative Manual to provide guidance on the appropriate use of
grants.



Audit Information by
Area of Government

efficiency and effectiveness in its operations because of weaknesses in its internal

control structure. Although it has corrected many of the problems the Bureau of
State Audits reported in prior years, the State can still significantly improve its accounting
and administrative controls.

The State of California continues to incur unnecessary costs and faces reduced

Table 3 summarizes state expenditures and the financial and compliance audit activity of
the Bureau of State Audits during fiscal year 1994-95. Other audits issued by the Bureau
of State Audits are summarized in the final column of the table and cover the period from
July 1, 1994, through December 31, 1995. The table organizes this information
according to the areas of government recognized in the Governor’s Budget. The Bureau
of State Audits conducted financial and compliance audit work in nine areas of
government.  The Education and the Health and Welfare areas together have
expenditures that represent more than 76 percent of the State’s total expenditures, and
these two areas receive monies from 47 major federal grant programs.
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Table 3

Summary of Audit Work by Area of Government

Fiscal Year 1994-95
Number of Departments
Number of
Total Amount/ Amount and Special Topic
Percent of Number of With Amount/Number Reports
State In Area of Departments Reported of Federal (7/1/94 to
Area of Government Expenditures* Government Audited* Weaknesses Grants Audited 12/31/95)
Business, Transportation $6.9 billion $6.5 billion $1.732 billion 9
and Housing 6.0% 17 6 5 4
Education $43.9 billion $32.6 billion $2.542 billion 7
38.7% 15 5 5 14
Environmental Protection $0.7 billion $0.4 billion $105 million 1
.6% 6 1 0 1
General Government $8.4 billion $0.3 billion $65 million 3
7.1% 55 4 3 2
Health and Welfare $43.3 billion $40.8 billion $20.099 billion 11
38.2% 20 10 10 33
Legislative, Judicial and $3 billion $2 billion $1.095 billion
Executive 2.7% 39 6 5 3 5
Resources $2.3 billion $1 billion
2.0% 24 3 0 0 6
State and Consumer $1.5 billion $ 0.9 billion
Services 1.3% 11 2 2 0 6
Youth and Adult $3.9 billion $3.8 billion
Correctional 3.4% 5 2 2 0 3

* Amounts reported in these columns are total estimated expenditures for all state departments in the agency or for all departments
audited during fiscal year 1994-95. Estimated amounts are from the Governor’s Budget for fiscal year 1996-97. The estimates do not
reflect actual amounts audited.

This report summarizes the results of the financial and compliance audit work that the
Bureau of State Audits conducted for fiscal year 1994-95. The Bureau of State Audits
reports the results of these audits in management letters addressed to the administrators of
each of the departments that include audit issues. These management letters are included
in this report, beginning on page 35.

Table 4 shows the distribution by state department of weaknesses in control over financial
activities and weaknesses in compliance with state and federal regulations. The page
number column in the table provides the location in this report of the beginning of the
specific management letter for the indicated department. The numbers in the other
columns represent the number of occurrences for that classification as reported in the
management letters for the departments. A more detailed table describing the type of
weaknesses found in compliance with federal regulations begins on page 252.
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Report on the Internal Control Structure



Independent Auditors’ Report on the Internal Control Structure

The Governor and Legislature of
the State of California

We have audited the general purpose financial statements of the State of California as of
and for the year ended June 30, 1995, and have issued our report thereon dated
December 15, 1995. We did not audit the financial statements of the pension trust funds,
which reflect total assets constituting 81 percent of the fiduciary funds. We also did not
audit the financial statements of certain enterprise funds, which reflect total assets and
revenues, constituting 87 percent and 91 percent, respectively, of the enterprise funds. In
addition, we did not audit the University of California funds. Finally, we did not audit the
financial statements of certain component unit authorities, which reflect total assets and
revenues, constituting 97 percent and 95 percent, respectively, of the component unit
authorities. The financial statements of the pension trust funds, certain enterprise funds,
the University of California fund, and certain component unit authorities referred to above
were audited by other auditors whose reports have been furnished to us, and our opinion,
insofar as it relates to the amounts included for these funds and entities is based solely
upon the reports of other independent auditors. We have also audited the State of
California’s compliance with requirements applicable to major federal financial assistance
programs and have issued our report thereon dated April 15, 1996.

We conducted our audits in accordance with generally accepted auditing standards;
Government Auditing Standards, issued by the Comptroller General of the United States;
and Office of Management and Budget (OMB) Circular A-128, Audits of State and Local
Governments. Those standards and OMB Circular A-128 require that we plan and
perform the audit to obtain reasonable assurance about whether the general purpose
financial statements are free of material misstatement and about whether the State of
California complied with laws and regulations, noncompliance with which would be
material to a major federal financial assistance program. In addition, we are required to
review internal controls over nonmajor programs at least once during a three-year cycle.

In planning and performing our audits for the year ended June 30, 1995, we considered
the internal control structure of the State of California in order to determine our auditing
procedures for the purpose of expressing our opinion on the general purpose financial
statements of the State of California, but not to provide assurance on the internal control
structure, and on the State’s compliance with requirements applicable to major federal
financial assistance programs and to report on the internal control structure in accordance
with OMB Circular A-128.
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The State’s management is responsible for establishing and maintaining an internal control
structure. In fulfilling this responsibility, estimates and judgments by management are
required to assess the expected benefits and related costs of internal control structure
policies and procedures. The objectives of an internal control structure are to provide
management with reasonable, but not absolute, assurance that assets are safeguarded
against loss from unauthorized use or disposition, that transactions are executed in
accordance with management’s authorization and recorded properly to permit the
preparation of general purpose financial statements in accordance with generally
accepted accounting principles, and that federal financial assistance programs are
managed in compliance with applicable laws and regulations. Because of inherent
limitations in any internal control structure, errors, irregularities, or instances of
noncompliance may nevertheless occur and not be detected. Also, projection of any
evaluation of the structure to future periods is subject to the risk that procedures may
become inadequate because of changes in conditions or that the effectiveness of the
design and operation of policies and procedures may deteriorate.

For the purpose of this report, we have classified the significant internal control structure
policies and procedures in the following categories: financial activities, including
electronic data processing controls; state compliance; and federal compliance. We did
not study the internal control structures for the pension trust funds, certain enterprise
funds, the University of California funds, or certain component unit authority funds.

For all of the internal control structure categories listed in the paragraph above, we
obtained an understanding of the design of relevant policies and procedures and
determined whether they have been placed in operation, and we assessed control risk.
Because of the large number of nonmajor programs and the decentralized administration
of these programs, we performed procedures to obtain an understanding of the internal
control structure policies and procedures relevant to nonmajor programs on a cyclical
basis. The nonmajor programs not covered during the current year are subject to such
procedures at least once during the three-year cycle.

During the year ended June 30, 1995, the State of California received 97 percent of its
total federal financial assistance through major federal financial assistance programs. We
performed tests of controls, as required by OMB Circular A-128, to evaluate the
effectiveness of the design and operation of internal control structure policies and
procedures that we considered relevant to preventing or detecting material
noncompliance with specific requirements, general requirements, and requirements
governing claims for advances and reimbursements and amounts claimed or used for
matching that are applicable to each of the State of California’s major federal financial
assistance programs, which are identified in the accompanying schedule of federal
financial assistance. Our procedures were less in scope than would be necessary to
render an opinion on these internal control structure policies and procedures.
Accordingly, we do not express such an opinion.

We noted certain matters involving the internal control structure and its operation that we
consider to be reportable conditions under standards established by the American Institute
of Certified Public Accountants. Reportable conditions involve matters coming to our
attention relating to significant deficiencies in the design or operation of the internal
control structure that, in our judgment, could adversely affect the State’s ability to record,



process, summarize, and report financial data consistent with the assertions of
management in the general purpose financial statements or to administer federal financial
assistance programs in accordance with applicable laws and regulations.

We discuss the reportable conditions and present recommendations to correct them on
pages 35 through 216 of our report. Management's comments regarding the
recommendations appear on page 279 of this report. Additionally, beginning on
page 264, we present a schedule listing instances of noncompliance that we consider to
be minor. Specific responses to the reportable conditions identified at each state agency
are on file with the Bureau of State Audits and the Department of Finance. The
reportable conditions identified in the State’s single audit report for fiscal year 1993-94
that have not been corrected are included in the section beginning on page 35.

A material weakness is a reportable condition in which the design or operation of one or
more of the internal control structure elements does not reduce to a relatively low level
the risk that errors or irregularities in amounts that would be material in relation to the
general purpose financial statements or noncompliance with laws and regulations that
would be material to a federal financial assistance program may occur and not be
detected within a timely period by employees in the normal course of performing their
assigned functions.

Our consideration of the internal control structure policies and procedures used in
relation to the general purpose financial statements or in administering federal financial
assistance would not necessarily disclose all matters in the internal control structure that
might be reportable conditions and, accordingly, would not necessarily disclose all
reportable conditions that are also considered to be material weaknesses as defined
above. However, we believe none of the reportable conditions described above are a
material weakness.

In addition to the work we performed in accordance with OMB Circular A-128 and the
Single Audit Act of 1984, the Bureau of State Audits performed other reviews related
to federal programs. A schedule of the pertinent reports issued from july 1, 1994, to
December 31, 1995, begins on page 275 of this report.

This report is intended for the information of the governor and Legislature of the State of
California and the management of the executive branch. However, this report is a matter
of public record and its distribution is not limited.

BUREAU OF STATE AUDITS

SALLY L.iILLIMAN, CPA

Deputy State Auditor

April 15, 1996

33



Detailed Description of Weaknesses at State Agencies

35



Index

Management Letters by Area of Government

Business, Transportation and Housing
Housing and Community Development, Department of
Motor Vehicles, Department of
Stephen P. Teale Data Center
Transportation, Department of

Education
California Community Colleges, Chancellor’s Office
California State University Chancellor’s Office
California State University
California Postsecondary Education Commission
California Student Aid Commission
Education, California Department of

General Government
Community Services and Development, Department of
Criminal Justice Planning, Office of
Finance, Department of

Health and Welfare
Aging, Department of

Alcohol and Drug Programs, Department of

39

41

43

56

59

63

65

67

78

81

94

96

99

109

111

118

129

137

139

141

Page

37



38

Developmental Services, Department of
Employment Development Department
Health and Welfare Agency Data Center
Health Services, Department of
Rehabilitation, Department of (contracted)
Social Services, Department of
Legislative, Judicial and Executive
Emergency Services, Office of
Equalization, Board of
Insurance, Department of
Justice, Department of
State and Consumer Services
Franchise Tax Board
General Services, Department of
Youth and Adult Correctional
Corrections, Department of

Youth Authority, Department of the

Page

148
153
157
161
173
175
185
187
194
196
198
201
203
205
211
213

215



Management Letters by Area of Government

39



Business, Transportation and Housing
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Department of Housing and Community Development

We reviewed the financial operations and related internal controls of the Department of
Housing and Community Development (department) and the department’s administration of the
U.S. Department of Housing and Urban Development grants, Federal Catalog Nos. 14.228
and 14.239.

Summary

We reviewed the financial operations and related internal controls of the department and the
department’s administration of the U.S. Department of Housing and Urban Development
(HUD) grants. We noted the following concerns during our review:

e As of April 23, 1996, the department has not reconciled its records of loans receivable
maintained in its program unit to records maintained in its accounting unit for fiscal year
1995-96 loans receivable activity. In addition, the department does not maintain a correct
listing of names and addresses for the borrowers of loans recorded in the California
Disaster Housing Rehabilitation fund, the Housing Rehabilitation Loan fund, and the
Rental Housing Construction fund, totaling approximately $381,000, $2.8 million, and
$10 million, respectively. We reported a similar finding in our audit for fiscal year
1993-94. In response to our finding, the department hired an independent CPA firm to
reconcile its accounting and program records for loans receivable and provide the
accounting adjustments required to properly record the receivables in the accounting
records through June 30, 1995. The CPA firm proposed accounting adjustments to
the department's accounting records for funds 689, 929, and 938, of $3.5 million,
$9.5 million, and $4.6 million, respectively;

e The department’s system of internal accounting and administrative controls is not sufficient
to ensure that it administers the Community Development Block Grant (CDBG) and Home
Investment Partnerships Program (HOME) in accordance with federal and state regulations;

e The department has not adequately monitored the performance of subrecipients of CDBG
and HOME grants; and

e The department did not reconcile its federal financial reports prepared during fiscal year
1994-95 with the departmental accounting records. For the six reports we reviewed, we
noted differences ranging from $16,000 to $472,000. Moreover, as we reported in prior
years’ audits, the department has not performed reconciliations of its federal financial
reports with its accounting records since at least fiscal year 1991-92.

