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Dear Mr. Chairman and Members:

The Office of the Auditor General presents its report concerning 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 over $13 billion in federal funds annually.

The State continues to lose millions of dollars each year because agencies do not
promptly identify and collect amounts owed to the State, do not effectively control
expenditures, and do not manage cash to maximize benefits to the State. In
addition, the State continues to have numerous shortcomings in its financial
reporting system that need to be resolved by the State’s financial leadership. For
example, the State does not prepare its budget based on generally accepted
accounting principles (GAAP) and does not have an accounting system that
presents the financial condition of the State based on GAAP when reporting on the
past execution of its budget. Instead, the state fiscal control departments report the
financial condition of the State by using different accounting practices. This use of
different accounting practices can cause the State’s financial decision makers to be
uncertain about the State’s true financial condition.

Respectfully submitted,

e R

KURT R. SJOBERG
Auditor General (acting)
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Summary

Status
of internal
Controls

Although the State of California has corrected some of the
weaknesses in its internal controls that we have reported in recent
years, it has many more weaknesses to correct. The State has
weaknesses in its accounting and administrative control structure
that result in inaccurate financial statements, noncompliance
with state and federal regulations, and the waste, loss, and misuse
of state resources. For fiscal year 1989-90, 20 of the 24 agencies
at which we reviewed the internal control structure had weaknesses
in the controls over its financial activities.

To obtain satisfactory audit coverage, we selected agencies
that we determined to be the most material in relation to the
major segments of the various funds in the general purpose
financial statements. As aresult, we audited 24 agencies, which
represented approximately 61 percent of the State’s revenues and
approximately 60 percent of the State’s spending. Other
independent auditors audited an additional approximately 33
percent of the State’s revenues and an additional approximately
22 percent of the State’s spending. We also reviewed selected
internal control procedures at 3 agencies for fiscal years 1988-89
and 1989-90, and we audited the financial operations of 3 other
agencies for fiscal year 1988-89.

S-1
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Actual and
Potential
Losses

Statewide
Concerns

The State may have lost approximately $2.8 million in foregone
interest and discounts because the State did not promptly collect
moneys owed to it or did not promptly pay invoices. Because the
State does not always follow established collection procedures, it
may also have- difficulty collecting some of the approximately
$21.8 million owed to it. Further, the State may have lost
approximately $215,600 in revenues and may have incurred
unnecessary expenditures of approximately $1.8 million. These
amounts do not represent all the potential or actual losses the
State may have incurred because these estimates were identified
by reviewing a sample of transactions. Appendix A presents a
schedule, by state agency, of actual and potential losses identified
by our testing.

Many of the weaknesses in internal controls that we observed
did not result in losses. However, if state agencies do not correct
the weaknesses and provide proper controls over their operations,
the opportunity exists for the State to suffer more serious losses
in the future.

The State continues to have numerous shortcomings in its financial
reporting system that need to be resolved by its financial leadership.
The State doesnot prepare its budget based on generally accepted
accounting principles (GAAP) and does not have an accounting
system that presents the financial condition of the State based on
GAAP when reporting on the past execution of its budget. In
addition, the State Controller’s Office and the Department of
Finance use different accounting practices. This use of different
accounting practices can cause the State’s financial decision
makers to be uncertain about the State’s true financial condition.
Further, the State must make numerous adjustments to its financial
statements to prepare them in accordance with GAAP so that
they may be comparable to the financial statements of other
states and acceptable to the investment community and the
federal government. GAAP is the preferred method of accounting
because it is a nationally recognized set of accounting principles
that improves accountability, since under GAAP costs are
recognized when they occur, not when they are paid for.
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Furthermore, the State currently does not recognize some
expenses when reporting on the past execution of the State’s
budget. - These expenses include the cost of Medi-Cal services
provided but not yet paid for and the cost of earned vacation for
certain state faculty. Moreover, the State recognizes as revenues,
tax overpayments that will have to be refunded or applied to
future years. Beginning in fiscal year 1991-92, the State plans to
change its accounting for Medi-Cal expenditures and uncollected
taxes to methods that are in accordance with GAAP.

In addition, the State does not preclude state agencies from
contracting with fiscal agents to pay invoices with state funds
deposited in the bank accounts of these fiscal agents at the
direction of the state agencies. Further, the State does not have
adequate control over contracts for grants to local governments.

Duringfiscal year 1989-90, we became aware of two additional
statewide concerns. Specifically, the State’s revenue collection
agencies cannot make refunds and distributions of revenue when
the State has no budget. As a result, the State incurs additional
interest and personnel costs. In addition, state agencies are not
always depositing their federal receipts in the Federal Trust
Fund.

We noted other weaknesses. For example, the State does not
produce audited financial statements within six months of the end
of the fiscal year, it does not include in its audited financial
statements the combining statements that provide the financial
statements of each of the funds within the fund types, and it does
not properly account for billions of dollars of fixed assets. As a
result of these three weaknesses, as we have reported for the last
four years, the State does not qualify for the Certificate of
Achievement for Excellence in Financial Reporting. The State
also continues to spend unnecessary additional time and effort in
preparing the financial statement disclosures required by GAAP
for the State’s lease commitments because the State does not
have a central record of lease commitments that contains all the
necessary information. Further, the State’s method of accounting
for federal assistance does not yet provide sufficient information
on expenditures of federal moneys for each federal program.
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Weaknesses at
State Agencies

Many of the agencies we audited had weaknesses in internal
controls over financial reporting, revenue, and expenditure
activities. We also noted immaterial instances of noncompliance
with state and federal regulations at several agencies. Some
deficiencies in internal controls were common throughout the
State.

Weak Controls Over Financial Activities

Eleven of the agencies we audited had weaknesses in their
internal controls over financial reporting. Problems we found
included incorrect or nonexistent reconciliations, inappropriate
accounting practices, and inadequate accounting of property and
inventory. These problems resulted in inaccurate financial
statements. For example, the Stephen P. Teale Data Center (data
center) overstated its equipment balance at June 30, 1990, by
$1.4 million. This overstatement occurred because the data
center did not have sufficient accounting controls in place to
ensure that items sold or removed from service before the end of
the fiscal year were removed from the equipment balance.

Sixteen of the agencies we audited had weaknesses in internal
controls over revenue activities. Problems we found included
failure to bill for and collect receivables, failure to follow proper
procedures for recognizing revenue earned, and failure to deposit
receipts promptly. These problems resulted in receivables that
may be difficult to collect, in inaccurate financial statements, and
in the loss of interest revenue. For example, because the Department
of Social Services did not always properly control its cash
management system for the federal government’s share of the
department’s local assistance expenditures, it lost approximately
$1.2 million in potential interest income.

Problems involving expenditure activities existed at 19 of the
agencies we audited. The problems we found included insufficient
control over payroll, insufficient monitoring and control over
revolving fund activities, improper separation of duties, and other
weaknesses in control over disbursements. Weaknesses in controls
over expenditures can result in the loss of state funds.
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Lack of Compliance With State Regulations

The State complied in all material respects with all state regulations
that could materially affect the State’s financial statements.
However, at a few agencies we found that certain immaterial
instances of noncompliance existed in apportioning moneys to
schools and in purchasing materials, equipment, and services
through contracts. Although these weaknesses did not have a
material effect on the financial statements, the weaknesses could
result in improper amounts being paid to schools and in the
State’sinterests being put at risk because of improper contracting.

Lack of Compliance With Federal Regulations

In fiscal year 1989-90, the State received approximately $13.7 billion
in federal grants. At many state agencies, we noted immaterial
instances of noncompliance with the federal regulations for
administering these federal grants. Adherence to these regulations
is a condition of continued federal funding. The State did not fully
comply with all federal regulations in 37 of the 42 grants we
reviewed.

These 42 grants represent approximately 96 percent of all
federal moneys the State received for fiscal year 1989-90, excluding
those received by the University of California. Our review
showed that agencies failed to adhere to requirements for reporting,
for cash management, and for program monitoring and auditing.
The federal government could penalize the State because of its
failure to comply with federal regulations.
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As part of our examination of the general purpose financial
statements of the State of California for the fiscal year ended June
30, 1990, we studied and evaluated the State’s internal control
structure. The purpose of our study of this structure was to
determine the audit procedures and the extent of testing necessary
for (1) expressing an opinion on the State’s general purpose
financial statements, (2) determining compliance with federal
grant requirements, laws, and regulations, and (3) determining
compliance with state laws and regulations that could materially
affect the general purpose financial statements. In conducting
our audit, we reviewed and evaluated fiscal controls at 24 of the
313 state agencies included in the general purpose financial
statements.

Amounts that we audited at these agencies represented
approximately 61 percent of the State’s revenues and approximately
60 percent of the State’s spending. Further, other independent
auditors audited an additional approximately 33 percent of the
State’s revenues and an additional approximately 22 percent of
the State’s spending. In addition to this audit coverage of the
State’s revenues and spending, we increased our coverage with
centralized testing, which we performed by selecting for review 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 we selected a sample of warrants other
than payroll warrants that 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.
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We reviewed selected internal control procedures at three
agencies for fiscal years 1988-89 and 1989-90, and we audited the
financial operations of three operating departments for fiscal year
1988-89. We issued the audit results of these six operating
departments after we issued the State of California Comprehensive
Financial and Compliance Audit Report for the Year Ended
June 30, 1989. We include the results of these audits in this
report.

We reviewed 24 agencies’ compliance with state laws and
regulations that materially affect the State’s financial statements.
Compliance with these laws and regulations helps to ensure that
the State maintains sufficient control over the budgeting, investing,
collecting, and disbursing of state moneys and that it maintains
sufficient control over reporting the results of state financial
activities.

Finally, except for the Pell Grant Program, which is reviewed
by other independent auditors, we reviewed the State’s compliance
with federal regulations for all federal grants over $20 million. In
all, we reviewed 42 of the 275 federal grants the State administers.
These 42 grants represent approximately 96 percent of the federal
funds the State received in fiscal year 1989-90, excluding those
funds the University of California received. In addition, as part of
our examination of the State’s financial statements, we selected
transactionsrelated 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 35);

The report on weaknesses and instances of
noncompliance at state agencies (begins on page 41):
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. The report on federal assistance programs, including
required reports on (1) compliance with laws and
regulations related to major and nonmajor federal
programs, (2) the accuracy of the supplementary
schedule of federal assistance, and (3) the resolution
of prior year findings related to federal programs
(begins on page 329); and

. The report on compliance with state laws and regulations
(begins on page 381).