The Department Needs To Improve Its
Internal Controls To Ensure Compliance
With Federal Requirements

The department is responsible for administering the CDBG and HOME programs in accordance
with federal and state regulations. Also, the department is responsible for periodic reporting
to HUD on specific operational and fiscal results of the CDBG and HOME programs.
However, based on our review of the department’s administration of the CDBG and
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HOME programs, the department’s system of internal administrative and accounting controls is
not sufficient to assure that the department is complying with the performance and reporting
requirements of federal programs. In order to report on the operational and fiscal results of the
CDBG and HOME programs, the department accumulates information in databases maintained
in its program and accounting units, and in its official accounting records. However, we found
the department does not reconcile the information in its databases to the accounting records,
nor does it use information from its accounting records to report program financial
information to HUD. In addition, the department sometimes errs in recording transactions in
the accounting records. Because of these weaknesses in its internal control system, the
department cannot assure that it is complying with the requirements of the federal assistance
programs it administers. For example, we noted the following conditions:

e During our review of local assistance expenditures for the HOME program, we tested ten
payments and found two items, totaling $12,300, that the department should have
recorded as administrative expenditures. These errors occurred because the department
does not have the controls in place to ensure proper accounting codes are assigned to local
assistance and administrative expenditures for housing projects.

e In November 1994, the department incorrectly awarded $273,000 to a community housing
development organization (CHDO) for first-time buyer mortgage assistance using
HOME funds even though the HOME funds were earmarked for housing to be developed,
owned, or sponsored by CHDOs. The department awarded the contract because it had not
established the necessary procedures to adequately review applications for HOME funds set
aside for CHDOs. The department later revised its application review procedures to be
more specific in identifying the activities eligible for CHDO funds. Federal regulations
require that at least 15 percent of the State’s allocation of HOME program funds must be set
aside for housing to be developed, owned, or sponsored by CHDOs.

e Federal regulations allow the department to spend for administrative costs up to 10 percent
of repayments of, and interest earned from, loans of HOME funds (program income).
However, we found the department used 100 percent of the program income from one
HOME loan, totaling $18,600, to pay administrative costs. The department established a
policy to use 100 percent of program income to pay administrative costs during the fiscal
year, and adjust its grant records at fiscal year-end to ensure that program income is
ultimately allocated between administrative costs and program costs, as required by federal
regulations. However, during our review of the grant records for fiscal year 1994-95, we
noted the department did not make a year-end adjustment to the June 30, 1995, grant and
program allocation records. As a result, the department cannot assure, nor could we
determine, that it will ultimately use only 10 percent of the program income to pay for
administrative costs.

e Although the department complied with the federal spending limits for administrative costs,
during fiscal year 1994-95, it reported administrative costs to HUD for the 1992 and 1993
HOME grants that differed from the costs recorded in its accounting records by $209,000
and $30,000, respectively.

e FEach year the department prepares reports highlighting the accomplishments of the
CDBG and HOME programs. However, the reports covering fiscal year 1994-95
contained errors and were not always supported by program records or reconciled to the
accounting records. For example, the annual performance report for the HOME program



contained mathematical errors in the amount of program income reported. In addition, for
two of the ten items we tested from the CDBG annual report, the department did not
correctly report the amount it awarded to subrecipients for administrative costs. Moreover,
the financial information reported regarding federal receipts, disbursements, and program
income was not reconciled to the accounting records. Finally, in the CDBG annual report,
the department did not include federal drawdowns, totaling $509,000, that it should have.

Federal regulations require grantees to maintain an effective system of internal control to assure
that grantees and subgrantees use cash and other assets solely for authorized purposes. In
addition, federal regulations require that grantees maintain accurate accounting records that
permit preparation of reports and tracing of funds.

Inadequate Monitoring of
Federal Program Subrecipients

During fiscal year 1994-95, the department did not adequately monitor the subrecipients of the
CDBG and HOME program funds. As a result, it cannot assure that subrecipients comply with
the requirements of the programs when they spend federal funds.

Federal regulations require the department to monitor HOME recipients at least once a
year to ensure they comply with the requirements of the program. However, the department
has not developed a strategy for meeting that requirement. Moreover, the department has not
identified the specific monitoring requirements of the federal regulations or developed a
comprehensive policy and procedures to ensure its activities meet the monitoring
requirements. Although the department performs activities which are monitoring in nature,
it does not maintain records that document the extent of its monitoring activities or that it
monitors each contractor or subrecipient at least annually. In addition, the department has not
developed and implemented monitoring procedures for all of the elements of the
HOME program that they should be reviewing. For example, the department has not
developed and implemented procedures to perform monitoring of owners of HOME funded
multiple-family rental housing to determine compliance with housing codes and program
requirements. In addition, the department has not developed procedures to monitor cash
management and financial systems of HOME subrecipients.

We also reviewed the sufficiency of the department’s monitoring of local governments
that received CDBG funds during fiscal year 1994-95. For the five local governments we
reviewed, we found that the department does not always comply with its procedures for
conducting monitoring activities. For one of the subrecipients, the department had not
performed a financial management review, as required. For another, the department could
not provide any documentation to demonstrate that it had followed up with the subrecipient to
ensure that action had been taken to correct a deficiency identified in previous years.

Federal regulations state that the department is responsible for monitoring the performance
of its subrecipients of HOME funds to assure compliance with program requirements, and
for taking action when performance problems arise. In addition, federal regulations require
the department to monitor subgrant supported activities to ensure compliance with the
requirements of the CDBG program.
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The Department Could Not Explain
Differences in Indirect Cost Allocations

The department could not explain differences between our calculation of how the department’s
fiscal year 1994-95 indirect costs should be allocated and its own calculation.

Each month, the department’s accounting system allocates its indirect costs to various cost
centers based on the amount of labor cost for each cost center. Then, at the end of the fiscal
year, using personal computer software, the department reallocates the fiscal year’s total
indirect costs using information accumulated for the entire year. The department performs this
reallocation because it feels that using a whole year’s data to do this allocation is more
equitable than relying on the monthly allocations. Using the department’s methodology, we
tested the reallocations of indirect expenses to four program cost accounts. However, our
results differed from the department’s reallocation by $258 to $8,900, or .1 to 11.1 percent.
We discussed the results of our calculation with the chief of the budgets office who could not
explain the differences between our calculations and the reallocation performed by the
department. However, she added that the department has refined the reallocation process by
double-checking more of the allocations performed by the personal computer software. In
addition, the accounting office, as of July 1, 1995, has automated the reallocations and
performs them quarterly, as well as at year-end.

Cost principles for determining allowable costs of programs administered by the State under
grants received from the federal government require costs to be allocated to a program only to
the extent to which that program benefits from the cost.

The Department Is Not Complying With
Federal Cash Management Requirements

The department does not minimize the time between the drawdown of federal funds and the
issuance of related warrants by the State Controller’s Office (SCO). For 103 local assistance
payments for the CDBG program we reviewed, the department disbursed 14 payments,
totaling $2.8 million, one to four days late. We only considered a disbursement late that was
delayed more than five days after the receipt of the funds. In addition, the department drew
cash advances from the U.S. Treasury, totaling $125,000, to fund the federal program’s share
of administrative operating expenses even though federal regulations stipulate that the
department should not draw down cash to cover administrative costs until after the costs have
been incurred.

On occasion, the department is refunded money that was initially allocated to subrecipients.
However, we found that the department is not always promptly applying refunds from
recipients to program needs or returning the funds to the federal government, as required. For
example, we found the department held 11 CDBG refunds, totaling $347,000, from 42 to
1,320 days before using the funds to cover program costs or returning the funds to HUD.

In addition, we found the department allows CDBG subrecipients to draw federal funds in
advance of expenses and to maintain cash balances in housing rehabilitation loan accounts so
the funds are available when contractor billings come due for housing rehabilitation projects.
Once the funds are placed in these accounts, however, the department does not monitor the
reasonableness of cash balances or require the subrecipients to report the cash balances.
According to the CDBG program manager, most subrecipients who draw CDBG funds in



this manner take 7 to 90 days to spend the cash balances they maintain in their
housing rehabilitation loans accounts. During fiscal year 1994-95, the department identified
approximately $19.8 million that it had awarded for housing rehabilitation.

Further, the department did not limit the cash advances it paid to subrecipients to their
immediate needs. We reviewed 15 payments of cash advances, totaling $595,800, to
CDBG subrecipients for activities other than the rehabilitation projects described above and
found that the department disbursed two payments that exceeded the immediate cash needs
identified by the subrecipients by $2,200 and $600.

Finally, the department made omissions and errors in the work sheets it used to report cash
management activities to the Department of Finance (DOF). For example, we reviewed two
quarterly reports of draws for local assistance expenditures and two quarterly reports of draws
for administrative expenditures and found the department omitted all or part of 15 drawdowns
and adjustments, totaling $424,000. In addition, the department reported incorrect receipt or
disbursement dates related to 13 disbursements in two quarterly reports of draws for local
assistance expenditures.

Federal regulations require that funds transferred to a state be limited to the minimum amounts
required to meet the state’s actual and immediate cash needs. In addition, federal regulations
require states to monitor cash drawdowns by their subgrantees to ensure that they conform
substantially with the same standards of timing and amount as apply to the grantees. Finally,
the DOF requires the department to report cash management activity from the CDBG grant to
aid the DOF in complying with the requirements of the federal Cash Management
Improvement Act.

Issues Reported in Prior Years

The following items are those that were reported in previous years and due to their significance
warrant corrective action by the department.

The Department Needs To Continue To
Improve Its Controls Over Housing Loans

The department needs to continue to improve its control over loans distributed from the
California Disaster Housing Rehabilitation fund (fund 689), Housing Rehabilitation Loan fund
(fund 929), and the Rental Housing Construction fund (fund 938). In our audit for fiscal year
1993-94, we reported that the department could not reconcile a difference of approximately
$25.4 million between its accounting records and program records for the three funds.
Subsequently, the department hired an independent CPA firm to reconcile its accounting and
program records, for loans receivable and provide the accounting adjustments required to
properly record the receivables in the accounting records. The CPA firm proposed accounting
adjustments to the department's accounting records for funds 689, 929, and 938, of
$3.5 million, $9.5 million, and $4.6 million, respectively, to bring the program records and
the accounting records into agreement as of June 30, 1995. In addition, to ensure the balances
remain in agreement, the CPA firm developed procedures for the department to prepare
monthly reconciliations of accounting and program records. However, we noted that, as of
April 23, 1996, the department has not performed any reconciliations of accounting and
program records for fiscal year 1995-96 loans receivable activity.
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Because the department is not performing reconciliations intended to detect errors or omissions
in its housing loan records, it cannot provide effective accounting control over housing loans,
which in turn protect the public’s resources from abuse.

Additionally, the department does not maintain a correct listing of names and addresses for its
loans receivable. Using a listing provided to us by the department, we requested the listed
borrowers to provide us written confirmation for 114 of the department’s recorded loans
receivable. However, 11 of the confirmation requests were returned to us by the addressees
because the department had not identified correct names and addresses for borrowers. The
reasons included clerical errors, files not being updated, disagreement by the listed borrower
that they were the borrower, and various other reasons. The balances of the loans we could
not confirm using the department’s information for funds 689, 929, and 938, totaled
approximately $381,000, $2.8 million, and $10 million, respectively. By not maintaining
accurate information on recipients of housing loans, the department increases the risk that
some of its receivables will become uncollectible.

State law requires departments to maintain an effective system of internal control which
includes procedures that provide for effective control over assets, liabilities, revenues, and
expenditures. In addition, the State Administrative Manual, which outlines fiscal policies for
state agencies to follow, discusses the importance of preparing reconciliations. Properly
prepared reconciliations represent an important element of internal control because they
provide a high level of confidence that transactions have been processed properly and that the
financial records are complete.

The Department Has Not Identified
Adjustments to Correct Iis
Commingling of Federal Grant Funds

The department has not completed its work to identify adjustments to federal grant balances
it may need to make because it improperly commingled the receipts from the federal
grants it administered from at least fiscal years 1989-90 through 1993-94. In our fiscal
year 1993-94 audit, we reported that since at least fiscal year 1989-90, the department had
commingled approximately $258 million in cash from nine federal programs in its Federal
Trust Fund. According to the department, it had been using the Federal Trust Fund as a
“melting pot” of federal dollars, in that expenditures for federal grants lacking available cash
were paid for by federal grants having available cash. Because of this commingling of funds,
the department could not determine actual cash balances for specific federal grants.

Subsequent to our audit for fiscal year 1993-94, the department hired an independent CPA firm
to reconcile program records of federal and state housing grant receipts and disbursements to
the department’s official accounting records and create a fund balance statement for each
program. However, the CPA firm has not yet completed those tasks or identified any
adjustments to the department’s grant balances to correct the effects of its commingling of
federal grant funds. The department's contract manager anticipates having this work
completed by June 30, 1996, and recording any adjustments to the accounting records in the
June 30, 1997, financial statements.

Federal regulations require states to maintain accurate accounting records that contain current
and complete disclosure of financial activities relating to a federal grant. In addition, the
regulations require grantees to maintain effective control and accountability for all grant cash



and that actual expenditures or outlays must be compared with budgeted amounts for each
grant or subgrant. Finally, the regulations require states to limit requests for federal funds to
the minimum amount required to meet their actual and immediate cash needs.

Federal Financial Reports Are
Not Supported or Reconciled

The department did not reconcile its federal financial reports prepared for fiscal year
1994-95 with its accounting records. Moreover, in our fiscal year 1993-94 audit, we reported
that the department had not performed reconciliations of its individual grant revenues and
expenditures since at least fiscal year 1991-92. Failure to reconcile federal financial reports
with the accounting records can result in misstated reports of the drawdowns and
disbursements of federal funds that are not supported by the department’s accounting records
and may go undetected. We noted the following when the department did not reconcile its
federal financial reports:

e In its administration of the CDBG and HOME programs, the department is required to
prepare a quarterly Report of Federal Cash Transactions (SF-272), which shows receipts
and disbursements and cash on hand balances of federal funds during the period of the
report. However, the reports the department prepared for fiscal year 1994-95 were not
supported by or reconciled with any data from the department’s accounting system. In
addition, the reports prepared for the CDBG grants did not accurately disclose balances for
disbursements and did not disclose any amounts for refunds of expenditures, adjustments to
cash balances, or beginning or ending cash on hand balances. For both the CDBG and
HOME grants, the department reported receipts that did not agree with the accounting
records. For the six reports we reviewed, we noted differences ranging from $16,000 to
$472,000. For disbursements, the department simply reported the same amount it reported
for receipts.

e During fiscal year 1994-95, the department did not agree receipts of CDBG and
HOME program funds recorded in its accounting records to balances maintained by the
SCO, but instead attempted to reconcile its receipts and disbursements of federal funds to
balances maintained by the SCO by comparing the net change in its CDBG and
HOME program cash balances each month to a similar figure in the SCO's records, and did
not separately compare totals for receipts, disbursements, and adjustments. When we
attempted to reconcile fiscal year 1994-95 receipts for federal programs recorded in the
department’s accounting records to the SCO’s balances, we found differences of $118,000
and $54,000 for the CDBG and HOME grants, respectively.

Federal regulations require the department to maintain accurate accounting records that permit
the preparation of reports and tracing of funds as well as accurate, current, and complete
disclosure of financial activities related to the grant. Additionally, state administrative policy
requires agencies receiving federal funds to reconcile federal financial reports with the official
accounting records and retain all supporting schedules and work sheets for a minimum of three
years.
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The Department Lacks Adequate
Control Over Its Revolving Fund

In prior years’ audits, we reported that, in June 1990, the department improperly used the
revolving fund to pay the Department of Transportation approximately $1.3 million under an
agreement to provide services. In addition, the department did not have sufficient
appropriations available from the State’s General Fund to reimburse its revolving fund for a
$364,000 balance remaining from the $1.3 million payment. In response to numerous reports
of this finding by the SCO, the DOF, and the Office of the Auditor General, the department
has requested approval from the DOF to reimburse its revolving fund at the end of fiscal year
1995-96 using its support appropriations from housing development and rehabilitation funds
administered by the department. As of April 1996, the department has not received approval
from the DOF.

We also noted that the department did not promptly request reimbursement for its revolving
fund. Specifically, 5 of the 6 revolving fund disbursements we reviewed for employee travel
expenses were reimbursed 78 to 117 days after the department issued the revolving fund
checks. Additionally, 10 of 11 revolving fund disbursements for travel expense advances were
reimbursed 38 to 274 days after the end of the month in which the travel occurred. As of
June 30, 1995, the department had unreimbursed revolving fund disbursements recorded as
travel expense, office expense, and salary advances, totaling approximately $416,000, that
had been outstanding for more than 60 days. Approximately $364,000 of the outstanding
balance is the remaining portion of the $1.3 million payment which was improperly made
from the revolving fund in June 1990. State administrative procedures require state agencies to
schedule claims for reimbursement of office revolving funds promptly. Weaknesses in control
over revolving fund disbursements could result in the misuse of state funds.

Untimely Submission of Annual
Cost Allocation Proposal

The department did not submit its fiscal year 1994-95 cost allocation proposal to the DOF and
HUD within the required time period. Cost principles for determining allowable costs of
programs administered by the State under grants received from the federal government require
states and local governments to establish a cost allocation proposal to support the distribution
of any joint costs related to the grant program and to have the proposal approved by a
designated federal agency. Although state administrative procedures require the department to
submit its proposal for allocating indirect costs to federal programs 6 months before the start of
the fiscal year to which the proposal applies, the department was 17 months late when it
submitted its fiscal year 1994-95 cost allocation proposal to the DOF for approval in
May 1995. In addition, the department did not submit its fiscal year 1994-95 cost allocation
proposal to HUD for approval until October 1995. As a result, it increases the risk that it is
using federal funds beyond the limits allowed for administering federal grant programs.

Otbher Instances of Noncompliance
With Federal and State Requirements

In the following instances the department did not comply with certain federal or state
requirements.



Disbursement of Federal Funds Prior to
Written Determination of Exemption
From Environmental Review

For 3 of 13 items we sampled, the department approved disbursement of federal funds to
HOME and CDBG recipients prior to acquiring written determination that the projects or
activities were exempt from environmental review. When the department approves
disbursements before acquiring the required documentation, it cannot be sure that recipients
have met environmental review requirements for proposed projects.

CDBG Grantee Reports Submitted Late

In our testing of 19 quarterly activity reports, we found that grantees did not comply with state
requirements and submitted 13 reports from 2 to 128 days late. In addition, 10 of 14 annual
performance reports submitted by grantees were 1 to 143 days late. Timely reports are
essential to ensure that grantees use funds appropriately, do not exceed their budgets, and
make appropriate progress with their projects. We reported a similar issue in prior years

The Department Lacks Control
Over Travel Expenditures

The department paid invoices for airline and rental car charges without verifying that the
charges were valid. For fiscal year 1994-95, the department reported total airline expenditures
of approximately $78,800 and total rental car expenditures of approximately $19,000. We
reviewed approximately $64,400 of airline expenditures and approximately $9,500 of rental
car expenditures and found that the payments, totaling $51,800 and $8,800, respectively, had
not been approved by a supervisor.

When travel expenses are not properly reviewed, the department cannot ensure it is paying
only actual costs incurred for state service. For example, for one of ten disbursements, we
found the department had reimbursed an employee for four nights’ lodging when the receipts
submitted with the employee’s travel expense claim only supported three nights’ lodging.

Recommendations

To improve its internal accounting and administrative controls over the CDBG and
HOME federal assistance program activities, the department should:

e Ensure that proper program cost accounts are established in the accounting records to
segregate and accumulate local assistance and administrative costs to a detail level that is
useful to the program units for performance monitoring and reporting;

e Provide updated and accurate information to its employees responsible for reviewing
applications for HOME program funds to ensure the department awards HOME funds for
only eligible activities;

¢ Implement oversight procedures sufficient to ensure it complies with its policies regarding
the treatment of program income;
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e Develop and implement procedures to ensure that financial and statistical data included in
financial and annual reports to HUD are supported by information collected by the
department and reconciled to the accounting records;

e Continue its efforts to identify any adjustments to its federal grant balances that resulted
from its commingling of federal grant funds;

e Prepare and submit for approval in a timely manner its proposal for allocating indirect costs
to federal grants to gain assurance it is using federal funds within the limits allowed for
administering federal grant programs; and

e Ensure that CDBG subgrantees have met environmental review requirements before
disbursing grant funds. In addition, ensure subgrantees submit quarterly activity reports by
the required due dates.

To ensure that it is performing adequate monitoring of subgrantees, the department should
develop and implement the necessary review procedures for all aspects of the
HOME program. In addition, the department should follow its review procedures for
monitoring CDBG subgrantees.

The department should perform the tests necessary to ensure software applications are
correctly allocating its indirect costs, to gain assurance it charges federal grants only their fair
share of allowable indirect costs.

To ensure it minimizes the time between the draw and disbursement of federal funds, the
department should follow the cash management requirements for draws, disbursements, and
reports of federal funds provided by federal regulations and the DOF.

To improve its control over housing loans, the department should perform monthly
reconciliations of the loans receivable recorded in its accounting records with data

accumulated in the program units to ensure the completeness and accuracy of financial data.

To improve its internal controls over office revolving fund and travel expenditures, the
department should:

e Seek prompt reimbursement for expenses and advances paid from the revolving fund;
e Ensure that it does not pay airline or car rental invoices without proper approvals; and

e Ensure requests for revolving fund payments for travel expenses are supported by expense
receipts.



Appendix

U.S. Department of Housing and Urban Development

Federal Catalog Number Program Title

14.228 Community Development Block Grants
State’s Program

14.239 Home Investment Partnerships Program

Federal and State Criteria
Internal Control

The California Government Code, Sections 13401 and 13403, requires agencies to maintain an
effective system of internal control which includes recordkeeping procedures to provide
effective accounting controls over assets, liabilities, revenues, and expenditures.

The State Administrative Manual, Section 7900, discusses the importance of reconciliations.
Properly prepared reconciliations represent an important element of internal control because
they provide a high level of confidence that transactions have been processed properly and
that the financial records are complete.

The State Administrative Manual, Section 20014, requires agencies receiving federal funds to
reconcile federal financial reports to the official accounting records and return all supporting
schedules and work sheets for a minimum of three years.

The State Administrative Manual, Section 8047, requires state agencies to promptly schedule
claims for reimbursement of office revolving funds.

The State Administrative Manual, Sections 8422.114 and 8422.115, describes procedures for
processing airline and rental car invoices.

Cost Principles

The Office of Management and Budget (OMB), Circular A-87, requires the department to
establish a cost allocation proposal to support the distribution of joint costs related to the grant
program, that all costs included in the proposal be supported by formal accounting records,
and that the proposal be submitted to the designated federal agency for review and approval.
In addition, the cost principles contained in OMB Circular A-87 are designed to provide that
federally assisted programs bear their fair share of costs.

The State Administrative Manual, Section 8755.2, requires departments to submit cost
allocation proposals to the DOF for approval prior to submitting the proposal to the cognizant
federal agency for approval. In addition, Section 8756.1 requires state agencies to submit their
cost allocation proposal to the cognizant federal agency at least six months before the start of
the fiscal year to which the proposal applies.
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Reporting Requirements

The California Code of Regulations, Title 25, Section 7108(e), requires subrecipients to submit
quarterly reports to the department within 30 days after the end of the reporting period. In
addition, the department’'s CDBG Grant Management Manual requires subrecipients to submit
quarterly activity reports within 30 days after the close of each quarter.

The department’'s CDBG Grant Management Manual requires subrecipients to submit annual
performance reports by July 31 of each year.

Cash Management

The Code of Federal Regulations, Title 31, Section 205.7 and Title 24, Section 85.21(b),
requires that the State minimize the time elapsing between the transfer of funds from the
U.S. Treasury and the disbursement of funds by the State and its subrecipients for program
purposes.

The Code of Federal Regulations, Title 31, Section 205.7, also requires the State to limit its
requests of federal funds to the minimum amounts required to meet the State’s actual and
immediate cash needs.

The Code of Federal Regulations, Title 31, Section 205.9(f), requires states that do not have a
Treasury-State agreement in effect after the later of June 30, 1993, or the last day of the
state’s 1993 fiscal year to follow the default procedures prescribed by the U.S. Secretary of
the Treasury. The default procedures indicate that the DOF is responsible for implementing
the federal Cash Management Improvement Act (CMIA). The DOF requires departments to
gather information for calculating the State’s CMIA interest liability and to submit the
information to the DOF using the CMIA work sheets. In addition, the default procedures for
the CDBG program require that drawdowns for program administrative costs should be
for reimbursement and requested after costs are allocated by the department.

Accounting Records

The Code of Federal Regulations, Title 24, Section 85.20, requires the State and its subgrantees
to maintain accurate accounting records that permit preparation of reports and tracing of funds,
as well as the accurate, current, and complete disclosure of its financial activities relating to
the federal grant. In addition, the section states that effective control and accountability
must be maintained for all grant and subgrant cash, and that actual expenditures or outlays
must be compared with budgeted amounts for each grant or subgrant. Finally, the section
states that grantees and subgrantees must adequately safeguard such cash and property and
must assure that it is used solely for authorized purposes.

The State Administrative Manual, Section 20014, requires agencies receiving federal funds to
reconcile federal financial reports with the official accounting records and retain all supporting
schedules and work sheets for a minimum of three years.

Specific Federal Compliance
The Code of Federal Regulations, Title 24, Section 92.300(a), requires the department to

reserve at least 15 percent of HOME grant funds to be used only for housing that is to be
developed, owned, or sponsored by community housing development organizations.



The Code of Federal Regulations, Title 24, Section 207, states that grantees in the
HOME program may use up to 10 percent of any return of the HOME program investment
for administration and planning costs.

The Code of Federal Regulations, Title 24, Sections 85.40 and 92.504(e), states that grantees in
the CDBG and HOME programs are responsible for monitoring the performance of all entities
receiving grant funds and ensuring compliance with program requirements. In addition, the
Code of Federal Regulations, Title 24, Section 92.504(e), requires that the State monitor
the performance of each contractor and subrecipient at least annually. The section further
requires the State to conduct on-site reviews of HOME multiple-family rental housing projects
to determine compliance with housing codes and the requirements of the program.

The Code of Federal Regulations, Title 24, Section 85.20(b)(7), requires the State to monitor
the cash drawdowns by its subrecipients to assure they comply substantially with the same
cash management standards for timing and amount that apply to the State.

The department’s program monitoring handbook for the CDBG program includes procedures to
determine whether subgrantees have implemented a financial management system that is
adequate to ensure compliance with the financial requirements of the program.

The Code of Federal Regulations, Title 24, Section 58.22, requires that the State not commit
HOME and CDBG funds until subrecipients have met the environmental review requirements
of the Code of Federal Regulations, Title 24, Part 58.

The Code of Federal Regulations, Title 24, Section 58.34(b), states that CDBG subrecipients
that carry out activities which are exempt from environmental review requirements must
document in writing their determination that each activity or project is exempt from
environmental review and meets the conditions specified for exemption.
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Department of Motor Vehicles

We reviewed the financial operations and related internal controls of the Department of Motor
Vehicles (department).

The Department Does Not Ensure Its Computer
System Correctly Records the Fees It Collects

The department does not always ensure its computer system records fees in accordance with
state statutes and the department’s intentions. These fees are to be made available to state and
local government agencies, and participants of special programs, to fund various programs. In
addition, the California Government Code permits the department to collect service fees from
vehicle owners whose checks are dishonored by their banks, as reimbursement of the
department’s costs to process those dishonored checks. During our review of the department’s
fiscal year 1994-95 revenues, we noted the following:

e In November 1995, in our report titled “Department of Motor Vehicles: Collegiate License
Plate Revenues Have Been Overallocated,” we reported that due to incorrect programming
in its computer system, the department had overallocated approximately $15,500 of license
fee revenue to the participant of the collegiate license plate program.

e During the period January 1, 1995, through June 30, 1995, the department collected
additional vehicle registration fees for the support of the California Highway Patrol (CHP).
However, because it did not make the necessary programming changes in its computer
system, the department did not identify approximately $6,000 of those fees in its
accounting records and make them available to support the CHP as required by the
Vehicle Code.

e The department charges vehicle owners a $20 service fee to recover its costs for each
dishonored check it processes. However, the department’s internal auditor found that
under certain circumstances, the department's computer system incorrectly records a
portion of those fees in its accounting records as Motor Vehicle License Fee Account
revenue rather than as Motor Vehicle Account revenue.

Because the department does not always ensure that its computer system properly records the
fees it collects, those fees are not always available for their intended purpose.

The computer system did not correctly record the fees because the department failed to change
the programs to agree with changes in the law or used the programs before ensuring they
produced the intended result. In addition, the department did not adequately monitor the
reports provided by its computer system to determine if anticipated revenues and fees were
recorded.

Issue Reported in Prior Years

We reported the following issue in our audits for fiscal years 1992-93 and 1993-94, and due to
its significance, this issue warrants corrective action by the department:



Inadequate Control Over
Dishonored Checks

The department does not have sufficient control over dishonored checks. As of June 30, 1995,
the department had approximately 106,000 checks, totaling $27 million, that banks had not
honored. The department transferred the responsibility and authority for collection of
delinquent vehicle registration fees, in excess of $250, to the Franchise Tax Board (FTB).
However, the department does not reconcile the checks transferred to the FTB to the checks
collected or being pursued by the FTB. As a result, the department cannot ensure that all of
the dishonored checks for vehicle registration are accounted for.