Between July 1, 1989, and December 31, 1990, the Office of
the Auditor General issued 55 audit reports, many of which
discussed improvements needed in the State’s operations. These
reports, listed in Appendix B, are available to the public.



Statewide Concerns

Summary

The State of California continues to have numerous shortcomings
in its financial reporting system that need to be resolved by the
State’s financial leadership. Partly because it does not use
nationally recognized accounting principles to determine the
State’s budget and to report on the past execution of the State’s
budget, the State has inconsistently reported its financial condition.
The State also does not provide sufficient instructions to make an
efficient and reliable conversion of the financial reports from
their presentation in accordance with the State’s statutory and
regulatory requirements (budgetary basis) to a presentation in
accordance with generally accepted accounting principles (GAAP).
Moreover, the State does not ensure that the charges of internal
service funds to federal programs are in compliance with federal
regulations. Also, revenue collection agencies are unable to
make refunds or revenue distributions when the State has no
budget. Inaddition, the State does not maintain adequate control
over payments of invoices with state funds deposited in the bank
accounts of fiscal agents. Furthermore, the State does not yet
qualify for the Certificate of Achievement for Excellence in
Financial Reporting because it does not produce audited financial
statements within six months of the end of the fiscal year, it does
not include the combining statements that provide the financial
statements of each fund within the fund types, and it does not
account for its fixed assets properly. In addition, the State does
not deposit all of its federal receipts into the Federal Trust Fund,
it does not have a central record of state leases that contains all
the informationrequired by GAAP, and it does not have sufficient
control over contracts that are not subject to approval by the
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Inconsistent
Financial
Reporting

Department of General Services. Further, the State’s method of
accounting for federal assistance does not provide sufficient
information on expenditures of federal moneys for each federal
program. Finally, the State does not require the District Agricultural
Associations to submit financial reports to be included in the
State’s financial statements and does not require other agencies to
submit certain reconciliations and reports.

As we reported last year, the State does not prepare its budget
based on GAAP and does not have an accounting system that
presents the financial condition of the State based on GAAP when
reporting on the past execution of its budget. In addition, the State
Controller’s Office and the Department of Finance eachreport on
the financial condition of the State using different accounting
practices. This use of different accounting practices can cause the
State’s financial decision makers to be uncertain about the State’s
true financial condition. Further, the State must make numerous
adjustments to its financial statements to prepare them in accordance
with GAAP so that they may be comparable to the financial
statements of other states and acceptable to the investment
community and the federal government. GAAP is the preferred
method of accounting because it is a nationally recognized set of
accounting principles that improves accountability, since under
GAAP costs are recognized when they occur not when they are
paid.

Further, although the State began accounting for General
Fund encumbrances in accordance with GAAP, it still does not
account for other expenses and revenues in accordance with
GAAP when reporting on the past execution of its budget. The
State does not recognize some expenses, including the cost of
Medi-Cal services provided but not yet paid for and the
cost of earned vacation for certain state faculty. Also, the State
has historically recognized some events as expenses even though
no cost has been incurred. For example, the State reports loans
from the State’s General Fund to other funds as expenses rather
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than recognizing that money was lent to another fund and will be
returned to the General Fund. Additionally, the State recognizes
as revenue, tax overpayments that will have to be refunded or
applied to future years. Beginningin fiscal year 1991-92, the State
plans to change its accounting for Medi-Cal expenditures and
uncollected taxes to methods that are in accordance with GAAP.

The following schedule displays the adjustments that were
needed to present the fund balance of the State’s General Fund
(as reported by the State Controller’s Office) in accordance with
GAAP.

Amount
(in thousands)

Total Fund Equity per the State
Controller's Office $493,824
Medi-Cal Services Provided but Not Paid for (798,599)
Earned Vacation Leave Not Paid for (91,430)
Loans That Will Be Repaid 89,369
Tax Overpayments (556,666)
Other Adjustments (2,552)
Total Fund Equity per Audited GAAP Report ($866,054)

Adjustments were also necessary to present the fund balances
of the State’s other fund types (as reported by the State Controller's
Office) in accordance with GAAP. For example, the State
recognizes as revenue its authorized but unissued bonds. Under
GAAP, the proceeds from bonds should not be recognized until
the sale occurs. In addition, the State reports as expenses certain
orders to acquire goods and services even though the State
could still cancel the order after June 30 and even though the
goods or services would not benefit the State during the current
fiscal year because they would not arrive until the next fiscal year.
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Problems With
the State’s
Conversion

to GAAP

The California Government Code, Section 12460, requires the
State Controller’s Office to prepare an annual report containing
a statement of the funds of the State, its revenues, and the public
expenditures of the preceding fiscal year on the same basis as that
of the governor’s budget and the budget act (budgetary basis).
This section also requires that the format of the budgetary report
be prepared as closely as possible in accordance with GAAP. The
State Controller’s Office currently issues the Annual Report of
the State of California in conformance with the State’s budgetary
basis of accounting, which is not in accordance with GAAP. The
State Controller’s Office must then convert the State’s financial
statements to GAAP to prepare the State’s general purpose
financial statements. The Department of Finance has not provided
sufficient instructions to the agencies in the State Administrative
Manual to make this conversion from the budgetary basis to
GAAPefficientandreliable. Asaresult, the financial information
that agencies provide to the State Controller’s Office is frequently
insufficient for the State Controller’s Office to prepare the State’s
general purpose financial statements in accordance with GAAP.
For example, the Franchise Tax Board and the Board of Equalization
do not provide information to the State Controller’s Office on tax
overpayments that are required to be recognized as liabilities in
accordance with GAAP.

In addition, some of the financial information required under
GAAP is more extensive than the information provided by the
budgetary basis of accounting. As a result, the State must develop
additional information for proprietary funds, lease commitments,
and the market value of the State’s investments in securities to
create its general purpose financial statements.

The State is in the process of converting from the budgetary
basis to GAAP in certain areas. The Department of Finance has
rewritten some sections of the State Administrative Manual
covering proprietary funds to bring them into conformance with
GAAP. In addition, in the last three governor’s budgets, the
Department of Finance treated the State’s General Fund
encumbrances as a reservation of fund balance rather than as
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Some Internal
Service Funds
Do Not Always
Comply With
Federal
Regulations

expenditures and has extended this treatment to the year-end
financial statements. This treatment is consistent with GAAP in
that encumbrances are obligations for which goods and services
have not been received and should not be shown as expenditures.
Further, the State’s Fund Manual has been rewritten to bring it
into conformance with GAAP. Until the State incorporates all of
the necessary generally accepted accounting principles into state
law, the State must continue to spend time and money to convert
its financial records from the budgetary basis to GAAP so that
they are comparable with those of other governmental entities
and, therefore, acceptable to the investment community and the
federal government under the single audit act.

The State has a possible liability to the federal government
estimated to be as much as $24.6 million for profits it has
accumulated in its internal service funds between July 1, 1984,
and June 30, 1990. This condition exists because the Department
of Finance has not ensured that charges to federal programs are
in compliance with federal regulations. The State’s internal
service funds provide goods and services to state agencies and
charge them for these goods and services. In turn, the state
agencies have passed these charges on to federal programs that
the State administers. When the charges of internal service funds
exceed the costs for providing services, the State accumulates
profits in its internal service funds.

In 1984, the federal Department of Health and Human
Services (DHHS) audited the State’s rate-setting methods for
internal service funds. As a result, the State was required to
refund to the federal government approximately $14.9 million of
the profits accumulated in its internal service funds. This amount
represented the federal share of profits accumulated by five of the
State’s internal service funds from July 1, 1969, to June 30, 1984.
Because the State’s internal service funds continue to accumulate
profits, the State may be liable to the federal government for the
portion of the additional surplus accumulated between July 1, 1984,
and June 30, 1990, that represents charges to federal programs.
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Using procedures similar to -those of the Department of
Finance and using the same percentages that were used to determine
the federal share of the State’s profit in the 1984 audit, we estimate
that, under current federal regulations, the State may owe the
federal government as much as $24.6 million. This amount is the
federal share of profits accumulated by three of the five internal
service funds mentioned above from July 1, 1984, to June 30, 1990,
less audit adjustments and undercharges to federal programs of
approximately $450,000 for the other two funds. Since the federal
government and the State’s executive branch are ultimately
responsible for negotiating any final settlement, we did not attempt
to determine whether the percentage that the federal government
accepted to determine the federal share of the State’s accumulated
profits in the 1984 audit is still acceptable for the period from
July 1, 1984, to June 30, 1990. In addition, an October 1988
amendment to the federal Office of Management and Budget
(OMB), Circular A-87, Cost Principles for State and Local
Governments, that has been proposed but not yet approved would
allow state agencies a reasonable working capital reserve of
60 days cash expenditures. If approved, this amendment may
reduce the liability for three of the funds to approximately
$12.3 million.

While the State’s internal service funds may be in compliance
with state laws that allow them to accumulate surpluses up to
certain limits, they may also be in noncompliance with the current
provisions of OMB, Circular A-87. OMB, Circular A-87, does not
allow the State to charge federal programs for amounts that
exceed costs. The California Government Code, Section 13070,
provides the Department of Finance with general powers of
supervision over all matters concerning the financial and business
policies of the State. Therefore, it is the responsibility of the
Department of Finance to provide adequate guidelines to the
agencies that administer internal service funds to ensure that
charges to federal programs are in compliance with federal
regulations.
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The State
Cannot Make
Refunds and
Distributions
When It Has
No Budget

Inadequate
Accountability
Over Payments
of State Funds
ByFiscal Agents

The State’s revenue collection agencies are unable to make
refunds of tax overpayments or to distribute tax revenue to local
governments when the State has no budget because the State
Controller’s Office will not process the refunds or the revenue
distributions during these periods. The California Government
Code, Section 13340, requires that, as of July 1 in a given fiscal
year, no money in any fund that is continuously appropriated by
any statute other than the budget act may be encumbered unless
the Legislature specifies by statute that the money in the fund is
appropriated for encumbrance.