According to the Manager of the Cash Management and Cashiering Section, the department is
unable to reconcile the dishonored checks sent to the FTB for collection to the account
information at the department because of the unavailability of an automated data exchange
process between the two agencies. He also stated the current manual process is not
all-inclusive and creates several logistical and timing issues relative to payments, adjustments,
and corrections.

In response to our prior years’ reports, the department stated it was developing a system to
transfer dishonored checks information electronically between the department and the FTB.
According to the Manager of the Cash Management and Cashiering Section, although the
department has completed the specifications, it will take an additional 18 months to implement
the new system.

Recommendations

To ensure the fees it collects are correctly recorded and available for their intended purpose,
the department should adequately update and test its computer programming designed to
record those fees in its accounting records. In addition, the department should adequately
monitor the reports provided by its computer system to ensure revenues and fees are recorded
as intended by the department.

To improve its control over dishonored checks, the department should develop and implement
a system to reconcile the dishonored checks it transfers to the FTB for collection to the
dishonored checks the FTB has collected and is pursuing for collection.
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Criteria

The California Government Code, Section 13403, states that the elements of a satisfactory
system of internal accounting and administrative control should include, but are not limited to,

a system of authorization and recordkeeping procedures that effectively control assets,
liabilities, revenues, and expenditures.



Stephen P. Teale Data Center

We reviewed the financial operations and related internal controls of the Stephen P. Teale
Data Center (data center).

Some Service Costs
Not Fully Recovered

During fiscal year 1993-94, the data center entered into an interagency agreement with the
Department of Motor Vehicles (DMV) to provide computing services over a five-year period for
a project called Network 2000. To facilitate this agreement, the data center added a new rate
to its published rate schedule and billed DMV for services based on the number of transactions
the DMV processed each month. This billing procedure differs from the data center’s standard
procedure of billing customers for actual system services used, as well as any equipment used
exclusively for that customer. Because it billed the DMV for the number of transactions
processed rather than use its existing rates to bill the DMV for services provided, by
June 30, 1995, the data center had incurred costs that exceeded the billings it made to the
DMYV by more than $3.1 million.

According to the Assistant Director of Administration and Finance, to meet the needs of its
agreement with DMV, the data center purchased equipment during the start-up phase of the
project. We determined that to finance these start-up costs, the data center is using surpluses
that it has accumulated over the past few years. However, since the data center is required to
operate on a break-even basis, it should return any surpluses from past years to its customers
by lowering its service rates. Furthermore, we determined that if the data center had used its
standard procedures for billing customers, it would have recovered the start-up costs for the
project. Moreover, although the data center did reduce its billing rates for fiscal years 1994-95
and 1995-96, it could have reduced them even further had it recovered its costs for the DMV
project. Finally, by using the surpluses from past years to recover a portion of the costs of the
DMYV project, the data center is actually charging those costs to other state agencies.

State regulations require the data center to provide services to other state agencies on a
break-even basis each fiscal year and to recover its full costs whenever it provides goods or
services to other agencies. The Assistant Director of Administration and Finance stated that the
data center planned to break even over the five-year term of the project. He also stated that
any deficits that the data center incurs in the beginning of the contract period will be made up
by surpluses during the remaining period of the agreement. However, as stated earlier, if the
data center had followed its standard procedures for billing agencies for services used and
equipment used exclusively for that agency, it would have recovered its costs for the DMV
project each year.

Issue Reported in Previous Years

The data center does not have adequate separation of duties in its accounting section. As we
reported last year, the same accounting analyst that maintains the general ledger and prepares
the bank reconciliation also has access to blank check stock. State administrative procedures
require agencies to separate functions so that the person who reconciles bank accounts and
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maintains the general ledger, or any subsidiary ledger affected by cash transactions, does not
have access to the blank check stock. Failure to adequately separate accounting duties can
result in errors, irregularities, or illegal acts that may go undetected for extended periods.

Minor Issues of Noncompliance
With State Requirements

In the following instances, the data center did not always comply with state administrative
requirements:

. The data center did not adequately follow up on its receivables. Specifically, we
reviewed eight delinquent accounts and found that the data center could not
demonstrate that it had made any effort to follow up on six of the eight accounts. These
six accounts totaled more than $1.1 million.

. The data center did not prepare monthly reconciliations of the accounting records that
it uses to prepare financial reports and similar records maintained by the State
Controller’'s Office. In addition, it did not reconcile prior-year appropriations to
balances reported by the State Controller’'s Office during fiscal year 1994-95. Finally,
for the current year appropriation reconciliation that it did prepare, the data center did
not always ensure that the individuals who prepared and reviewed the reconciliations
had signed and dated them.

. As of November 1995, the data center had not prepared general ledger reports or the
related financial statements for the period July through September 1995.

. The data center did not always take discounts available to them on invoices it paid. Of
the 30 payments that we reviewed, 7 offered discounts; however, we noted that the
data center did not exercise the option to take 3 of the discounts.

. The data center does not always ensure payments are authorized. Specifically, the data
center does not obtain approval from appropriate data center staff before paying
invoices for taxi services.

Recommendations

To ensure that it operates on a break-even basis each fiscal year the data center should recover
full costs of the services that it provides to other agencies.

To improve its system of internal controls the data center should:

e Establish and maintain adequate separation of duties in its accounting section;

e Follow up on outstanding receivables by sending collection letters to those agencies whose
accounts are delinquent;

e Each month reconcile the accounting records that it uses to prepare financial statements to
reports maintained by the State Controller’s Office;



Each month reconcile prior year appropriations to balances reported by the State
Controller’s Office;

Prepare the general ledger reports and the related financial statements on a timely basis;
Ensure that it takes discounts on invoices whenever they are available; and

Ensure that the proper approval for obtaining goods and services exists prior to issuing
payments for those items.



Appendix

Operational Requirements

The State Administrative Manual, Section 4982.2, requires the data center to operate on a
break-even basis each fiscal year. In addition, the section requires the data center to charge its
users for units of service according to a published service rate schedule.

The State Administrative Manual, Section 8752, requires the data center to recover its full costs
whenever it provides goods or services to others.

The State Administrative Manual, Section 8776.6, requires state agencies to send a series of
three collection letters, at 30-day intervals, to debtors that have not promptly paid amounts
due. Further, this section requires state agencies to perform an analysis to determine what
additional efforts should be taken if the debtor does not respond to the three collection letters.

Internal Control Requirements

The State Administrative Manual, Section 8080, states that the duties of authorizing
disbursements, signing checks after reviewing supporting documents, and reconciling bank
accounts and posting the general ledger should be performed by different persons. The section
further states that persons who reconcile bank accounts and maintain the general ledger, or
who sign checks manually after reviewing supporting documents, should not have access to
the blank check stock.

The State Administrative Manual, Section 8422.1, requires state agencies to determine that
authority existed to obtain goods or services prior to paying invoices. In addition, the section
requires state agencies to take discounts when they are offered.

The State Administrative Manual, Section 7900, requires the data center to perform monthly
reconciliations between its accounting records and similar accounts maintained by the State
Controller’s Office.

The State Administrative Manual, Section 7908, requires that all reconciliations show the name
of the preparer and the reviewer as well as the dates prepared and reviewed.

The State Administrative Manual, Section 7959, requires agencies to monthly reconcile with
the State Controller’s balances, any prior-year appropriations that are no longer available for
encumbrance but have not reverted.

Reporting Requirements
The State Administrative Manual, Section 7951, requires state agencies to prepare quarterly

reports, excluding the quarter ending June 30, by the 15th day of the month following the
quarter.



Department of Transportation

We reviewed the financial operations and related internal controls of the Department
of Transportation (department) and the department’s administration of the U.S. Department of
Transportation grant, Federal Catalog No. 20.205.

Minor Issues of Noncompliance
With Federal and State Requirements

In the following instances, the department did not comply with certain federal or state
requirements.

Noncompliance With Federal Requirements

e The department placed an advertisement in the State’s Contract Register prior to obtaining
Federal Highway Administration (FHWA) approval for a $6.5 million construction project.
Federal regulations specifically require the State to obtain FHWA authorization before
advertising for bids on construction projects. Without prior approval, the State assumes a
risk that the FHWA may choose to not participate and therefore, may not reimburse the
State for the contract awarded. However, in this instance, the department did eventually
obtain authorization from the FHWA.

Noncompliance With State Requirements

e For 2 of the 45 personnel transactions tested, the department could not locate
attendance and leave records. However, in April 1996, the department located the
supporting documentation, six months after our initial request for the information.

Recommendations

To ensure that it complies with federal requirements for its Highway Planning and Construction
Program, the department should:

e Ensure that it obtains written approval from the FHWA prior to advertising its construction
projects.

To improve its system of internal controls, the department should:

e Maintain personnel records for a minimum of four years.
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Appendix

U.S. Department of Transportation Grants

Federal Catalog Number Program Title

20.205 Highway Planning and Construction Program

Federal and State Criteria

Federal Authorization

The Code of Federal Regulations, Title 23, Section 635.112(a), requires state agencies to

obtain authorization from the FHWA administrator prior to the start of any federal project or
advertisement for bids.

Record Retention

The State Administrative Manual, Section 1668, lists general retention schedules for personnel

and payroll records. Specifically, this section requires agencies to retain absence reports for a
period of four years.



Education
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California Community Colleges, Chancellor’s Office

We reviewed the financial operations and related internal controls of the California
Community Colleges, Chancellor’'s Office (Chancellor’s Office) and the Chancellor’s Office’s
administration of the U.S. Department of Education grant, Federal Catalog No. 84.048;
the U.S. Department of Labor grant, Federal Catalog No. 17.250; and the U.S. Department of
Health and Human Services grant, Federal Catalog No. 93.561.

Summary

We reviewed the financial operations and related internal controls of the Chancellor’s Office
and its administration of U.S. Department of Education, U.S. Department of Labor, and
U.S. Department of Health and Human Services grants. Specifically, we noted the
Chancellor’s Office:

e Lacked documentation to support personnel costs charged to federal programs. Thus, the
Chancellor’s Office cannot assure that personnel costs charged to federal programs reflect
actual work performed.

e Needs to improve its cash management over vocational education funds. Specifically, the
Chancellor’'s Office overbilled the California Department of Education (CDE) for
reimbursement of expenditures for various vocational education programs. Further, the
Chancellor’s Office disbursed funds to subrecipients in excess of their actual, immediate
cash needs.

e Did not sufficiently monitor audit reports of community college districts. As a result, the
Chancellor’'s Office did not ensure that the districts promptly resolved instances of
noncompliance with federal and state laws and regulations.

Lack of Documentation
To Support Personnel Costs

The Chancellor's Office lacked documentation to support the payroll charges allocated to
federal programs. Specifically, the Chancellor’s Office did not base payroll costs charged
to federal grants on employee time sheets. Rather, these charges were allocated based on the
division vice chancellors’ estimates of the percentage of time staff spend administering various
federal grants. For example, the vice chancellor over the Economic Development and
Vocational Education division developed the percentages based on scope of work, skills
and talents of staff, sources of funds available, prior time studies, and adjustments for the
completion of existing projects or for the emergence of new opportunities. However, this
method does not ensure that the Chancellor’s Office charges federal programs only for actual
time worked and these percentages may not reflect how employees actually spend their time.
In addition, because it received approximately $78 million of funding from nine federal grants,
along with funds from various state sources, during fiscal year 1994-95, the Chancellor’s Office
should use a more precise method to charge time to federal grants.

In April 1995, the U.S. Department of Education also noted this issue in its Carl D. Perkins,
Monitoring Visit of the Chancellor’s Office. In response, in July 1995, the Chancellor’s
Office’s Economic Development and Vocational Education division instructed its employees to
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begin using time reports. However, these time reports are not the direct basis for the division’s
payroll charges; rather the division uses the time reports to update the preset percentages.
Furthermore, other units within the Chancellor’s Office that receive some federal funds still do
not use time reports to document the amount of time employees spend administering the
federal grants.

Federal regulations require that charges to federal grants for employee salaries charged to more
than one federal program be supported by activity reports that reflect an after-the-fact
distribution of the actual activity of each employee. Further, federal regulations also state that
budget estimates or other predetermined percentages do not qualify as support for payroll
unless adjusted, at least quarterly, to the actual time spent.

Improvements Needed Over
Cash Management

The Chancellor’'s Office did not always properly manage its federal vocational education
funds. As an intermediary in the allocation of these funds between the CDE and subrecipients,
including community college districts, each fiscal year, the Chancellor’'s Office enters into
agreements with the CDE for a portion of the federal vocational education funds. During our
audit, we noted the following conditions:

e As we have reported in previous years, the Chancellor’s Office overbilled and underbilled
the CDE for reimbursement of expenditures for various vocational education programs in
fiscal year 1994-95. Specifically, during our review of billings through July 1995 and
various adjustments, we found that the Chancellor’s Office overbilled the CDE a net of
approximately $706,000. The primary reasons this overbilling occurred are that the
Chancellor’s Office billed for one particular vocational education expenditure twice, and it
billed for an estimated amount of the vocational education program’s first principal
apportionment, rather than for the actual amount of the apportionment. Also, although the
Chancellor’s Office has a system in place to reconcile billings with actual expenditures, it
did not perform the reconciliation. However, the Chancellor’'s Office has recently staffed
this position and implemented an improved procedure to reconcile billings to the CDE with
its expenditures. This procedure should help to reduce or eliminate the occurrences and
amounts of overbilling.

e lIts method for disbursing vocational education funds to subrecipients did not ensure
that the Chancellor’s Office provides cash to meet the subrecipients’ actual needs. These
funds are disbursed through the apportionment process. We reviewed disbursements for
30 vocational education grant agreements and found that the Chancellor’s Office disbursed
to 10 subrecipients approximately $318,000 more than their actual cash needs. The
amount of excess cash per recipient ranged from $6,000 to $89,000. Conversely, we
found that the Chancellor’'s Office disbursed to 6 other subrecipients approximately
$174,000 less than their actual cash needs. These disbursements ranged from $6,500 to
$104,000 below the actual cash needs of the subrecipients.

Federal regulations require that federal funds transferred to the State be limited to the actual,
immediate cash needed. Further, federal regulations require the State to minimize the time
between the transfer of federal funds and the disbursement of those funds for program



purposes. Finally, federal regulations require that cash advances made by primary recipients
to subrecipients conform substantially to the same standards of timing and amount as those that
apply to cash advances by federal agencies to primary recipients.

Insufficient Monitoring of Community
College District Audit Reports

The Chancellor's Office did not sufficiently monitor the audit reports of the State’s
71 community college districts for fiscal years 1993-94 and 1994-95. Under state law, the
Chancellor’'s Office has oversight responsibility to ensure that instances of noncompliance
noted in audit reports of community college districts are promptly resolved. We reviewed the
process for monitoring these audit reports and found the following:

e The Chancellor's Office did not ensure that community college districts promptly
and appropriately resolved instances of noncompliance with federal and state laws and
regulations noted by the auditors.

e  While the Chancellor’s Office did review all of the fiscal year 1993-94 audits to ensure that
they met appropriate standards, it only reviewed 20 of the 71 audits for fiscal year
1994-95. Further it did not notify the community college districts of its acceptance or
rejection of the audit reports. In addition, the checklist the Chancellor’'s Office used to
review these audit reports lacked a step to verify the disclosure of fraud, abuse, or illegal
acts.

e Of the 71 community college districts, 21 did not submit their fiscal year 1993-94 audit
reports within six months after the close of their fiscal year, as required. In addition,
20 community college districts were late in submitting their audit reports for fiscal year
1994-95.

Because the Chancellor’s Office is not properly monitoring audit reports, it cannot assure that
community college districts promptly and appropriately resolve instances of noncompliance
with federal and state laws and regulations. Further, late resolution of audit issues, including
administrative findings and questioned costs, can result in additional questioned costs if the
community college districts do not correct deficiencies within a reasonable time frame.
Finally, if the Chancellor’s Office does not inform community college districts when audit
reports do not meet audit standards, the community college districts are unable to ensure that
deficient audit reports are revised to meet audit standards.

Federal regulations require the Chancellor’s Office to ensure that community college districts
take appropriate action to resolve instances of noncompliance with federal laws and
regulations noted in an independent audit. Further, federal regulations require that the
Chancellor’s Office ensure that community college districts take corrective action within six
months after receipt of the audit reports. Additionally, federal regulations state that a separate
report should cover all fraud, abuse, illegal acts, or indications of such acts. Moreover, state
regulations require the Chancellor’'s Office to monitor the completion of community college
district audit reports and ensure that audit findings are resolved. Finally, state regulations
require community college districts to submit their audit reports to the Chancellor's Office
within six months after the close of their fiscal year.
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Failure To Monitor Matching
Funds for the Matriculation Program

The Chancellor’s Office did not monitor the matriculation program to ensure that community
college districts matched state funds as required by state regulations. In fiscal year 1994-95,
the Chancellor’'s Office provided more than $43 million to the State’s community college
districts for the matriculation program. The primary purpose of the matriculation program is to
ensure that all students complete their college courses, continue to the next academic term,
and achieve their educational objectives. If the Chancellor's Office does not adequately
monitor the program it has no assurance that each community college district properly
matched its matriculation funds or that the districts operated the program at the level intended.

State regulations require community college districts to match each dollar of state matriculation
funding with three dollars of their own funds. These matching funds must be devoted to the
matriculation program.

Issues Reported in Prior Years

The following items were reported in previous years and due to their significance, warrant
corrective action by the Chancellor’s Office.

Incorrect Calculations
of Apportionments

The Chancellor's Office incorrectly calculated the apportionments for both the Disabled
Student Programs and Services (DSP&S) and the Extended Opportunity Programs and Services
(EOPS) programs. During our audit, we noted the following conditions:

e The allocations to college campuses for the DSP&S program were incorrectly calculated.
Specifically, the Chancellor’s Office did not use the corrected fiscal year 1992-93 weighted
student count data in its calculation of the fiscal year 1994-95 apportionment for two
colleges. As a result, the general allocation for all colleges indicating growth was affected
because the Chancellor’s Office partly based this component of the allocation on weighted
student count data. For example, one college received approximately $4,600 more than it
should have for fiscal year 1994-95 due to incorrect weighted student count data.
Furthermore, incorrect general allocations in one year affect subsequent years’ allocations
because the allocations are based, in part, on the prior year’s data.

As required under state rules and regulations, the Chancellor’s Office adopted a formula for
allocating DSP&S funds which specifies that a portion of the funds shall be allocated on the
basis of growth in weighted student counts.

e The EOPS allocation was not calculated in accordance with the EOPS allocation formula.
Specifically, the Chancellor’s Office used allocation data from the wrong fiscal years to
determine the appropriate allocations for colleges’ efforts to encourage enrollment of
disadvantaged students. Furthermore, it used estimates rather than final expenditures for
nine campuses. The Chancellor's Office estimated the expenditures for these nine
campuses because it had not received final expenditure reports from the campuses.



Because the Chancellor’s Office did not calculate the EOPS allocation in accordance with
its formula, some campuses may not have received all of the funds they were entitled to
receive. Furthermore, incorrect allocations in one year affect subsequent years’ allocations
because the allocations are based, in part, on the prior year’s data.

To comply with rules and regulations over the EOPS programs, the Chancellor’s Office
adopted a formula that allocates a portion of the EOPS funds based upon each college’s
level of effort. In its formula to determine the level of effort, the Chancellor's Office
includes the most recent final expenditure information available and the allocation amounts
that the campuses received for the previous three fiscal years.

Federal Financial Report Not
Supported or Reconciled

The Chancellor’'s Office did not reconcile with its accounting records one of the federal
financial status reports that it prepared for the vocational education program during fiscal
year 1994-95. Specifically, we found that the final federal financial status report relating to
the fiscal year 1992-93 allocation of vocational education funds was not reconciled to the
Chancellor’s Office’s accounting records. In addition, the Chancellor’'s Office could not
provide support for certain expenditure amounts on this federal report.

The Chancellor’s Office submits federal financial status reports to the CDE and the CDE then
submits this information to the federal government once it combines its data with that from the
Chancellor’s Office. Therefore, when the Chancellor’s Office submits a federal financial status
report to the CDE that is not supported by its own accounting records, the CDE may submit an
inaccurate federal financial status report to the federal government.

Federal regulations require subrecipients of federal vocational education funds to provide
accurate, current, and complete disclosure of the vocational education grant program. In
addition, state guidelines require agencies receiving federal funds to reconcile federal financial
reports with the official accounting records and retain supporting schedules and work sheets for
a minimum of three years. Failure to reconcile federal financial reports with the accounting
records can result in misstated claims that are not supported by the department’s
accounting records and that may go undetected.

Other Instances of Noncompliance
With State Requirements

In the following instances, the Chancellor's Office did not comply with certain state
requirements.

e The Chancellor's Office receives federal vocational education funds through interagency
agreements with CDE. Of the approximately $59 million in vocational education funds
available to it during fiscal year 1994-95, the Chancellor's Office did not spend
approximately $7.1 million. Thus, this $7.1 million is available for future years as
carryover funds. Terms of the interagency agreements require the Chancellor’s Office to
provide CDE with reasons why it had carryover funds from prior years and its plans
to spend these funds. While the Chancellor’s Office states that it provided the CDE with
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reasons why it had $7.1 million of carryover funds from fiscal year 1994-95 and its plans to
reduce the amount of the carryover, it could not provide us the official transmittal to CDE
with this information.

The Chancellor’s Office did not monitor all travel costs reimbursed to community college
districts. During our review of agreements for administrative services for certain programs
distributed through apportionments, we noted that the Chancellor’s Office reimbursed one
district approximately $1,100 for meals at two particular meetings. The average cost per
person for meals at one of the meetings was $11 for breakfast and $22 for lunch. In total,
the charges for the meals at this one meeting exceeded the State’s reimbursement rates by
approximately $430. The agreements between the Chancellor’s Office and the community
college districts specifies that the districts shall be reimbursed according to the State’s
reimbursement rates of $5.50 for breakfast and $9.50 for lunch. We reported this issue in
prior years.

Our review of vocational education expenditures disclosed that the Chancellor’s Office did
not obtain the proper approval from the Department of General Services (DGS) for a
contract amendment. Specifically, the Chancellor’s Office amended this contract twice:
first to add funding and extend the term, and next to extend the term again. Although it
appropriately obtained approval for the first amendment, it did not believe DGS approval
was required for the second amendment. However, the second amendment did require
approval since it extended the term for more than one year beyond the original end date of
the contract. State regulations require that an amendment to a contract that extends the
original term beyond one year must have DGS approval. Failure to obtain proper approval
on contract amendments puts the State and the contractor at risk if the amendment is
subsequently disapproved.

Financial reports for the General Fund were submitted to the State Controller’s Office (SCO)
on August 14, 1995, approximately two weeks after the deadline of July 31, 1995. Failure
to submit financial statements to the SCO by the deadlines hinders the State’s ability to
produce and issue its financial statements promptly. We reported this issue in prior years.

The Chancellor’'s Office did not submit a plan to the Department of Finance (DOF)
explaining how it intended to spend approximately $726,000 of its DSP&S apportionment
funds designated for program development and program evaluation. The Chancellor’s
Office spent the majority of these funds by June 30, 1995, through apportionments and
contracts with community colleges. State law requires the Chancellor’s Office to submit an
expenditure plan for these funds to the DOF at least 15 days prior to the allocation of those
funds.

Although the Chancellor's Office did complete a physical inventory of property in
May 1995, it did not reconcile its physical inventory of property with its accounting
records. State regulations require that agencies reconcile their physical property counts
with the accounting records at least once every three years. Failure to reconcile physical
inventory with accounting records can result in failure to detect loss or theft of state
property. We reported this issue in prior years.



e The Chancellor’'s Office has not taken steps to clear long-standing travel, expense, and
salary advances from the revolving fund. As of March 1996, advances that have been
outstanding for more than one year totaled more than $19,000. State regulations require
agencies to schedule claims for reimbursement of office revolving funds promptly. We
reported this issue in prior years.

e The Chancellor’s Office did not submit its Report on Fiscal and Compliance Accountability
to the Joint Legislative Audit Committee (JLAC) for fiscal year 1994-95. This report
provides certain information regarding audits of community college districts. State law
requires the Chancellor's Office to submit this report to JLAC on June 30 of each
year. Because the Chancellor’s Office did not prepare and submit this report, JLAC was
not informed of issues related to audits of community college districts.

Recommendations

To ensure that payroll charges to federal grants are accurate, the Chancellor’s Office should
develop a labor distribution system that bases payroll charges on actual hours worked.

To improve its control and accountability over funds for its Vocational Education—Basic
Grants to States, the Chancellor’s Office should take the following steps:

e Request reimbursement based on actual program expenditures; and

e Develop a system to ensure that subrecipients are provided only the funds for their actual,
immediate cash needs.

To ensure that community college districts’ use of federal and state funds is properly
monitored, the Chancellor’s Office should do the following:

e Promptly review and follow-up on instances of noncompliance with federal and state laws
and regulations noted in audits of community college districts;

e Inform community college districts when it finds that their audit reports do not meet audit
standards; and

e Ensure that community college districts have an audit completed and submitted to the
Chancellor’s Office by December 31 of each year.

To improve its accountability over funds for the matriculation program, the Chancellor’s Office
should monitor the matriculation participants to ensure they are meeting the matching funds
requirement.

To improve its calculations of apportionments, the Chancellor's Office should take the
following actions:

e Ensure that it uses correct data when calculating apportionments and verify recalculations
to ensure that they are mathematically accurate; and
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Ensure that it includes all applicable factors in the calculation of apportionments and
calculates apportionments in accordance with their established formulas.

To ensure that it complies with the reporting requirements for its Vocational Education—Basic

Cra

nts to States, the Chancellor’s Office should take the following actions:
8

Reconcile its federal financial reports with its official accounting records and maintain
documentation of such reconciliations.

To ensure that it complies with state reporting requirements, the Chancellor’s Office should
take these steps:

To i

Provide the CDE with a report explaining the reasons for the carryover of funds and
describing its plans to reduce the amount of these carryover funds;

Submit its financial reports to the SCO in a timely manner;
Submit its report on Fiscal and Compliance Accountability to JLAC; and

Submit an expenditure plan to the DOF for all DSP&S program development and program
evaluation funds at least 15 days before allocating these funds.

mprove its system of internal controls, the Chancellor’s Office should do the following:

More closely monitor travel costs incurred under apportionment contracts to ensure that
payments do not exceed the State’s reimbursement rates;

Reconcile its physical inventory of capitalized equipment with its accounting records;
Obtain proper approval for amendments to contracts; and

Take the appropriate steps needed to clear long-standing travel, expense, and salary
advances from the revolving fund.



Appendix

U.S. Department of Education Grant

Federal Catalog Number Program Title

84.048 Vocational Education—Basic Grants to States
U.S. Department of Labor Grant

Federal Catalog Number Program Title

17.250 Job Training Partnership Act
U.S. Department of Health and Human Services Grant

Federal Catalog Number Program Title

93.561 Job Opportunities and Basic Skills Training
Federal and State Criteria
Cost Principles

The Office of Management and Budget (OMB), Circular No. A-87, Attachment B,
Section 11(h), requires that charges to federal grants for employee salaries charged to more
than one federal program be supported by activity reports that reflect an after-the-fact
distribution of the actual activity of each employee. Further, Section 11(h) also states that
budget estimates or other predetermined percentages do not qualify as support for payroll
unless adjusted, at least quarterly, to the actual time spent.