During the 31 days in July 1990, when the State had no budget,
the Board of Equalization, the Employment Development
Department, and the Franchise Tax Board were prevented from
paying tax refunds. This occurred even though the agencies had
determined that the money did not appropriately belong to the
State and was available in the accounts that had been specifically

.set aside for making refunds. Accordingto a Franchise Tax Board

official, the Franchise Tax Board incurred additional costs, including
supplemental interest owed to taxpayers for delayed refunds and
extra personnel costs for processing shutdowns and special manual
procedures. We estimate that the Franchise Tax Board incurred
more than $414,000 of additional interest and personnel costs.

Also during July 1990, the Board of Equalization was unable
to make refunds and distribute approximately $338 million in
sales taxrevenues it had collected on behalf of local governments.

The State Administrative Manual, Sections 19462 and 19463,
requires departments to obtain approval from the Department of
Finance to deposit moneys not under the control of the State
Treasurer’s Office in banks or savings and loan associations
outside the centralized state treasury system unless the departments
have statutory authority for such accounts. These sections also
require departments to submit a report to the State Controller’s
Office and the State Treasurer’s Office stating the balance in each

11
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Delays in
Producing
Audited
Financial
Statements

of these types of accounts as of June 30 each year. Guaranty
deposits, private trusts, and special purpose trusts are examples of
accounts outside the centralized state treasury system. The
requirements for approval and reporting exist to limit the State’s
risk related to transactions that are not subject to review by the
various state control agencies.

However, the State Administrative Manual is silent regarding
state departments that contract with fiscal agents whose sole
responsibility is to pay invoices with state funds deposited in the
bank accounts of these fiscal agents at the direction of the state
departments. Payments by these fiscal agents are not subject to
review by the various state control agencies even though state
departments direct the payments to vendors. Last year, we
reported that one department used fiscal agents to circumvent
state civil service hiring rules, state procurement rules, and state
contracting rules. Without regulations to control the use of fiscal
agents, similar abuses could occur in the future. We recommend
that the Department of Finance revise the State Administrative
Manual to specifically preclude state departments from contracting
with fiscal agents whose sole responsibility is to pay vendor
invoices at the direction of state departments.

The State has been unable to produce the necessary financial
reports in time to issue audited financial statements within six
months of the end of the fiscal year, a time requirement established
in 1980 by the Government Finance Officers Association. While
major corporations such as IBM, General Motors, and Pacific Gas
and Electric are required to issue their audited annual financial
reports within 90 days after the close of the fiscal year, the State
has 180 days. However, the State has repeatedly taken over
200 days to issue its audited financial report. The financial
statements for fiscal year 1989-90were issued on January 30, 1991.



Statewide Concerns

Lack of
Combining
Statements

by Fund Type

To address this concern, the Office of the Auditor General
contracted with Price Waterhouse to evaluate the State’s financial
reporting system. Price Waterhouse identified shortcomings
throughout the State’s financial reporting system and made
recommendations for correcting them. In response to Price
Waterhouse’s recommendations, a committee consisting of
representatives from various state control agencies has been
formed to improve the State’s reporting system. The committee
has initiated a pilot project to make financial reporting more
accurate and prompt. The project involves the development of
automated reconciliations of agency records with records of the
State Controller’s Office, a proposed reduction in the number of
reports required from agencies, and a preliminary plan for electronic
reporting of year-end financial data to the State Controller’s
Office.

The State has not included combining statements by fund type in
its audited financial statements. These combining statements
provide financial statements of each of the individual funds
within the fund types shown in the general purpose financial
statements. Section 2200.101 of the Governmental Accounting
and Financial Reporting Standards, issued by the Governmental
Accounting Standards Board, states that every governmental unit
should prepare a Comprehensive Annual Financial Report, which
includes general purpose financial statements by fund type and
account group as well as the combining statements by fund type
and individual fund statements.

The State has not prepared combining statements by fund
type in accordance with these guidelines issued by the Governmental
Accounting Standards Board. The State’s system accounts for its
funds in a manner that, in some cases, isnot in full agreement with
GAAP. For example, the State accounts for some of its funds as
Trust and Agency and Capital Project Fund Types on the budgetary
basis, but reports the same funds in the Special Revenue Fund
Type in the general purpose financial statements.

13
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Insufficient

Accountability

14

For Fixed
Assets

State agencies do not maintain sufficient records either to determine
or to estimate the original cost of acquiring general fixed assets,
nor does the State maintain a complete listing of its fixed assets.
This lack of records makes it impossible for the State Controller’s
Office to present the general fixed assets account group in the
State’s general purpose financial statements. Moreover, without
these records, the State is unable to maintain sufficient control
over fixed assets, exposing itself to an increased risk of the loss of
these assets. Section 1400.110 of the Governmental Accounting
and Financial Reporting Standards, issued by the Governmental
Accounting Standards Board, requires that fixed assets be accounted
for at cost or, if the cost cannot be easily determined, at estimated
cost.

To resolve this ongoing problem, the State created a Fixed
Asset Task Force, which includes representatives from various
state agencies. The objective of the task force is to provide
recommendations that will allow the State, with minimal cost, to
report general fixed assets in accordance with the law and GAAP.

Further, legislation enacted in 1986 created Section 11011.15
of the California Government Code, which requires the Department
of General Services to develop a complete and accurate statewide
inventory of real property held by the State by January 1, 1989.
Section 11011.15 also requires the Department of General Services
toinclude the cost of the property ifit is available and a description
of each major structure on the propertyin the statewide inventory.
Thus, the State would have a central listing of land and buildings
that could be reconciled with state agency records and used as a
source of information for the State’s general purpose financial
statements. As land and buildings constitute a major portion of
the State’s general fixed assets, this statewide inventory should
contribute significantly to resolving the State’s problems in reporting
general fixed assets. The budget acts for fiscal years 1988-89 and
1989-90 included funding to develop and maintain the statewide
inventory of real property. The Department of General Services
has not yet completed the inventory but estimates that it will have
the completed inventory for June 1991 by October 1991.



Statewide Concerns

Not All Federal
Receipts Are
Deposited Into
the Federal
Trust Fund

Ineligibility for
Certificate of
Achievement

The State may be misstating its Schedule of Federal Assistance
and may not be identifying all federal funds subject to audit under
the Single Audit Act of 1984. This situation exists because state
agencies delay depositing their federal receipts to the State’s
Federal Trust Fund or do not use the Federal Trust Fund at all.

The California Government Code, Section 16360, requires
that all money received by the State from the United States shall
be deposited in the State’s Federal Trust Fund. In one instance,
a state agency waited nearly two years before depositing
approximately $2.1 million of its federal receipts into the Federal
Trust Fund. In another instance, a state agency, with the approval
of the Department of Finance, did not deposit into the State’s
Federal Trust Fund the $8.1 million that it had received under a
federal program. To qualify for this program, the State had to
agree to establish a special fund in which to deposit all moneys
received under this program. The State established the special
fund to meet this qualification and the state agency deposited the
$8.1 million directly into this fund, rather than depositing the
money first into the Federal Trust Fund and then transferring it
to the special fund. However, the law establishing this special
fund does not state that the agency should deposit federal receipts
directly into the special fund, only that the agency may accept
federal contributions to the fund.

The State does not yet qualify for the Certificate of Achievement
for Excellence in Financial Reporting. The Certificate of
Achievement Program of the Government Finance Officers
Association encourages and recognizes excellence in financial
reporting by governments. The State does not qualify for the
certificate primarily for three reasons: it does not produce
audited financial statements within six months of the end of the
fiscal year, its audited financial statements do not include combining
statements by fund type, and it does not properly account for fixed
assets. We discussed these weaknesses in the preceding sections.
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Statewide Concerns

Inadequate
Control Over
Some Contracts

Grants and certain contracts and interagency agreements are not
routed through the Department of General Services. The State
Administrative Manual, Section 1203, requires only those contracts
requiring the Department of General Services’ approval to be
transmitted to the Department of General Services. Grants of
state funds are not subject to approval by the Department of
General Services. Since some agencies consider certain contracts
to be grants, they conclude that these contracts also do not require
the approval of the Department of General Services. As aresult,
grants of state funds and some contracts and interagency agreements
go directly from the originating agency to the State Controller’s
Office, thus, the State Controller’s Office does not have assurance
that these grants, contracts, and interagency agreements are
valid. This weakness would be minimized by having the Department
of General Services act as a clearinghouse for all grants, contracts,
and interagency agreements. As part of the clearinghouse function,
the Department of General Services should establish a statewide
vendor list that would contain all entities with which the State
contracts. The State Controller’s Office would then have more
assurance that the grants, contracts, and interagency agreements

it receives from the Department of General Services are valid.

In addition, certain contracts between the State and local
governments for grants are not being approved by the Department
of General Services. Various state agencies believe these contracts
are not subject to the Department of General Services’ approval.
Certain departments have received and relied on legal opinions
from the Attorney General’s Office and their own departmental
legal counsel in determining whether these types of contracts are
subject to the Department of General Services’ approval. Based
on its interpretation of the present rules, the Attorney General’s
Office has determined that contracts for grants of federal funds
and contracts for grants of state funds are not required to be
approved by the Department of General Services.

17
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To Account for

18

Expenditures
of Federal
Moneys by
Each Federal
Program

Whether or not a contract with a local government involves a
grant of state or federal funds, we believe that there is a weakness
in the State’s control over these types of contracts by not having
them approved by the Department of General Services. Therefore,
we recommend that the Department of Finance clarify the sections
of the State Administrative Manual regarding contract approval
requirements. Specifically, contracts for grants of either state or
federal funds to local governments should be subject to the same
approval requirements established in the State Administrative
Manual for other types of contracts.

The State’s method of accounting for federal assistance does not
provide sufficient information on expenditures of federal moneys
because it does not record its expenditures by federal program.
We reported a similar weakness in the last four fiscal years. Asa
result, the State is not able to present a schedule of federal
assistance that shows total expenditures for each federal assistance
program; therefore, the State is not in compliance with OMB,
Circular A-128. The schedule of federal assistance that we
present, beginning on page 335, shows total receipts rather than
expenditures.

The OMB, 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. The
California Government Code, Section 13300, assigns the
Department of Finance 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.