Cash Management

The Code of Federal Regulations, Title 31, Section 205.20, requires that federal funds
transferred to the State be limited to the actual, immediate cash needed. This section also
requires the State to minimize the time between the transfer of federal funds and the
disbursement of those funds for program purposes. In addition, the Code of Federal
Regulations, Title 34, Section 74.61(e), requires that cash advances to subrecipients conform
substantially to the same standards of timing and amount as those that apply to cash advances
by federal agencies to primary recipients.

The State Administration Manual, Section 8047, requires state agencies to schedule claims for
reimbursement of office revolving funds promptly.

Monitoring
OMB Circular A-128, paragraph 9(c), requires the Chancellor's Office to ensure that

community colleges districts take appropriate corrective action within six months after they
receive audit reports noting instances of noncompliance with federal laws and regulations.
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Further, OMB Circular A-128, paragraph 13(c), states that a separate report should cover all
fraud, abuse, or illegal acts or indications of such acts, including all questioned costs as a
result of these acts, that the auditors find.

The California Education Code of Regulations, Title 5, Section 59108, requires the
Chancellor’s Office to monitor the completion of community college district audit reports and
ensure that findings are resolved.

The California Code of Regulations, Title 5, Section 59106, requires that, not later than
December 31 of each year, an audit report for each district for the preceding fiscal year shall
be filed with the Chancellor’s Office, the DOF, and other regulatory agencies in accordance
with Section 84040.5 of the Education Code.

The California Code of Regulations, Title 5, Section 55518, states that each dollar of state
matriculation funding shall be matched by three dollars of other district resources devoted to
the matriculation program.

Internal Control

The State Administrative Manual, Section 1247, states, in part, that an amendment to a
contract that only extends the “original term” for a period of one year or less is exempt from
DGS’s approval.

The State Administrative Manual, Section 8652, requires agencies to reconcile their physical
property counts with their accounting records at least once every three years.

The agreements between the Chancellor’'s Office and the community college districts specify
that the districts will be reimbursed for travel costs according to the State’s reimbursement rates
established by the Department of Personnel Administration rules. These rules, described in the
California Code of Regulations, Title 2, Section 599.619, state that the maximum
reimbursement rates for employees traveling on business are $5.50 for breakfast and $9.50 for
lunch.

Apportionments

The California Education Code, Section 69648, requires the Chancellor’s Office to adopt rules
and regulations to implement EOPS programs. The purpose of the EOPS is to encourage
enrollment of students with language, social, and economic disadvantages. To comply with
these rules and regulations, the Chancellor’s Office adopted a formula that allocates a portion
of the EOPS funds based upon each college’s level of effort. In its formula to determine the
level of effort, the Board of Governors includes the most recent final expenditure information
available and the allocation amounts that the campuses received for the previous three fiscal
years.

The California Education Code, Section 84850, requires the Chancellor’s Office to adopt rules
and regulations for the administration and funding of educational programs and support
services to be provided to disabled students by community college districts. As part of these
rules and regulations, the Chancellor’s Office adopted a formula for allocating DSP&S funds,
which specifies that a portion of DSP&S funds be allocated on the basis of growth in weighted
student counts.



Reporting Requirements

The fiscal year 1994-95 Budget Act, ltem 6870-101-001, provides funding to the Chancellor’s
Office for the DSP&S apportionment. Provision 7(a) of this item requires the
Chancellor’s Office to submit an expenditure plan for the DSP&S funds designated as program
development and program evaluation to the DOF at least 15 days before allocating these

funds.

The Department of Finance, Management Memo 95-08, states that the year-end financial
reports for the General Fund for fiscal 1994-95 are due July 31, 1995.

The California Education Code, Section 84040.6, requires the Chancellor’s Office to submit a
report to JLAC on June 30 of each year stating (1) the number and nature of audit exceptions
and estimated amount of funds involved in the exceptions, (2) a list of districts that failed to file
their audits, and (3) the actions taken by the Chancellor’s Office to eliminate audit exceptions
and comply with management improvement recommendations.

The fiscal year 1994-95 interagency agreement between the Chancellor’s Office and the CDE
contains several requirements for the Chancellor's Office. Specifically, it requires the
Chancellor’s Office to provide the CDE with the reasons for any carryover funds from prior
year interagency agreements and its plans to reduce the amount of the carryover.

Accounting Records

The Code of Federal Regulations, Title 34, Section 74.61(a), requires grantees to provide
accurate, current, and complete disclosure of the Vocational Education grant program. In
addition, the State Administrative Manual, Section 20014, requires agencies receiving federal
funds to reconcile federal financial reports with the official accounting records and retain
supporting schedules and work sheets for a minimum of three years.
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California State University Chancellor’s Office

We reviewed the financial operations and related internal controls of the California State
University Chancellor’s Office (CSU Chancellor’s Office).

CSU Campuses Incorrectly
Accounted for Buildings

The CSU Chancellor’s Office does not have procedures to ensure that the costs of buildings are
correctly accounted for by the campuses. For example, we found that the CSU Chancellor’s
Office records indicate that it notified the various campuses of the costs of projects to be
recorded in the campuses’ building or improvements accounts prior to August 31, 1995, the
State Controller’'s Office deadline for submitting their financial statements. However, some
campuses did not include this information on their statements of general fixed assets to the
State Controller’s Office. As a result, the building accounts as reported to the State Controller’s
Office for inclusion in the State’s financial statements were understated by a total of
$68.6 million.

In addition, we found that one campus reported as general fixed assets approximately
$7.3 million related to a building owned by a proprietary fund. The fixed assets of proprietary
funds should be reported in the owner fund’s fixed asset account. As a result, the campus
overstated its general fixed assets as reported to the State Controller’s Office for inclusion in the
State’s financial statements. State administrative procedures require state agencies to report
only the fixed assets of governmental funds in the general fixed assets account group.

The CSU Chancellor’s Office Incorrectly
Accounted for Construction in Progress

The CSU Chancellor’s Office incorrectly accounted for construction costs related to completed
projects. Initially, projects in the construction phase should be accounted for as construction
in progress in the General Fixed Asset Account Group. When the construction phase ends, the
costs should be transferred from the construction in progress account to the building or
improvements account. We found that the CSU Chancellor’s Office incorrectly accounted for
construction costs totaling approximately $49 million. Specifically, the CSU Chancellor’s
Office did not reduce its construction in progress account and did not notify the CSU campuses
of completed construction of approximately $48.5 million so that the campuses could
record the amounts in their building accounts. In another instance, we found that the
CSU Chancellor’s Office transferred construction costs totaling $.6 million from its own
account to a campus building account before the construction phase was completed. The
CSU Chancellor’'s Office based its decision on when the funding source was spent or was no
longer available for spending. As a result, its construction in progress account was overstated
and its building account was understated by approximately $48 million (net) when these costs
were reported to the State Controller’s Office for inclusion in the State’s financial statements.
Further, a delay in transferring the costs from the construction in progress account to the
building account delays the reporting of building additions to the Department of General
Services for inclusion in the statewide real property inventory.



State administrative procedures state that the construction phase ends when a Notice of
Completion is filed with the County Recorder, and that the completion date of any project
should also be construed as being the date of final inspection or date of occupancy of the
project, whichever is earliest.

Recommendations

To improve its accounting for construction in progress and buildings, the CSU Chancellor’s
Office should:

e Direct the CSU construction office to inform the CSU Chancellor’s Office of the status of
construction projects at the end of the fiscal year.

e Reduce its construction in progress account when the construction phase is completed or
the building is occupied. Further, the CSU Chancellor’s Office should notify the campuses
of the completed projects so that the campuses can record the completed projects in their
building accounts at the fiscal year end.

e Direct the CSU campuses to report to the State Controller's Office for inclusion in the
State’s financial statements general fixed assets of governmental funds separately from fixed
assets of proprietary funds.
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Appendix

State Criteria

Accounting for Property

The State Administrative Manual (SAM), Section 8600 et seq., defines property, including
buildings, and outlines the requirements for property reporting. Further, Section 6561 states
that the construction phase ends when a Notice of Completion is filed with the County
Recorder, and Section 6750 states that the completion date of any project should also be
construed as being the date of final inspection or date of occupancy of the project, whichever
is earliest.

The SAM, Section 8621, states the accounting rules for governmental funds and proprietary
funds.  Specifically, property of governmental funds is recorded in the general fixed
assets account group while property of proprietary funds is recorded in the owner fund’s
fixed asset accounts.
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THE CALIFORNIA STATE UNIVERSITY

Schedule of Findings and Questioned Costs
Year ended June 30, 1995

SYSTEMWIDE
Third-Party Servicers
Finding

Title IV regulations require, in a contract with an institution and third-party servicer, that the
third-party servicer shall include agreements to:

1. Comply with all statutory provisions of or applicable to Title IV of the Higher
Education Act (HEA)

2. Refer to the Office of Inspector General of the Department of Education for investigation
any information indicating there is reasonable cause to believe that the institution might

have engaged in fraud or other criminal misconduct in connection with the institution’s
administration of any Title IV, HEA program

3.  Bejointly and severally liable with the institution to the Secretary for any violation by
the servicer of any statutory provision of or applicable to Title IV of the HEA

4.  If a servicer or an institution terminates the contract, or if the servicer stops providing
services for the administration of a Title IV, HEA program, goes out of business, or files a
petition under the Bankruptcy Code, return to the institutional all records in the
servicer’s possession and funds, including Title [V, HEA program funds.

We noted that several campuses utilize a third-party servicer to complete the Student Status
Confirmation Reports required by the Federal Stafford Loan Program. The contract between the

campuses and the third-party servicer does not appear to contain the contractual requirements
set forth above.

Recommendation

We recommend that the California State University seek a modified contract which contains

the required clauses. Additionally, as the California State University is jointly and severally
liable for errors or violations occurring at the third-party servicer, the California State
University should ensure that the third-party servicer satisfies the requirement for annual
compliance audits of third-party servicer’s operations and compliance with Title IV laws and
regulations and should obtain a copy of the audit report at such time that it is available.

Management’s Response

The University concurs with the recommendation. Campuses utilizing the services of the
National Student Loan Clearinghouse will be advised to amend their contract with the
Clearinghouse to include appropriate references to the statutory and regulatory provisions
governing third-party servicers for purposes of Federal Title IV student financial aid programs.
The revised contract will include reference to the requirement for a compliance audit of third-
party servicers and the Clearinghouse’s provisions of a copy of the annual audit report to the
California State University for all periods covered by the contract.
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(2)

THE CALIFORNIA STATE UNIVERSITY
Schedule of Findings and Questioned Costs, Continued

EduServ Technologies, Inc. Audit Findings

Billings, collection and due diligence functions of the Federal Perkins Loan Program are
performed by EduServ Technologies, Inc. (EduServ). The audit report on EduServ includes
certain findings of noncompliance pertaining to services carried out for the California State
University. The findings are included below as findings 1 through 7.

Finding #1 at EduServ
First Billing Statement (674.43(a}(1) and (2)(I))

There were 7 occurrences out of a sample size of 47 where the first billing statement was
generated less than 30 days prior to the due date. System III interprets 30 days to be equal to 1
month. Accordingly, statements which are due in March are generated less than the required 30
days since February contains only 28 or 29 days. EduServ has initiated a programmatic fix to
this date calculation.

Effect on the California State University

EduServ prepares the first billing statement on behalf of the California State University. The
amount of loans pertaining to borrowers for whom EduServ should have prepared the first
billing statement during the year ended June 30, 1995 was $13,636,836.

Finding #2 at EduServ
Incorrect Loan Numbers (674.6-17)

Two occurrences out of a sample of 47 were found to have incorrect loan numbers. One occurrence
out of the sample was found to have an incorrect Social Security number. These portfolio
conversion errors were caused by a keying error during the manual conversion process and have

been corrected.
Effect on the California State University

Not applicable, as the instance described above did not pertain to the California State
University. ‘

Finding #3 at EduServ
Automatic Loan Write-Off (674.47(g)(1))

An institution may write off a loan in default with a balance of less than $25, including
outstanding principal, accrued interest, collection costs and late charges. EduServ initiated an
automated write-off of any loan, in any status, where the loan balance was less than $.50.

Effect on the California State University

Not applicable as the instance described above did not pertain to the California State
University.
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THE CALIFORNIA STATE UNIVERSITY
Schedule of Findings and Questioned Costs, Continued

Finding #4 at EduServ
90-Day Grace Period (674.42(4)(b)(2)(i)(a) and (b))

One instance was identified out of a sample size of 47 where the required 90-day grace contact
(which reminds the borrower of his or her responsibility to comply with the terms of the loan)
was not produced.

Effect on the California State University

Not applicable as the instance described above did not pertain to the California State
University.

Finding #5 at EduServ

Collection Costs (674.45(e))

Regulations require schools to assess all reasonable collection costs against the borrower
without regard to state law, if the provision is included in the promissory note. Between July 1,
1981 and July 1987, the promissory note used by the institution may have been restricted to 25%
the collection costs that may be assessed against borrowers.

The school determines what collection costs are “reasonable,” as long as they are based an
either actual costs that the school incurs for each borrower or an average costs incurred in
collecting loans in similar stages of delinquency.

One occurrence out of a sample 47 was identified where the borrower was assessed an incorrect

collection fee amount through a keying error. As a result of this finding, EduServ has
“reversed” the incorrect collection fee assessment.

Effect on the California State University

Not applicable as the instance described above did not pertain to the California State
University.

Finding #6 at EduServ
Late Charges (674.43(b)(2)(i))

The regulations require that an institution assess a late charge for loans made for periods of
enrollment beginning on or after January 1, 1986, during the period in which the institution
attempts to secure any part of an installment payment not made when due.

Eleven occurrences out of sample size of 47 were found where the late charge assessment was not
made for the month of April. This condition was identified during last year’s compliance test.
EduServ is currently working to eliminate the programmatic cause of this condition.

Effect on the California State University
EduServ performs this function an behalf of the California State University. The amount of

loans at June 30, 1995 pertaining to borrowers for which late charges should have been assessed
totaled $15,305,953.
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THE CALIFORNIA STATE UNIVERSITY
Schedule of Findings and Questioned Costs, Continued

Finding #7 at EduServ

90-Day Telephone Call (674.43(f))

| According to regulations, if a borrower does not respond to a Final Demand letter within 30 days

from the date it was sent, the institution must attempt to contact the borrower by telephone
before beginning the collection procedures.