Statewide Concerns

Improper
Omissions
From the State
Reporting
Process

Failure to
Require
Agencies

To Submit
Reconciliations

As we have reported for the last two fiscal years, District Agricultural
Associations, which are organized to hold fairs and expositions,
are not treated as part of the state reporting entity. To determine
whether the District Agricultural Associations should be treated
as such, we requested a legal opinion from the Legislative
Counsel. The Legislative Counsel found that the District
Agricultural Associations are state agencies and that moneys they
spend are state funds. Further, funds for support of the District
Agricultural Associations are appropriated in the State’s annual
budget. For these reasons, the Legislative Counsel concluded
that the State Controller’s Office is required to include the
financial information of the District Agricultural Associations in
the State’s general purpose financial statements. Currently, this
financial information is not included, and as a result, the State’s
general purpose financial statements are incomplete.

For approximately 230 funds numbered 500 to 699 and 800 to 999,
the State Administrative Manual, Section 7951, does not require
agencies to prepare Report 15, Reconciliation of Agency Accounts
With Transactions Per State Controller. As a result, the State
Controller’s Office does not have evidence that agencies have
reconciled financial information that appears in the general
purpose financial statements with records of the State Controller’s
Office. We reported a similar weakness in our audits for the last
four fiscal years.

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.
The reconciliation with the records of the State Controller’s
Office is an important step in ensuring the "accuracy of the
agencies’ financial statements.
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Failure To
Require
Agencies
To Prepare
a Report of
Accruals

The State Administrative Manual, Section 7951, does not require
agencies to prepare Report 1, Report of Accruals to the Controller’s
Accounts, for funds numbered 500 to 699 and 800 to 999. Included
among these funds are more than 67 that had budget appropriations
for fiscal year 1989-90. As a result of not preparing this report,
information needed to distinguish encumbrances from accounts
payable and to present financial information in accordance with
GAATP is not available for all funds. We reported a similar
weakness in our audits for the last four fiscal years.

The California Government Code, Section 12460, requires
the State Controller’s Office to present the State’s financial
position in a format that is as close as possible to GAAP. State
agencies submit financial reports to the State Controller’s Office,
which then issues the financial report presenting the State’s
financial position. In addition, Section 1100.101 of the
Governmental Accounting and Financial Reporting Standards,
issued by the Governmental Accounting Standards Board, requires
that agencies’ accounting systems make it possible to present
fairly the agencies’ financial position and results of operations in
accordance with GAAP.



Summary of Audit Results by Area of Government

Summary

The State of California continues to face unnecessary costs and
the reduced efficiency and effectiveness of its operations because
of weaknesses inits internal control structure. Although the State
has corrected some of the problems we observed in previous
years, the State can still significantly improve its accounting and
administrative control structure.

Table 1, which begins on page 22, shows the distribution by
state agency of weaknesses in control over financial activities and
weaknesses in compliance with state and federal regulations. A
more detailed table for weaknesses in federal compliance begins
on page 363. The page number column in Table 1 provides the
location of our management letter for the indicated state agency.
The numbers in the other columns provide the number of
occurrences of each weakness as presented in the agencies’
management letters.

Beginning on page 25, we present a summary of the most
significant findings by area of government. At the beginning of
each section, we present additional information regarding audit
work performed.
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Summary of Audit Results by Area of Government

Business,
Transportation
and Housing

In fiscal year 1989-90, the State spent more than $5 billion,
approximately 6 percent of the State’s expenditures, on programs
in the Business, Transportation and Housing Agency. The agency
oversees the operations of 19 departments and other budgeted
activities. In addition to our centralized testing and the audits
performed by other independent auditors, our financial and
compliance audit focused on 5 departments: the Department of
Housing and Community Development, the Department of
Insurance, the Department of Motor Vehicles, the Stephen P. Teale
Data Center, and the Department of Transportation. We also
audited three federal programs with receipts of approximately
$1.3 billion for compliance with federal regulations. We have
issued 12 special topic reports that include issues relating to
Business, Transportation and Housing programs since July 1989.
(Appendix B lists the reports that the Office of the Auditor
General issued from July 1, 1989, to December 31, 1990).

We reported weaknesses for 5 departments within the Business,
Transportation and Housing Agency. In the following section, we
discuss the most significant weaknesses we reported.

Department of Motor Vehicles

The Department of Motor Vehicles (department) does not have
sufficient control over the collection of dishonored checks. As of
June 30, 1990, the department had approximately $10.2 millionin
checks that banks had not honored. Two of the three units within
the department responsible for collecting dishonored checks
were not notifying the revenue collection unit when they received
payment on these checks. As a result, the collection was treated
as a revenue rather than a collection of a dishonored check. In
addition, none of the three units notified the revenue collection
unit when they determined that certain checks were not collectible.
Consequently, these uncollectible checks were not included in
other programs such as the Franchise Tax Board’s Offset program,
which is designed to offset the amount owed to a state agency by
the person who paid the dishonored check by reducing the
individual’s tax refund for the amount of the check. Finally, a unit
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routinely waives penalties that are assessed against uninsured
motorists involved in an accident when the penalty is paid with a
dishonored check. Thus, the department is not only waiving this
penalty, it is also forfeiting an unspecified amount of revenue it
could be collecting.

In addition, the department’s electronic data processing
personnel did not adequately test changes made to certain programs
prior to implementing the programs. Because of inadequate
testing, in one instance, the department estimates that it incurred
an additional expenditure of $200,000 to send out new bills and
that it lost approximately $60,000in revenue. In another instance,
since August 1989, the lack of adequate testing caused the
accounting unit to use an indeterminable number of staff hours to
prepare daily reconciliations that normally would not be necessary.

Stephen P. Teale Data Center

The Stephen P. Teale Data Center (data center) has weaknesses
in its control over and accounting for equipment and intangible
assets. For example, the data center has not taken a complete
physical inventory of its equipment within the last three fiscal
years, nor has it maintained a comprehensive inventory listing of
equipment it has retired from use and stored in its warehouse.
Further, the data center did not always identify equipment it had
purchased and did not always attach a tag with a state identification
number to this equipment. Finally, the data center equipment
identification numbers listed in its accounting records did not
always agree with the identification number assigned to the
equipment. The data center’s failure to maintain sufficient
controls over its equipment prevents prompt detection of errors
and exposes state property to increased risk of loss.

The data center’s weaknesses in accounting for equipment
and intangible assets resulted in incorrect account balances.
Specifically, the data center did not remove from its equipment
balance at June 30, 1990, ten items of equipment valued at



Summary of Audit Results by Area of Government

Education

approximately $1.4 million that it had sold or had removed from
service before the end of the fiscal year. The data center also
recorded the costs of the software it purchased as an operating
expense rather than as an intangible asset. State regulations
require state agencies to record certain software costs as intangible
assets and to systematically allocate to expenses the cost of the
software over its useful life. Because the data center recorded its
software purchases as an expense, it overstated its operating
expenses for fiscal year 1989-90 by approximately $1.3 million. In
addition, the data center had not recorded intangible assets of
approximately $4.5 million as of June 30, 1990.

In fiscal year 1989-90, the State spent more than $35.6 billion,
approximately 44 percent of the State’s expenditures, on education
programs. This area of government consists of 16 departments
and other budgeted activities. In addition to our centralized
testing and the audits performed by other independent auditors,
our financial and compliance audit focused on4 departments: the
California Community Colleges, Chancellor’s Office; the California
State University; the California Student Aid Commission; and
the California State Department of Education. We also audited
13 federal programs with receipts of approximately $1.8 billion,
and other independent auditors audited one federal program
with receipts of approximately $84 million for compliance with
federal regulations. Further, we have issued ten special topic
reports that include issues relating to education programs since
July 1989. (Appendix B lists the reports that the Office of the
Auditor Generalissued from July 1, 1989, to December 31, 1990).

We reported weaknesses for 4 departments within the area of

education. Inthe following section, we discuss the most significant
weakness we reported.
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General
Government

California Community Colleges, Chancellor’s Oftfice

The California Community Colleges, Chancellor’s Office
(Chancellor’s Office) needs to improve controls over its cash
management system for requesting federal funds. The Chancellor’s
Office did not promptly request federal funds to reimburse the
State for local assistance expenditures, resulting in a loss of
approximately $38,000 in potential interest income.

In fiscal year 1989-90, the State spent more than $3.3 billion,
approximately 4 percent of the State’s expenditures, on general
government. This area of government consists of 50 departments
and other budgeted activities. In addition to our centralized
testing and the audits performed by other independent auditors,
our financial and compliance audit focused on 7 departments: the
State Public Defender, the Office of Criminal Justice Planning,
the Board of Chiropractic Examiners, the Department of Economic
Opportunity, the Department of Finance, the Board of Control,
and the Office of Administrative Law. We also audited two
federal programs with receipts of approximately $72.9 million for
compliance with federal regulations. We have issued seven
special topic reports that include issues relating to general
government since July 1989. These special topic reports
required our office to review the selected operations of seven
additional entities: the Agricultural Labor Relations Board, the
California Arts Council, the California Exposition and State Fair,
the California Horse Racing Board, the Department of Food and
Agriculture, the Military Department, and the Public Utilities
Commission. (Appendix B lists the reports that the Office of the
Auditor Generalissued from July 1, 1989, to December 31, 1990).

We reported weaknesses for 6 of the departments that we
audited within the area of general government. See Table 1 on
page 22 for the classification of these weaknesses.



Summary of Audit Results by Area of Government

Health and
Welfare

In fiscal year 1989-90, the State spent more than $27.3 billion,
approximately 34 percent of the State’s expenditures, on programs
in the Health and Welfare Agency. The agency oversees the
operations of 18 departments and other budgeted activities. In
addition to our centralized testing, our financial and compliance
audit focused on 9 departments: the Department of Aging, the
Department of Alcohol and Drug Programs, the Department of
Developmental Services, the Employment Development
Department, the Health and Welfare Agency Data Center, the
Department of Health Services, the Department of Mental Health,
the Department of Rehabilitation, and the Department of Social
Services. We also audited 24 federal programs with receipts of
approximately $9.6 billion for compliance with federal regulations.
Further, we have issued 14 special topic reports that include
issues relating to Health and Welfare Agency programs since
July 1989. These special topic reports required our office to
review the selected operations of one additional entity, the Office
of Statewide Health Planning and Development. (Appendix B
lists the reports that the Office of the Auditor General issued
from July 1, 1989, to December 31, 1990).