One instance was identified where the required 90-day telephone call was not made.

Effect on the California State University

Not applicable as the instance described above did not pertain to the California State
University.

CALIFORNIA STATE UNIVERSITY, BAKERSFIELD
Financial Reporting — FISAP Report
Finding

In reviewing the Fiscal Operations Report (FISAP) for the year ended June 30, 1995, we noted
that administrative costs of $17,034 as reported in the FISAP do not agree to administrative
costs of $13,794 recorded in the general ledger.

Recommendation

The FISAP, as well as other Federal reports containing financial information, is required to be
based upon the University’s accounting system. We recommend that the University implement

a more thorough review process in order to ensure reporting of accurate, system-based accounting
information in Federal financial reports.

Campus Management Response

The error in calculating administrative costs was discovered and correcting entries were made
subsequent to year-end general ledger processing. The FISAP totals were reported to reflect the
corrected amount of administrative costs claimed for the 1994-95 academic year. This was a
one-time occurrence. The accounting procedures have been modified to help ensure that this
type of error does not occur in the future.

Federal Funds Matching Requirement for Federal Perkins Loan Program
Finding

The Higher Education Act (20 U.S.C. 1087cc) and implementing regulations (34 CFR 674.8)
require the University to provide an Institutional Capital Contribution (ICC) of one-third of
the Federal Capital Contribution (FCC), or 25% of the combined FCC and ICC for the Perkins
Loan Program during the 1994-95 and succeeding award years. This requirement is also reflected

in the 1994-95 Federal Student Financial Aid Handbook published for the Department of
Education.

20



3)

THE CALIFORNIA STATE UNIVERSITY
Schedule of Findings and Questioned Costs, Continued

During financial aid matching test work, we noted that for the Perkins Loan Program, the
University used a matching percentage of 15% in calculating the 1994-95 ICC. This percentage
was the Federal requirement for fiscal year 1993-94. Per discussion with University personnel,
the University was unaware of the change in the matching percentage for 1994-95 and, thus,
continued to use the 1993-94 matching percentage. This resulted in an institutional under-
capitalization of $316.

Recommendation

We recommend that the University enhance the existing procedures regarding implementation
of new or revised Federal requirements such that employees are aware of current Federal
requirements in administering Federal grant activities.

Campus Management Response

Procedures have been implemented to ensure that new or revised Federal requirements are

reviewed in a timely manner by all departments and/or personnel affected by the regulations
and appropriate steps are taken to ensure compliance.

The University has historically overmatched Federal Capital Contributions to the Perkins,
formerly NDSL, Program; therefore, cumulative institutional matching funds were not
deficient. Through June 30, 1994, the University’s cumulative overmatching totaled $30,378.

Student Financial Aid File Maintenance
Finding

Title IV regulations (34 CFR 668.55) require that institutions verify the student’s financial
information as reported on the Student Aid Report (SAR). Updates and/or changes in student
financial information must be entered into the institution’s financial aid system such that
current, as well as accurate, student information is maintained in the student’s file along with
documentation of any changes and the effect such a change will have on the student’s financial
aid award.

- In performing financial aid file completeness test work, we noted that one out of six students

selected had submitted updated financial information, which had not been reflected in the
system. While the student’s financial information was not current in the system, this
particular change would not have affected the student’s financial aid award.

Recommendation

We recommend that the University enhance the existing procedures to ensure that changes in
student information are adequately documented within the student’s file as well as input into
the system on a timely basis regardless of whether or not the change will affect the student’s

financial aid award. This will ensure that up-to-date information is being used in the student’s
award calculation.

21

85



1)

THE CALIFORNIA STATE UNIVERSITY
Schedule of Findings and Questioned Costs, Continued

Campus Management Response

The University makes every effort to ensure that data used in the SCT Banner Student Aid
Management System (Banner System) accurately reflects verification data supplied by
students, parents and all appropriate outside agencies. For this particular student, updated
information had been received with regards to family size. Family size was not changed in the
system because, given the income of the parents, the calculated expected family contribution
was zero with either a family size of three (as originally reported) or four (updated
information), which was demonstrated during the audit process. As this change did not produce
a change in eligibility or award amount, the Financial Aid Counselor assigned to that
particular student file did not feel that it was necessary to take additional time to change data
which was not required.

Although expediency is certainly important in the processing of financial aid applications, the
University will make an effort to ensure that decisions and the reasons underlying those
decisions are more fully documented in the student’s financial aid file or in the electronic
notation area of the Banner System.

CALIFORNIA STATE UNIVERSITY, DOMINGUEZ HILLS
Student Status Confirmation Reports
Finding

Student Status Confirmation Reports (SSCR) received from guarantee agencies must be
completed and submitted within 30 days of receipt to the guarantee agency (34 CFR 682.610).

‘The receipt date for one report received during the 1994-1995 academic year could not be

determined.
Recommendation

We recommend that the University monitor the receipt and filing of the SSCR to assure
compliance with Federal reporting requirements.

Campus Management Response

The University concurs with the finding and recommendation. The SSCR that was received
with the indeterminable date was processed during a transitional period in the Registrar’s
Office. The staff member who is responsible for processing of the SSCR has now been trained.
The Financial Aid Office has begun enforcing the stamping of the SSCR with the receipt date
before tuming the report over to the Registrar’s Office for processing. In addition, a review
procedure is being implemented to ensure proper receipt and retumn date documentation,
including the Financial Aid Office receiving, from the Registrar, a copy of the document which
indicates the actual date of submission and evidence of the Registrar’s certification.
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CALIFORNIA STATE UNIVERSITY, LONG BEACH

Federal Cash Transaction Reports
Finding

Recipients of Federal funding from the Department of Education (DOE) are required to complete
a reconciliation of the Federal Cash Transactions (PMS 272) to the general ledger on a monthly
basis and return the form to the DOE.

California State University, Long Beach (CSULB) has complied with the monthly reporting
requirement but has not reconciled the cash balances reported to DOE an form PMS 272 to the
general ledger.

Recommendation

We recommend that the reconciliations in future periods be prepared and adjustments recorded
so as to accurately reflect general ledger balances.

Campus Management Response

We agree with the finding and will attempt to ensure compliance for subsequent reporting
periods. Reconciliations had been prepared in previous years; however, during the 1994-95
fiscal year, the business office experienced a significant staff turnover (50%), and accordingly,
preparing the subject reconciliation did not have the highest priority in comparison to the day-
to-day operations.

Exit interviews
Finding

Title IV regulations (34 CFR 682.604) require that Stafford loan recipients receive an exit
interview prior to the graduation or withdrawal from an institution. We noted through

specific file test work that one student who had graduated did not receive exit interview
information.

Recommendation

We recommend that the University continue to monitor student enrollment status so that
students withdrawing or graduating from the University attend an exit interview or are sent
the required interview documents on a timely basis.

Campus Management Response

Considerable effort has been put into identifying students graduating or leaving the University.
In some cases, however, action an a student’s graduation may be taken after the reports have
been created identifying students who are graduating or leaving CSULB. In the next cycle, the
student would be identified and included in the group advised of the exit interview requirement
and mailed the required information. The audit sample was pulled prior to the exit interview
cycle for Fall 1995.

87



(3)

1)

THE CALIFORNIA STATE UNIVERSITY
Schedule of Findings and Questioned Costs, Continued

Exit interview materials have been mailed to the student identified as not having attended
the exit interview. Another review of the criteria used to identify students for whom the exit
interview is necessary is required.

Refunds
Finding

Title IV regulations (34 CFR 682.60) require institutions to refund allocated portions of loans to
lending institutions within 60 days of being notified by a student of a withdrawal. We selected
a sample of eight students to test compliance with this requirement, and determined that all of
the sampled students’ refunds were submitted to the lending institutions after the 60-day
period following the students’ withdrawal.

Recommendation

We recommend that the University assign one person the responsibility to assure all refunds are
remitted to lending institutions on a timely basis, and to assign that person the authority to

delegate refund procedures to the appropriate number of associates to balance the required
workload.

Campus Management Response

Financial Aid staff and Financial Aid Business Office staff are reviewing current refund
procedures to determine the most appropriate individual to be assigned the responsibility for
routine processing of the refunds. The result will be one individual with primary responsibility
for refund processing and for returning funds to lenders.

In addition, staff have begun another review of the options available for automating the full
refund process from the time fees are refunded to the student’s account until the appropriate
amount is refunded to the lender or the Federal account.

CALIFORNIA STATE UNIVERSITY, NORTHRIDGE
Federal Funds Cash Management
Finding

Recipients of Federal funds are required to place such funds in interest-bearing accounts. During
the year ended June 30, 1995, California State University, Northridge (CSUN) had placed only
a portion of funds received from the Federal Emergency Management Agency (FEMA) in
interest-bearing accounts. Interest earnings foregone as a result of not investing such funds

totaled approximately $187,000 for the year ended June 30, 1995, assuming rates of retun
ranging from 4.96% to 5.98%.

Recommendation
We recommend that CSUN place all Federal funds in interest-bearing accounts to be in

compliance with Federal regulations. We understand that beginning in September 1995,
Federal funds have been placed in interest-bearing accounts.
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Campus Management Response

CSUN agrees with this recommendation. As of September 1995, temporary cash balances of
FEMA funds have been invested in the State of California Local Agency Investment Fund.
Procedures have been established to invest all FEMA cash as soon as it is received by the
campus.

Invoice Approvals
Finding

CSUN has established a Disaster Cost Recovery Office (DCRO) that manages the recovery
efforts of CSUN from the January 1994 earthquake. An important function of this office is to
ensure that all earthquake-related expenditures which are being reimbursed by FEMA are
allowable under Federal guidelines and include proper supporting documentation. The DCRO
indicates approval of such invoices prior to the payment by the accounts payable office. During
our internal control test work over expenditures, we noted that two invoices, while not
considered unallowable expenditures, were paid from accounts payable without the approval

of the DCRO.
Recommendation

We recommend that the DCRO review and approve for payment all earthquake-related
invoices that are to be reimbursed by FEMA.

Campus Management Response

CSUN agrees with this recommendation. Procedures are in place, and staff has been properly

trained to ensure appropriate review and approval of earthquake-related invoices prior to
processing vendor payments.

SAN JOSE STATE UNIVERSITY

Cost of Attendance Calculation
Finding

Instifutions should take into account whether students are enrolled on a full-time or less than
full-time basis when determining the cost of attendance in the need calculation. In addition,

the institution is required to develop an adequate system to ensure the consistency of
information related to a student’s application.

The need calculation for one student in our sample who was enrolled on a half-time basis during

the Spring of 1995 had allowable budgeted costs which included enrollment fees for full-time
attendance.
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Recommendation

Although the student file identified above did not show documentation for less than full-time
budgeted costs in the need determination, the resultant award was properly calculated. We
recommend that the University comply with the regulation which requires that the budget
used in the need analysis calculations is to reflect the costs appropriate to the student’s
enrollment status.

Campus Management Response

The University concurs with the recommendation and will instruct counselors to change the cost
of attendance figures when appropriate.

SAN FRANCISCO STATE UNIVERSITY
Physical Inventories
Finding
OMB Circular A-21 Section J-12 states “Charges for use allowances or depreciation must be
supported by adequate property records, and physical inventories must be taken every two
years to ensure that the assets exist and are usable, used and needed.” Additionally, OMB
Circular A-110 requires that a physical inventory of equipment be taken every two years for

equipment acquired with Federal funds and Federally owned equipment. We noted that the
campus performs physical inventories once every three years.

Recommendation

We recommend that the schedule for taking of physical inventories be modified to comply
with Federal regulations.

Campus Management Response

The University concurs with the recommendation. As an agency of the State of California, San
Francisco State University has been following the property management guidelines of the State
Administrative Manual which require a three-year cycle for taking physical inventories. The
University will make every effort to move to a two-year physical inventory schedule for all
equipment and will continue its current practice of performing inventories on Federally funded
equipment every two years. The complete conversion from a three- to a two-year inventory
cycle will require the allocation of significant ongoing financial resources by the University.
The success of the conversion is somewhat dependent on the identification of these resources.
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CALIFORNIA POLYTECHNIC
STATE UNIVERSITY, SAN LUIS OBISPO

(1) Financial Reporting
Finding

In reviewing the Federal Cash Transactions Report (Report SF 272 and SF 272A) for the year
ended June 30, 1995, we noted that the ending cash balance per the report did not agree with the
balance per the University’s general ledger. We noted that while the cash disbursement and
receipt activity for the year per the report agrees to the general ledger, the ending cash
balance per the report has not agreed to the general ledger for several years. Per discussion
with University personnel, this unreconciled difference between the report and the general
ledger has existed since the Department of Education (DOE) took over this reporting function.
This situation was also noted at other CSU campuses.

Recommendation

With the assistance of the DOE, the University should reconcile the cash balance per the
Federal Cash Transaction Report to the University’s general ledger through review of prior
year records and make the necessary changes to correct the report.

Campus Management Response

The University concurs with the finding and recommendation. As noted, the difference has
existed since the DOE took over this reporting function. We have attempted to resolve this
difference in the past but the cash transaction report provided by the DOE contained entries
that had been blacked out, and we were not able to completely resolve the difference. We
continue to reconcile current transactions and to resolve any differences relating to current
amounts. We will obtain a copy of the Federal Cash Transaction Report, as suggested, and
prepare a reconciliation of the ending cash balance.

CALIFORNIA STATE UNIVERSITY, SAN MARCOS
(1) Exit Interviews
Finding

During our test work, we noted 1 instance from a sample of 13 where a student was not given a
Stafford exit interview when required and no attempt was made to contact the student. Federal
regulations (34 CFR 682.604) require that a Stafford exit interview be conducted when a student
drops below half-time enrollment. If the student drops out without notifying the school, exit
interview materials must be sent to the student within 30 days (Federal Student Financial Aid
Handbook 1994-1995, 10-113).

Recommendation

We recommend that the University continue to monitor student enrollment status so that
students withdrawing or graduating from the University attend an exit interview or are sent
the required interview documents on a timely basis.
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Campus Management Response

The University concurs with the finding that in one instance the University did not conduct a
Stafford loan exit interview.

Financial Aid Accounting has set procedures for conducting exit interviews. However, as noted
in the audit finding, the University did not comply in one instance. Human error accounted for
the initial failure to send an exit interview form. In addition, later reports did not list the
student as needing an exit interview. Under normal circumstances, the student would have been
discovered in the Fall 1995 exit report; however, he had returned to the University and is
currently enrolled. The University has investigated the problem with the Computing Services
department and believes the issue to be resolved. The University intends to remedy this
situation by carefully reviewing every exit and withdrawal report and confirming that all
students on each report have been contacted regarding an exit interview.

CALIFORNIA STATE UNIVERSITY, SAN BERNARDINO
Timeframe for Return of Federal Funds
Finding
Title IV (34 CFR 668.22) regulations require institutions to refund Federal Pell grant funds

- within 30 days of being notified by a student of a withdrawal. During our performance of

compliance test work on Pell grant expenditures, we noted that one refund, in a sample of three
Federal refunds, was not retumed within 30 days of the date that the student officially
withdrew.

Recommendation

In order to be in compliance with Federal guidelines, we recommend that the institution
implement procedures to ensure that the Federal funds are returned within the required
timeframe. Such procedures could include periodically obtaining drop lists from the Accounting
Office and assigning one person the responsibility of ensuring that all Federal refunds are
remitted on a timely basis and assigning that person the authority to delegate refund
procedures to the appropriate number of associates to balance the required workload.

Campus Management Response

The University concurs with the finding and recommendation. Weekly drop lists are now
provided by the Accounting Office to the Financial Aid Office. This new procedure should

eliminate delays in calculating refunds and remitting refunds, where appropriate, to Federal
funds on a timely basis.

Pro rata Refund Calculation

Finding

Title IV regulations (34 CFR 668.22) require that an institution have a “fair and equitable”
refund policy that provides for a refund of at least the larger of the amount provided by:

(1) State law, (2) the standards established by the school’s nationally recognized accrediting
agency and approved by the Secretary of the Department of Education or (3) the “pro rata”
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refund calculation. A pro rata refund calculation is required for all first-time students who
withdraw from classes before the term is 60% complete. During our audit, we noted that
California State University, San Bernardino (CSUSB) did not perform the pro rata refund
calculation during the fall quarter of the 1994-95 award year for first-time students. However,
we did note that CSUSB subsequently added the pro rata refund calculation as required.

Recommendation

In order to ensure compliance with Federal regulations and to ensure that students who
withdraw receive the refund which is most “fair and equitable,” CSUSB should perform the
pro rata refund calculation when required and remit refunds as appropriate to these students in
accordance with the 1995-96 Refund and Repayment Policy. Additionally, CSUSB could
require that all refund calculations be reviewed and approved by a designated supervisor to
help ensure that the refund is appropriately calculated and that refund policies are being
correctly interpreted and applied.

Campus Management Response

The University concurs with the finding and recommendation. While CSUSB’s 1994-95 refund
policy did make reference to the pro rata refund for first-time students, the appropriate
calculation was not completed for students who withdrew during the fall quarter of 1994. This
situation was prompted by a campus concem with the apparent conflict between the
institutional refund policy, which limited refunds to the first 14 days following the first date
of classes, and the Federal policy requiring a refund up to a point where 60% of the term had

elapsed. According to campus records, this window of time was from October 7, 1994 through
October 31, 1994.

If a student withdrew by the institutional refund deadline date, October 6, 1994, according to
the institutional policy the student received a 100% refund, which exceeds the Federal pro rata
calculation. First-time students who withdrew after October 6 but before October 31, would
have been subject to the pro rata refund calculation. The campus research has been unable to
find any Title IV aid recipients who met the criteria for a pro rata refund during this period.
Subsequent to the fall quarter of 1994, CSUSB fully implemented the pro rata refund provision
and adhered to that policy.
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California Postsecondary Education Commission

We reviewed the California Postsecondary Education Commission’s (commission)
administration of the U.S. Department of Education grant, Federal Catalog No. 84.164.

Instances of Noncompliance With
Federal and State Requirements

In the following instances, the commission did not comply with certain federal or state
requirements.

The Commission Did Not Adequately
Monitor Subgrantees

Federal regulations require that the commission monitor grant activities to ensure that
subgrantees comply with applicable requirements. The commission monitors subgrantees by
reviewing periodic status reports, conducting on-site visits, and obtaining and reviewing audit

reports from subgrantees. Our review of the commission’s files for 15 subgrantees revealed the
following:

e None of the files contained copies of audit reports of the subgrantees;

e One file lacked evidence to demonstrate that the commission conducted an on-site visit;
e Four files did not contain a final status report;

e Three files did not contain interim status reports;

e Two subgrantees submitted their interim status reports late; and

e We could not verify the receipt date for interim status reports received from two
subgrantees.

In response to our audit report for fiscal year 1993-94, the commission established a policy
requiring subgrantees to submit copies of audit reports directly to the commission. However,
because the commission did not issue federal funds to new subgrantees during fiscal year
1994-95, it has not yet implemented this policy.

Recommendations

To improve its monitoring of subgrantees, the commission should:

e Ensure that subgrantees submit required interim status reports and final status reports by
their due dates; and

e Conduct on-site visits of subgrantees.
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Federal and State Criteria

The Code of Federal Regulations, Title 34, Section 80.40(a), requires grantees to monitor grant
activities to ensure that subgrantees comply with applicable federal regulations and that they
achieve performance goals.

The Office of Management and Budget's Circulars A-128 and A-133 require grant recipients
that receive federal assistance and provide $25,000 or more during its fiscal year to a
subgrantee to, among other things:

e Ensure that subgrantees meet the audit requirements of the applicable circular;

e Ensure that appropriate corrective action is taken within six months after receipt of the
audit report when instances of noncompliance with federal laws and regulations are
identified; and

e Consider whether issues in subgrantee audit reports require adjustment of the grantee’s
records.

Further, A-128 requires grant recipients to determine whether subgrantees spent federal funds
in accordance with applicable laws and regulations.

The commission’s monitoring of subgrantees consists of:

e Reviewing periodic status reports submitted to it by subgrantees. Interim status reports
covering the previous October 1 through April 30 are due May 30 each year. Final status
reports covering the previous October 1 through September 30 are due November 30 each
year.

e Conducting on-site visits of subgrantees. The commission conducts on-site visits to ensure
that grantees are making progress toward the agreed-upon goals. The visits are not
intended to be a federal compliance review.

e Obtaining and reviewing audit reports of subgrantees.
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California Student Aid Commission

We reviewed the California Student Aid Commission’s (commission) administration of the
U.S. Department of Education grant, Federal Catalog No. 84.032.

Issue Reported in Prior Years

The following item was reported in previous years and due to its significance warrants
corrective action by the commission.

Student Loans Exceeded Allowable Limits

As we reported in five previous years, the commission is not fully complying with the terms of
one of its agreements with the federal government to participate in the Federal Family
Education Loan programs grant. Under the terms of this agreement, the commission stated that
it would not guarantee loans in excess of specified maximum amounts. We tested 45 student
loans selected from the commission’s database and found that the commission guaranteed
3 Subsidized Stafford Student Loans in excess of the allowable maximum loan amounts.

Federal law allows graduate and undergraduate students to have up to $65,500 and $23,000,
respectively, in total Subsidized Stafford Student Loans outstanding. However, for two
graduate student loans, the commission guaranteed loans that exceeded the maximum loan
limit of $65,500 by $6,228 and by $3,245, respectively. In another instance, the commission
guaranteed an undergraduate student loan that exceeded the maximum loan limit of $23,000
by $2,655. These errors occurred because the commission did not ensure that its computer
system contained the proper edits to limit the amount of a student’s outstanding Subsidized
Stafford Student Loans. The three loans that exceeded the loan limits were guaranteed before
April 1995 and, according to a commission official, it corrected this problem in April 1995.

Noncompliance with federal loan limits could result in a loss of state funds if the
borrower defaults. This is because in a default situation, the State will pay the lender
for the defaulted loan, and in turn, the federal government will reimburse the State the amount
it paid the lender. However, the federal government may not reimburse the State for the
portion of the loan that exceeded the amount authorized by regulations.

Other Instances of Noncompliance
With Federal Requirements

In the following instance, the commission did not comply with various federal requirements.

Late Reporting of Collections
to the Federal Government

e The commission hires collection agencies to assist in the collection of defaulted student
loans. When funds are collected, the collection agencies remit the money to the
commission. The federal government is entitled to receive a share of these monies.
Federal regulations require the commission to report to the federal government its share of
borrower payments for defaulted student loans and remit their share within 45 days



of receipt of funds from the borrower. However, the commission did not report
approximately $25.2 million (33 percent) of the collections due to the federal government
for fiscal year 1994-95 within the required 45 days. Although approximately $21 million
of these collections were no more than one month late, over $22,000 of the collections
were more than one year late. We have reported this issue in prior years.

Recommendations

To improve its administration of federally guaranteed student loans, the commission should:

e Ensure that the computer system’s edits are kept current and accurate so that borrowers are
not guaranteed student loans that exceed maximum allowable loan limits.

To ensure that it complies with federal reporting requirements for its Federal Family Education
Loan program, the commission should:

e Minimize the time lapsed between receipt of collections by the collection agencies and
reporting those collections to the United States Department of Education on the monthly
claims and collections report.
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84.032 Federal Family Education Loan

Federal Criteria

Program Administration Requirements

The Code of Federal Regulations (CFR), Title 34, Section 682.400, states that, in order for the
commission to participate in the Federal Family Education Loan programs, it must enter into
various agreements with the federal government. As part of these agreements, the commission
agreed that it will ensure that its loan guarantee program meets the requirement that the total
amount of student loans made to each borrower would not exceed specified limits.

The United States Code, Title 20, Section 1078(b)(1)(B), provides for specific aggregate loan

limits for guaranteeing Stafford loans. These limits are based on the student’s grade level and
the student’s total outstanding loan amounts for the Stafford loan program.

Reporting Requirement

The CFR, Title 34, Section 682.404(g)(3), requires the commission to submit the federal share
of borrower



California Department of Education

We reviewed the financial operations and related internal controls of the California
Department of Education (department) and the department's administration of the
U.S. Department of Agriculture grants, Federal Catalog Nos. 10.550, 10.553, 10.555, and
10.558; the U.S. Department of Labor grant, Federal Catalog No. 17.250; the
U.S. Department of Education grants, Federal Catalog Nos. 84.002, 84.010, 84.011, 84.027,
84.048, 84.151, 84.164, 84.173, and 84.186; and the U.S. Department of Health and Human
Services grants, Federal Catalog Nos. 93.574 and 93.575.

Summary

We reviewed the financial operations and related internal controls of the department, and the
department’'s administration of U.S. Department of Education, U.S. Department of
Agriculture, U.S. Department of Labor, and U.S. Department of Health and Human Services
grants. We noted the following:

e The department incorrectly calculated the fiscal year 1994-95 apportionment of Economic
Impact Aid (EIA) to school districts. Although it apportioned the correct total amount to
school districts statewide, the department apportioned more than its actual entitlements
to some school districts and less than its actual entitlements to other school districts.

e The department reimbursed the Department of Youth Authority (DYA) over $66,000 more
for equipment costs for the Adult Education—State Administered Basic Grant program for
fiscal year 1994-95 than it originally authorized in its interagency agreement. Although the
department had authorized only $35,000 for the purchase of equipment, the DYA
expended over $101,000 and the department reimbursed the full amount.

e The department did not perform an administrative review of some of its Child and Adult
Care Food Program sponsors within the time period prescribed by federal regulations.

e The department submitted inaccurate cash management information to the Department of
Finance (DOF). As a result, the DOF’s calculation of the State’s interest liability was
incorrect.

e The department reported inaccurate expenditure data to the California Department of
Social Services (DSS) for the Child Care for Families At-Risk of Welfare Dependency
program. Because of the incorrect data, the DSS annual report of expenditures from
nonfederal sources for all child care programs administered by the State for the fiscal year
ending October 31, 1992, was overstated by approximately $31.6 million and for the fiscal
year ending October 31, 1993, was overstated by $35.4 million.

The Department Calculated
EIA Apportionments Incorrectly

The department incorrectly calculated the fiscal year 1994-95 EIA apportionments to individual
school districts. It computes the apportionments based on a moving average of ethnicity,



poverty, and transiency ratios for the current year and the two prior years. However, for the
fiscal year 1994-95 apportionment, the department used data from only one prior year and
included the current year data twice. As a result, the department apportioned incorrect
amounts to all school districts that received an EIA apportionment.

Although the department apportioned the correct total amount of EIA funds, it apportioned
more than the correct entitlement to some school districts and less than the correct
entitlement to other school districts. For example, it apportioned approximately $14,000 more
to the school districts in Alameda County than their collective entittement. Conversely, the
department apportioned approximately $52,000 less to the school districts in Los Angeles
County than their collective entitlement.

Based on our finding, the department adjusted each school district’'s 1995-96 entitlement.

State administrative procedures require the State Superintendent of Schools to calculate the
EIA apportionment to eligible school districts. State law requires agencies to have a
satisfactory system of internal accounting and administrative controls to check the accuracy
and reliability of accounting data, including an effective system of internal review.

The Department Reimbursed Unallowable
Expenditures for the Adult Education—
State Administered Basic Grant Program

The department reimbursed the DYA over $66,000 more for equipment for the Adult
Education—State Administered Basic Grant program for fiscal year 1994-95 than it originally
authorized in the interagency agreement.

The program funded the agreement with DYA for expenditures of up to approximately
$148,000 to provide adult basic education to wards in its facilities. Specific costs funded
under the agreement include approximately $113,000 for staff salaries, staff benefits, and
operating costs. In addition, the agreement allowed the DYA to expend $35,000 to <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>