We reported weaknesses for 8 departments within the Health
and Welfare Agency. In the following section, we discuss the most
significant weaknesses we reported.

Department of Health Services

The Department of Health Services (department) has numerous
weaknesses in its administration of its federal programs. For
example, for each month of fiscal year 1989-90, the department
was late in completely reconciling the food vouchers it issued with
the food vouchers redeemed by participants in the federal Special
Supplemental Food Program for Women, Infants and Children.
Additionally, the department has not fully implemented a cost
avoidance system to avoid paying Medi-Cal claims for beneficiaries
who have other health care coverage. Further, the State lost
approximately $645,500 in potential interest earnings during
fiscal year 1989-90 because the department delayed in requesting
federal reimbursements for four grant programs.
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Legislative,
Judicial, and
Executive

Department of Social Services

The Department of Social Services (department) does not always
properly control its cash management system for requesting
federal funds for the federal share of the department’s local
assistance expenditures. For example, the department did not
promptly request federal funds to reimburse the State for local
assistance expenditures, resulting in the loss of approximately
$1.2 million in potential interest income. Further, in September
1989, the department received approximately $5 million in federal
funds for county food stamp expenditures for federal fiscal year
1987-88. However, the department did not release the funds to
the counties until October 1990.

In fiscal year 1989-90, the State spent more than $1.8 billion,
approximately 2 percent of the State’s expenditures, on the
legislative, judicial, and executive area of government. This area
of government consists of 34 departments and other budgeted
activities. In addition to our centralized testing and the audits
performed by other independent auditors, our financial and
compliance audit focused on 5 departments: the Office of
Emergency Services, the Board of Equalization, the Health and
Welfare Agency, the State Controller’s Office, and the State
Treasurer’s Office. We also audited two federal programs with
receipts of approximately $75.4 million for compliance with
federal regulations. Further, we have issued five special topic
reports that include issues relating to the legislative, judicial, and
executive areas of government since July 1989. These special
topicreports required our office to review the selected operations
of one additional entity, the Department of Justice. (Appendix B
lists the reports that the Office of the Auditor General issued
from July 1, 1989, to December 31, 1990).

We reported weaknesses for 4 departments within the legislative,
judicial, and executive areas of government. See Table 1 on
page 22 for the classification of these weaknesses.
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Resources

State and
Consumer
Services

In fiscal year 1989-90, the State spent more than $2.2 billion,
approximately 3 percent of the State’s expenditures, on programs
in the Resources Agency. The agency oversees the operations of
24 departments and other budgeted activities. In addition to our
centralized testing and the audits performed by other independent
auditors, our financial and compliance audit focused on
2 departments: the State Lands Commission and the Department
of Water Resources. Further, we have issued three special topic
reports that included issues relating to programs in the Resources
Agency since July 1989. These special topic reports required our
office to review the selected operations of four additional entities:
the California Waste Management Board, the Department of
Fish and Game, the Department of Parks and Recreation, and
the State Water Resources Control Board. (Appendix B lists the
reports that the Office of the Auditor General issued from
July 1, 1989, to December 31, 1990).

We reported weaknesses for one department within the
Resources Agency. See Table 1 on page 22 for the classification
of these weaknesses.

In fiscal year 1989-90, the State spent more than $2.2 billion,
approximately 3 percent of the State’s expenditures, on programs
in the State and Consumer Services Agency. The agency oversees
the operations of 12 departments and other budgeted activities.
In addition to our centralized testing and the audits performed by
other independent auditors, our financial and compliance audit
focused on 3 departments: the Franchise Tax Board, the
Department of General Services, and the Public Employees’
Retirement System. We also have issued seven special topic
reports that include issues relating to programs for the State and
Consumer Services Agency since July 1989. These special topic
reports required our office to review the selected operations of
three additional entities: the Contractors’ State License Board,
the Museum of Science and Industry, and the State Board of
Barber Examiners. (Appendix B lists the reports that the
Office of the Auditor General issued from July 1, 1989, to
December 31, 1990).
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Correctional

We reported weaknesses for 3 departments within the State
and Consumer Services Agency. In the following section, we
discuss the most significant weaknesses we reported.

Franchise Tax Board

The Franchise Tax Board (board) does not have all the necessary
procedures in all units to prevent erroneous tax refunds or
erroneous billings to bank and corporate taxpayers. Specifically,
the board does not always require its staff to review the calculations
of refunds or billings sent to taxpayers, it does not have procedures
to ensure that it does not send out duplicate refunds, it does not
always have effective reviews to prevent large errors from being
posted to taxpayers’ accounts, and it does not have procedures to
inform employees of how unusual federal tax credits affect state
tax calculations. As a result, the board overpaid approximately
$25 million in tax refunds to seven taxpayers, it delayed collecting
revenue totaling approximately $882,000, it did not bill two
taxpayers for approximately $47,600, it underpaid three taxpayers
by approximately $56,000, and it overbilled two taxpayers by
approximately $1 million. Although all of the duplicate refunds
paid by the board were returned by the taxpayers, the board
should implement effective procedures to prevent similar errors.

The board has not sufficiently resolved weaknesses in its bank
and corporation tax system that were identified by the board’s
internal audit unit. As aresult of the insufficient resolution of the
weaknesses, the board cannot ensure that all banks and corporations
are receiving the refunds that they are legally entitled to receive.

In fiscal year 1989-90, the State spent more than $2.5 billion,
approximately 3 percent of the State’s expenditures, on programs
in the Youth and Adult Correctional Agency. The agency oversees
the operations of six departments and other budgeted activities.
In addition to our centralized testing and the audits performed by
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other independent auditors, our financial and compliance audit
focused on 3 departments: the Board of Corrections, the
Department of Corrections, and the Department of the Youth
Authority. We also have issued two special topic reports that
include issues relating to programs for the Youth and Adult
Correctional Agency since July 1989. These special topic reports
required our office to review the selected operations of four
additional entities: the California Institution for Men, the California
Rehabilitation Center, the California State Prison at Folsom, and
the Sierra Conservation Center. (Appendix B lists the reports
that the Office of the Auditor General issued from July 1, 1989,
to December 31, 1990).

We reported weaknesses for 2 departments within the Youth

and Adult Correctional Agency. See Table 1 on page 22 for the
classification of these weaknesses.
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Kurt R. Sjoberg, Auditor General (acting)

State of California
Office of the Auditor General

660 J Street, Suite 300, Sacramento, CA 95814
Telephone : (916) 445-0255

In ndent Auditors’ Repo

Members of the Joint Legislative Audit Committee
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, 1990, and have issued our report thereon dated
December 14, 1990. We did not audit the financial statements of the pension trust
funds, which reflect total assets constituting 78 percent of the fiduciary funds. We
also did not audit the financial statements of certain enterprise funds, which reflect
92 percent of the total assets and 96 percent of the total revenues of the enterprise
funds. In addition, we did not audit the University of California funds. We did not
audit the financial statements of these pension trust funds, these enterprise funds,
and the University of California funds because they were audited by 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 February 15, 1991.

We conducted our audit in accordance with generally accepted auditing
standards; Government Auditing Standards, issued by the Comptroller General
of the United States; and the federal Office of Management and Budget
(OMB), Circular A-128, Audits of State and Local Governments. These 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.
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In planning and performing our audit for the year ended June 30, 1990, we
considered the State of California’s internal control structure in order to determine
our auditing procedures for the purpose of expressing our opinions on the State of
California’s general purpose financial statements and on its compliance with
requirements applicable to major federal financial assistance programs and not to
provide assurance on the internal control structure.

The Department of Finance and the agencies’ management are responsible for
establishing and maintaining an internal control structure. In fulfilling that
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, and the University of California funds.

During the year ended June 30, 1990, the State of California received 96 percent of
its total federal financial assistance under 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

38



Members of the Joint Legislative Audit Committee
State of California

financial assistance programs. These major federal financial assistance programs
areidentified in the accompanying Schedule of Federal 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 a material weakness in the State’s accounting for general fixed assets that
we consider to be a reportable condition 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. Our study and evaluation and our audit
disclosed no condition that we believe to be a material weakness in relation to a
federal financial assistance program of the State.

Weakness in  The State does not maintain sufficient records to support the cost
Accounting of general fixed assets. Furthermore, the State does notrecord all
for General fixed assets in the property records. This weakness in accountability

Fixed Assets results in an increased risk of loss of assets. Furthermore, it

makes it impossible for the State Controller’s Office to present
the General Fixed Assets Account Group in the general purpose
financial statements.

Recommendation

The Department of Finance should require all agencies to comply with property
accounting procedures that would allow the State Controller’s Office to include the
General Fixed Assets Account Group in the general purpose financial statements.
Complying with property accounting procedures would assist in safeguarding the
assets of the State.
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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 arelatively
low level the risk that errors or irregularities in amounts that would be material in
relation to the general purpose financial statements being audited or the risk that
noncompliance with laws or regulations that would be material to a federal financial
assistance program may occur and not be promptly detected by employees in the
normal course of performing their assigned functions.

While our study did not disclose any other material weaknesses, it did disclose
certain matters involving the internal control structure, including the applicable
internal administrative controls used in administering federal financial assistance
programs, thatrequire the attention of management. The remaining sections of this
report will discuss these conditions.

This report is intended for the information of the California Legislature, including
the Joint Legislative Audit Committee, and the management of the executive
branch. This restrictionis notintended to limit the distribution of this report, which,
upon acceptance by the Joint Legislative Audit Committee, is a matter of public
record.

CE OF THE AUDITOR GENERAL

b D

CURT DAVIS,
Deputy Auditor eral

February 15, 1991
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Deficiencies Common to Various Agencies

Summary

Deficiencies in
Administering
State Contracts

Certain deficiencies in internal control are common to more than
one agency. For example, many state agencies donot comply with
the California Public Contract Code in establishing and maintaining
contracts with vendors. In addition, not all state agencies promptly
return undelivered salary warrants to the State Controller’s
Office.

We discovered these and other deficiencies when we performed
our annual financial and compliance audit of the State. We have
reported these systemic deficiencies to the Department of Finance,
which is the agency that has general supervisory responsibility
over all matters concerning the financial and business policies of
the State. In the following paragraphs, we discuss the deficiencies
we found.

State agencies do not always comply with the California Public
Contract Code in establishing and maintaining contracts with
vendors. During statewide testing at 17 agencies comprising a
total of 180 contracts, we found 100 contracts that did not fully
complywith provisions of the Public Contract Code. For example,
44 contracts were not approved before the beginning of the
contract work. If these contracts had not been approved, the State
might still have been liable for the work performed and might
have incurred litigation costs regarding the State’s obligation to
pay for that work. State agencies also did not always review
contractor evaluation forms on file with the Department of
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48

General Services or, if the contractor had not had a previous
contract with the State, they did not include in the contract file a
resume of the contractor’s major personnel before approving
22 of the contracts we reviewed. Furthermore, 46 contract files
did not contain a contractor evaluation form prepared within
30 days of completing the contract, and 7 contracts lacked other
documentation. Failure to review or prepare contractor evaluations
may cause the State to enter into contracts with unreliable vendors.
Although legislation in effect for fiscal year 1989-90 required that
state agencies prepare a contractor evaluation form for all contracts,
state agencies will be required as of September 1990 to prepare
the contractor evaluation form only for consulting services contracts.
Finally, 15 contracts failed to comply with other provisions of the
Public Contract Code. Table 2, page 49, provides details of the
deficiencies in administering state contracts at various agencies
for fiscal year 1989-90.

Sections 10295, 10335, 10360, and 10364 of the Public Contract
Code state that all state contracts, unless exempt under these
sections, must contain the required documentation and are void
unless and until approved. The State Administrative Manual,
Section 1209, emphasizes the need for contract approval before
the beginning of the contract work. Section 10371(e) of the Public
Contract Code requires each state agency, when contracting for
consultant services, to review the contractor evaluation form on
file with the Department of General Services, or, if the contractor
has not had a previous contract with any state agency, the state
agency must include a resume of the major contract participants
in the contract file. In addition, Sections 10347(a) and 10369 of
the Public Contract Code require each state agency to conduct,
within 30 days of completion of a contract, an evaluation of each
contract awarded. Sections 10300 through 10334 and Section
10371 of the Public Contract Code discuss other required state
contracting provisions, such as competitive bidding procedures.
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Salary Warrants
are not Always
Promptly
Returned

Table 3

50

State agencies do not always return undelivered salary warrants to
the State Controller’s Office within 90 calendar days of receipt.
We performed tests for undelivered salary warrants more than
90-days old at 63 locations and found that 18 locations did not
return a total of 184 salary warrants to the State Controller’s
Office within 90 days of receipt. These warrants ranged in amount
from $0.41 to $4,551.53. The oldest warrant found was dated
December 27, 1985, and amounted to $55.74. Failure to return
the undelivered warrants to the State Controller’s Office increases
the risk of their loss or misappropriation. Table 3 below provides,
by agency, the number of undelivered salary warrants that were
more than 90-days old.

The State Administrative Manual, Section 8580.5, specifies
that salary warrants not delivered within 90 calendar days of
receipt must be returned to the State Controller’s Office for
monthly deposit in the special deposit fund.

Salary Warrants Not Returned Within 90 Days

Number of Warrants
Agency More Than 90-Days Old

California State University

(Six campuses) 48
Corrections, Department of

(One institution) 2
Developmental Services, Department of

(Three hospitals) 20
Fish and Game, Department of 4
Franchise Tax Board 3
Insurance, Department of 20
Mental Health, Department of

(Two hospitals) 18
Motor Vehicles, Department of 57
Transportation, Department of

(One district) 2
Water Resources, Department of 10

Total ! 184




Management Letters by Area of Government
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Business, Transportation and Housing
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Department of Housing and Community Development

Performance
Report Not
Supported by
Subgrantee
Information

We reviewed the Department of Housing and Community
Development’s (department) administration of the U.S.
Department of Housing and Urban Development grants, Federal
Catalog Numbers 14.156 and 14.228.

Finding

The annual performance report that the department prepared for
fiscal year 1989-90 was not fully supported by information received
from subgrantees of the Community Development Block Grant
program. For three of the ten subgrantees that we reviewed, the
department’s performance report contained incorrect expenditure
information. In addition, the department omitted from the
performance report the expenditure information for another
subgrantee that we reviewed. Because of these errors, the
department reported grant expenditure information that was
$19,030 less than reported by the subgrantees that we reviewed.
Moreover, the department was 29 days late in submitting to the
federal government its annual performance report for fiscal
year 1989-90. Failure to correctly prepare and promptly submit
the performance report may adversely affect the federal
government’s evaluation of the program. We reported a similar
weakness in our compliance audit for fiscal year 1987-88.

Criteria

The Code of Federal Regulations, Title 24, Section 570.498,
requires a state administering Community Development Block
Grant funds to submit an annual performance report in such a
form and including such information as the state deems appropriate
and sufficient to meet the requirements of the federal government.
Good accounting practice dictates that this information be complete
and accurate. In addition, Section 570.498 requires the state to
submit the report by October 1 of each year.
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Subgrantee
Reporting

Requirements

56

Not Enforced

Recommendation

The department should prepare its annual performance report by
using the appropriate information from subgrantee reports. In
addition, the department should submit to the federal government
its annual performance report by the required due date.

Finding

Our review of ten subgrantees of the Community Development
Block Grant program found that four of the subgrantees were
between 2 and 276 days late in submitting their quarterly narrative
reports, and two subgrantees had not submitted their quarterly
narrative reports that were due on April 30,1990. In addition, as
of the close of our review on January 24, 1991, three of the ten
subgrantees had not submitted annual performance reports that
were due on July 31, 1990. Reports that are late or not submitted
reduce the department’s control over the subgrantees’ performance
and delay the State’s submission of its annual performance report
to the federal government.

We reported a similar weakness in our compliance audits for
fiscal years 1985-86, 1986-87 and 1987-88. Although the department
has procedures to ensure that subgrantees comply with reporting
requirements, the department has not been able to fully implement
the procedures because of a shortage of staff. '

Criteria

The Code of Federal Regulations, Title 24, Section 570.498,
requires a state that administers Community Development Block
Grant funds to submit an annual performance report in such a
form and including such information as the state deems appropriate
and sufficient to meet the requirements of the federal government.
To prepare this report, the state requires subgrantees to submit
information concerning projects. Further, the California Code of
Regulations, Title 25, Section 7108 (e), requires that subgrantees
file quarterly reports within 30 days after the end of the quarter.
In addition, the department’s Grant Management Manual,
Chapter III-III-A., requires grantees to submit their annual reports
no later than July 31st of each year.



Insufficient
Monitoring of
Subgrantees

Recommendation

The department should ensure that subgrantees submit their
quarterly narrative reports and annual performance reports by
the required due dates.

Finding

The department did not sufficiently monitor subgrantees of the
Community Development Block Grant program. Specifically,
the department did not have a system to follow up onindependent
auditreports of subgrantees and had weaknesses in its monitoring
of subgrantees. Without proper monitoring, the department
lacks assurance that the subgrantees are complying with federal
requirements and that audit findings are resolved promptly. We
noted the following deficiencies:

. Thedepartment did not review the independent audit reports
of subgrantees and did not have a system to follow up on the
audit findings in these reports for fiscal year 1989-90. As a
result, the department could not ensure that the subgrantees
corrected the problems in the audit findings reported by
independent auditors.

. The department had weaknesses in its monitoring of subgrantees
of the Community Development Block Grant program. For
one of the six subgrantees that we reviewed, the department
did not communicate the results of its monitoring review to
the subgrantee until five months after the review was concluded.
Further, we could not find any evidence that the department
communicated in writing the results of its monitoring review
of another subgrantee.

Criteria

The Code of Federal Regulations, Title 24, Section 44.11, requires
the department to ensure resolution of audit findings within six
months after receipt of the report by the federal agency. Policy
memoranda from the U.S. Department of Housing and Urban
Development require the department to perform on-site monitoring
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58

Control Over
the Revolving
Fund

reviews of subgrantees and to communicate to subgrantees the
results of the monitoring reviews. In addition, the department’s
Program Monitoring Handbook for the Community Development
Block Grant program requires monitoring conclusions to be
communicated in writing to subgrantees no later than 45 days
after the review is concluded.

Recommendation

The department should implement a system to ensure that it
follows up on all independent audit reports of subgrantees of the
Community Development Block Grant program and that it takes
appropriate and prompt action to resolve audit findings reported
by independent auditors. The department should promptly
communicate in writing to subgrantees the conclusions of its
monitoring reviews.

Finding
The department has weaknesses in control over its revolving
fund. For fiscal year 1989-90, we noted the following deficiencies:

- For each of the 12 months in fiscal year 1989-90, the department
overdrew its revolving fund by an average balance of
approximately $9.3 million. At June 30, 1990, the revolving
fund was overdrawn by $7,935,664. These overdrafts occurred
primarily because the department did not promptly submit to
the State Controller’s Office requests to reimburse its revolving
fund. When the department overdraws its revolving fund, it
must finance the overdrafts with monies from other funds or
from cash receipts not yet accounted for in a fund. Financing
overdrafts with monies from other funds or other cash receipts
weakens controls over these monies.

- The department did not promptly request reimbursement for
its revolving fund. As of June 30, 1990, the department
reported unreimbursed travel and expense advances totaling
approximately $2.1 million. Of this amount, approximately



$1.1 million, or 52 percent, had been outstanding for at least
four months. Also, in our review of 23 revolving fund payments,
we found that the department took an average of 154 days to
request reimbursement from the State Controller’s Office for
the revolving fund payments. In particular, the department
took approximately 18 months to request reimbursement for
one revolving fund payment and at least five months to
request reimbursement for seven other payments. Finally,
although the department knew that it did not have sufficient
funds to reimburse its revolving fund, it made a payment of
approximately $1.3 million from its revolving fund in June 1990.
As of the close of our review on February 26, 1991, the
department had not requested or received reimbursement for
this payment.

The department improperly used its revolving fund to pay for
acquisition of property and to pay some vendor invoices. For
11 of the 23 revolving fund payments that we reviewed, the
department made payments by revolving fund check rather
than using the normal claims processing procedure through
the State Controller’s Office, even though immediate payment
was not necessary. Improper use of the revolving fund
circumvents state controls over disbursements and could
result in a misuse of state funds.

For each of the 12 months during fiscal year 1989-90, the
department did not reconcile revolving fund resources with
cash advanced to the revolving fund. However, the department
did prepare the year-end analysis and reconciliation of the
revolving fund as of June 30, 1990. Failure to reconcile
monthly the revolving fund resources with the cash advanced
can prevent prompt detection of errors and irregularities.

We reported similar weaknesses in the department’s control over
the revolving fund in our audit for fiscal year 1987-88. Although"
weaknesses still exist, the department has taken actions to improve
control over the revolving fund. In May 1990, the department’s
director formally instructed staff to discontinue the use of the
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revolving fund for purposes other than those allowed by the State
Administrative Manual. In addition, according to the chief of the
department’s fiscal operations branch, the department recently
made staffing changes to strengthen controls over the revolving
fund and to eliminate the overdrafts in the revolving fund. As of
February 15, 1991, the department reported that it had reduced
the revolving fund deficit to $835,594.

Criteria ,

The State Administrative Manual, Section 8047, requires agencies
to make every effort to prevent overdrafts. In particular, these
efforts include the prompt scheduling of claims to reimburse the
revolving fund. In addition, the State Administrative Manual,
Section 8110, states that the permissible uses of revolving funds
include paying for compensation earned, travel expenses and
travel expense advances, and immediate payments when necessary.
Further, the State Administrative Manual, Section 8113, states
that if time permits, agencies should always submit claims for
vendor invoices to the State Controller’s Office for payment by
warrant. Finally, the State Administrative Manual, Section 8193
and Section 7964, requires agencies to prepare a monthly
reconciliation of revolving fund resources with cash advanced to
the revolving fund.

Recommendation

The department should continue its efforts to eliminate the
overdrafts in its revolving fund. To prevent future overdrafts in
the revolving fund, the department should promptly submit claims
to reimburse the revolving fund. In addition, the department
should use the revolving fund only for authorized purposes.
Finally, the department should prepare revolving fund
reconciliations promptly at the end of each month.



Noncompliance
With Federal
and State
Requirements

Findings and Criteria

We noted the following instances where the department did not
always comply with administrative requirements of the federal
government and the State:

L]

For one of ten subgrantees of the Community Development
Block Grant program that we reviewed, the department
released federal funds to the subgrantee before the end of the
required waiting period for environmental review comments
from the public. In addition, the department did not obtain
from another subgrantee the necessary approvals on a document
for exemption from environmental review. Failure to comply
with requirements for environmental review may result in the
department’s funding projects that have significant adverse
effects on the environment and that are inconsistent with
federal environmental programs and policies. The California
Code of Regulations, Title 14, Section 15073, and the
department’s Grant Management Manual, Chapter IV, require
subgrantees to make certain environmental review documents
available for public comments for 30 days. Further, the Code
of Federal Regulations, Title 24, Section 58.73, prohibits the
department from releasing federal funds to subgrantees until
the later of 15 days from the receipt of the request for release
of funds or the time specified in the environmental review
document. Finally, the California Code of Regulations, Title 14,
Section 15075, requires certain environmental review
documents to be filed with the county clerk’s office.

The department did not prepare monthly reconciliations of
the CALSTARS Labor Distribution Subsystem. Without
these reconciliations, the department lacks assurance that it
has correctly recorded its payroll transactions and that its
financial records are complete. The CALSTARS Procedures
Manual, Volume 4, page V-24, discusses the importance and
necessity of preparing the Labor Distribution Subsystem
Reconciliation, correcting immediately any errors or
discrepancies identified by the reconciliation, and retaining
the reconciliation for later audit review.
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Although individually these instances of noncompliance may not
appear to be significant, any deviation from the State’s system of
internal controls, or noncompliance with federal regulations,
makes the public’s resources vulnerable to abuse.

'Recommendation

The department should improve its compliance with each of the
federal and state requirements.



Department of Insurance

Weaknesses in
Separation of
Duties Over
Cash

We reviewed the financial operations and related internal controls
at the Department of Insurance (department).

Finding

The department has weaknesses in its separation of duties for
recording and disbursing cash. Failure to maintain proper
separation of duties can result in errors and irregularities that
may go undetected. We found the following specific deficiencies:

Two employees who authorize cash disbursements also compare
checks with supporting documentation, manually sign checks,
have access to blank check stock, and initially record cash
receipts and cash disbursements in the department’s records; .

« One employee authorized to manually sign checks also has
access to blank check stock;

- One employee prepares checks and also mails or distributes
checks; and

One employee prepares checks and also reconciles bank
accounts.

Criteria :

The State Administrative Manual, Section 8080, prohibits one
person from performing more than one of the following: authorizing
disbursements, preparing checks, manually signing checks after
personally comparing them to authorizations and supporting
documents, and reconciling bank accounts. This section also
prohibits an employee who prepares checks from mailing those
checks. In addition, a person who signs or compares checks with
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supporting documentation should not have access to blank check
stock and should not initially record cash receipts and cash
disbursements.

Recommendation
The department should reassign duties among employees to
provide for adequate separation of duties.



Department of Motor Vehicles

Inadequate
Control Over
Dishonored
Checks

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

Finding

The department does not have sufficient control over the collection
of dishonored checks. As of June 30, 1990, the department had
approximately $10.2 million in checks that banks had not honored.

We determined that two of the three units responsible for the
collection of dishonored checks were not notifying the revenue
collection unit when they received payment on these checks.
Thus, these payments were not being processed as collections on
dishonored checks. Instead, the payments were being forwarded
to the accounting unit and recorded as revenue. As a result of
processing payments of dishonored checks as revenue and not
updating the dishonored check system, the department is recording
revenue twice and overstating the amount of dishonored checks
outstanding.

We also found that none of the three units notified the revenue
collection unit when they determined that certain checks were
uncollectible. Consequently, these uncollectible checks were not
deleted from the list of dishonored checks and were not added to
the relief of accountability listing that is submitted to the Board
of Control for write-off.

Further, because only the revenue collection unit participates in
the Franchise Tax Board’s Offset Program, which offsets the
amount owed to a state agency by reducing an individual’s tax
refund for the amount owed, the department’s use of the program
has been limited.

65



66

In addition, a unit routinely waives penalties that are assessed
against uninsured motorists involved in an accident when the
penalty is paid with a dishonored check. The department issues
arestricted license, valid for one year, to uninsured motorists who
have beeninvolvedinanaccident. Therestricted license isissued
when an individual pays a $250 penalty. We determined that
when a check for the $250 penalty is not honored by the bank, the
unit suspends the restricted license on its computer system.
However, it routinely waives the $250 penalty at the end of one
year. Thus, the department is not only waiving this penalty, it is
forfeiting an unspecified amount of revenue it could be collecting.

Finally, we reviewed 17 checks from the department’s listing of
dishonored checks. These checks were dated from July 8, 1985,
to March 13, 1989. One of the 17 checks had not been added to
a list for collection. Further, for 6 checks, totaling $12,722, the
department was unable to locate or determine their disposition.
For the remaining 10 checks, we determined that collection
efforts had been exhausted. However, the department had not
submitted the dishonored checks to the Board of Control for
write-off or to the Franchise Tax Board for offset. Failure of the
department to quickly identify and obtain collection of dishonored
checks can reduce the potential for collecting these monies.

These weaknesses have been caused by a lack of centralized
control over the collection of dishonored checks. The department
has not given primary responsibility for the processing of dishonored
checks to one of the four units involved in the collection of
dishonored checks. Thus, all four units at the department act
independently, which hampers collection efforts.

Criteria

The California Government Code, Section 13403(a)(3), 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.
The California Vehicle Code, Section 16072, states that, in lieu of



Insufficient
Documentation
of Refunds

suspending the driving privilege of a person who has been involved
in an accident and has failed to maintain proof of financial
responsibility (uninsured motorist), the department may, upon
application, restrict the person’s driving to necessary travel if the
person files and thereafter maintains proof of financial responsibility
and pays a penalty to the department of $250.

Recommendation

The department should centralize the process for identifying and
collecting dishonored checks. The department should establish
written procedures for processing payments received on dishonored
checks and ensure that department staff involved in the collection
of dishonored checks are aware of these procedures. The
department should provide to the Board of Control a listing for
checks where collection efforts have been exhausted, and it
should attempt collection of all dishonored checks through the
Franchise Tax Board’s offset program.

Finding

The department does not obtain sufficient documentation to
support refunds issued to individuals. The department issues
three types of refunds: one type where it issues cash and two types
where it issues a check. During fiscal year 1989-90, the department
issued refunds totaling approximately $14.5 million by check and
an undeterminable number of cash refunds.

We reviewed fifteen refunds where checks were issued. For four
of the fifteen refunds, totaling approximately $26,000, at the time
of our testing, the department was unable to document why these
refunds had been issued. For example, the department received
$12,960 for payment of motor vehicle license fees. On the next
day, without evidence to support the reason for this refund, the
department issued a refund for the entire $12,960.
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In addition, we were unable to test cash refunds because the
department discards the documents related to cash refunds after
five days. Further, because of the lack of documentation, the
department was unable to determine the total cash refunds that
the department issued in fiscal year 1989-90.

As aresult of not obtaining proper documentation or maintaining
adequate records to support refunds, the department cannot
ensure that all refunds are appropriate and, thus, has made itself
susceptible to fraud and abuse.

Criteria

The California Government Code, Section 13403(a)(3), 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.
The California Vehicle Code, Sections 42231 and 42232, state
that a person who has paid an erroneous or excessive or not-
legally-due amount, may apply for a refund within three years
after the date of the payment or collection. Further, the California
Vehicle Code, Section 42232, also states that the application for
refund shall identify the payment made and state the grounds
upon which it is claimed to be excessive or erroneous.

Recommendation

The department should establish procedures to ensure that
documentation is obtained that support the refunds issued and
should retain this documentation at least three years. If the
department does not wish to maintain documentation on cash
refunds, the department’s internal audit staff should test these
cash refunds as part of their field office reviews.



Inadequate
Program
Testing Prior to
Implementation

Finding :
The department’s Electronic Data Processing (EDP) personnel
did not adequately test changes made to certain programs prior to
implementing the programs. Because of inadequate testing, in
one instance, the department estimates it incurred an additional
expenditure of $200,000 to send out new bills and lost approximately
$60,000 in revenue. In another instance, since August 1989, the
lack of adequate testing caused the accounting unit to use an
undeterminable number of staff hours to prepare daily
reconciliations that normally would not be necessary.

The department did not fully test a revision to the program used
to bill motor vehicle registration fees. In October 1990, the
department sent invoices for motor vehicle registration fees to
approximately 423,000 individuals. Of these invoices, approximately
396,000 (94 percent) were incorrectly computed. Of the incorrectly
computed invoices, approximately 41,000 (10 percent) requested
payment for more than what was required, while approximately
355,000 (90 percent) requested payment for less than what was
required. For example, 216 individuals were each underbilled
more than $1,000, while 16,050 individuals were each-
overbilled more than$1,000. Inanotherinstance, the department
overbilled one individual §5,709. The department did notidentify
the problem until an individual who was overbilled contacted the
department. Had the system generated only underbillings, it
appears unlikely that the department would have detected the
error promptly. Because the department did not fully test the
program, the department estimates that it incurred an additional

~ expenditure of $200,000 to send out new bills and lost approximately

$60,000 in revenue.

In anotherinstance in August 1989, the department implemented
aprogram to account for cash receipts collected through the mail.
The program was designed to automatically update the department’s
computerized accounting records. However, the program does
not accurately record these cash transactions. For the last
16 months, the department’s accounting unit has had to reconcile
the manually prepared cash accounting records with the
computerized cash accounting records to identify reconciling
items.

69



Insufficient
Control Over
Access to

Electronic Data

Processing

Programs and

70

Data Files

In a batch process program, transactions are accumulated in
batches and processed at given intervals or when the batch
reaches a certain size. However, the above situations occurred
because these batch process programs were not fully tested.

Criteria

The California Government Code, Sections 13401(b)(1) and
13403, require that state agencies establish a system of authorization
and recordkeeping procedures adequate to provide effective
accounting control over assets, liabilities, revenues, and
expenditures. Further, the Information Systems Audit Process
guide states that one of the control objectives of the systems-
development process is to ensure that the systems are thoroughly
tested. This testing should include unit testing of each computer
program or module to ensure that programs are thoroughly tested
and error free. In addition, systems should be tested with all
programs and modules combined to ensure that the system
performs as planned and designed.

Recommendation
The department should test revisions to batch process programs
to ensure that these programs perform as designed.

Finding

The department’s Electronic Data Processing (EDP) personnel
have unrestricted access to programs and data files. For example,
our testing identified three occasions where department EDP
personnel accessed data files and used this information to run
programs without following the department’s authorization
procedures. However, failure to restrict access to programs and
data files could result in unauthorized changes to these programs
and data files. Further, possible disclosure or misuse of confidential
information contained in department data files could occur,
although we did not find any examples of disclosure or misuse of
confidential information. The Chief of the Division of EDP
Service stated that the access controls system must be improved
and that the new process will be in place no later than
February 15, 1991.



Inadequate
Control Over
Airline Travel

Criteria : :
The California Government Code, Section 11771, requires agencies
to maintain strict controls over EDP systems to prevent
unauthorized access to programs and data files. In addition, the
State Administrative Manual, Section 4841.3, states that automated
files and data bases must be given appropriate protection from
loss, inappropriate disclosure, and unauthorized modification.

Recommendation

The department should ensure that only authorized personnel
are allowed access to the EDP systems, and only during the
performance of authorized duties.

Finding

The department has insufficient control over the airline travel of
its personnel. During our testing of airline invoices, we found that
the department does not always ensure that its employees obtain
supervisory approval prior to airline travel. In addition, between
June 1987 and January 1990, the department received, from one
company, $795,000 in airline travel invoices that the department
did not reconcile with supporting documents.

Further, the department has not adequately separated the duties
related to the request and authorization of airline travel and the
subsequent payment of airline invoices. We noted eightinstances,
from July 1987 through February 1989, where an employee
responsible for approving the payment of airline invoices also
requested and authorized his own airline travel. Moreover, for
three of the eight instances, the department could provide no
evidence that this travel had been for the department’s benefit.
Further, in one instance, this employee purchased a round-trip
airline ticket, then purchased an additional one-way ticket for
travel on the same day as the previously purchased round-trip
ticket. Subsequently, the department received and paid the
invoice for both the round-trip and one-way tickets.

71



72

Finally, the department does not ensure that airline travel is
incurred by only departmental employees. We identified an
instance where airline travel was obtained by a departmental
employee and used by an individual who was not a departmental
employee.

Lack of control over airline travel has occurred because of the
department’s noncentralized system of purchasing airline tickets.
The department allowed individual units to purchase airline
tickets but did not make a specific unit responsible for oversight
of these units’ purchases of airline tickets.

Criteria ‘
The State Administrative Manual, Section 8422.1 requires that
agencies determine whether items listed on an invoice have been
received before submitting a claim to the State Controller’s
Office for payment. Further, the State Administrative Manual,
Section 8422.114, formerly Section 8422.115, which pertains to
airline invoices, requires that the employee’s copy of an airline
ticket must be submitted with the employee’s travel expense
claim and that the copy of the airline ticket must be compared
with the airline invoice to determine the propriety of the charge.
Also, the State Administrative Manual, Section 8422.114, states
that any unapproved charges must be collected from the
employee. Finally, the California Government Code, Sections
13401(b)(1) and 13403, require agencies to have a satisfactory
system of internal accounting and administrative control, including

- segregation of duties appropriate for the proper safeguarding of

agency assets, and authorization and recordkeeping procedures
that provide effective accounting control over expenditures.

Recommendation

The department should centralize the functions of airline travel
procurement. In addition, the department should adequately
separate the duties related to the request and authorization of
airline travel and subsequent payment of the airline invoice.
Also, prior to submitting claims to the State Controller’s Office
for payment, the department should reconcile all airline invoices



Inadequate
Support
for Some
Accounting
Records

with approved and properly supported travel claims to ensure
that services have been received. Finally, the department should
conduct an investigation to ensure that all instances of travel
abuse have been identified.

Finding

The department did not maintain adequate support for some
amounts included in its financial statements. For example, the
department was unable to provide documents necessary to support
advances the department has made to the Office of the State
Architect, as of June 30, 1990, for future building projects totaling
$32.4 million. Specifically, the department could not identify the
individual projects or provide the related documents to sufficiently
support the $32.4 million. In another account, the department
was unable to determine whether approximately $90,600 was
owed to various counties or belonged to the department. This
inability to identify the amount owed occurred because the
reconciliation identifying the amounts the department had collected
for the counties, and the amounts disbursed to the counties, had
not been prepared since 1985.

Because the department did not reconcile all general ledger
account balances with the related subsidiary ledgers monthly, the
department was unaware that it was missing needed information.
By performing a monthly reconciliation, the department can
ensure that its financial statements are properly supported.

Criteria

The State Administrative Manual, Section 7800, requires subsidiary
ledgers to be reconciled each month with the general ledger.
Additionally, the State Administrative Manual, Section 7900,
stresses the importance of reconciliations as animportantinternal
control because they ensure that transactions have been correctly
recorded and the financial statements are complete.
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Recommendation

The department should reconcile subsidiary records with the
general ledger monthly and maintain information necessary to

support its financial statements.



Stephen P. Teale Data Center

Possible
Liability to
Federal
Government

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

Finding

The State has a possible liability to the federal government of up
to $4.5 million for the federal share of profits accumulated by the
data center in its revolving fund from July 1, 1984, through
June 30, 1990. In addition, the State may also owe the federal
government for interest costs incurred by the data center in
financing its equipment acquisitions. The unallowable
interest charges totaled approximately $820,000 during fiscal
years 1987-88, 1988-89, and 1989-90.

The data center’s revolving fund is an internal service fund that
provides data processing and related services to state agencies.
The data center has charged these agencies more than its costs for
providing services. In turn, state agencies have passed on a
portion of the charges to federal programs. The revolving fund
accumulates profits when its charges for services exceed its costs.
Federal regulations prohibit the State from charging federal
programs for more than its costs. Federal regulations also
prohibit the State from charging interest costs to federal programs.
In 1984, the federal Department of Health and Human Services
(DHHS) audited the State’s internal service funds’ methods for
setting rates. The audit covered the period July 1, 1969, to
June 30, 1984. As a result of the audit, the State was required to
refund to the federal government approximately $14.9 million in
1986. This amount was the federal share of profits accamulated
by five of the State’s internal service funds during the period
covered by the audit. Of this amount, the State charged
approximately $1.2 million to the data center’s revolving fund.
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Based on a Department of Finance analysis, the $1.2 million
represented 14.8 percent of $8 million in accumulated profits of
the data center at June 30, 1984. From July 1, 1984, to June 30, 1990,
the data center’s accumulated profits have increased by
approximately $30 million, after audit adjustments. The State
may be liable to repay the federal government some amount of
the accumulated profits.

Using procedures similar to those of the Department of Finance
and using the same ratio of 14.8 percent, we estimate that, under
current federal regulations, the State may owe the federal
government approximately $4.5 million. This amount is the
federal share of profits accumulated by the data center during the
period July 1, 1984, through June 30, 1990. However, proposed
changes to federal regulations may reduce the State’s liability to
the federal government to approximately $3.1 million.

The data center also charged state agencies for interest costs for
equipment acquisitions. Federal regulations prohibit the State
from charging interest costs to federal programs. We used the
sameratio of 14.8 percent to estimate charges to federal programs
for unallowed interest costs for equipment acquisitions during
fiscal years 1987-88, 1988-89, and 1989-90. We concluded that the
State may have an additional liability to the federal government,
under current regulations, of approximately $820,000 for the
federal share of interest costs for equipment acquisitions incurred
by the data center during these three fiscal years. For fiscal years
1984-85 through 1986-87, the data center did not separately
disclose in its records interest costs for equipment acquisitions.
Therefore, we did not calculate the State’s potential liability to
the federal government for the federal share of interest costs for
those periods.

The data center advised us that it agrees that its retained earnings
have grown by $30 million. However, according to data center
officials, the federal share of state agencies’ charges to federal
programs in May 1986 was approximately 3.6 percent and is
projected to be 1.84 percent in fiscal year 1990-91. According to



the data center’s estimate of federal participation at 3.6 percent,
the data center may have a possible liability to the federal
government of up to approximately $1.1 million and approximately
$200,000 in unallowable interest. Because the federal government
and the state executive branch are ultimately responsible for
negotiating any final settlement, we did not attempt to compute

.the actual percentage of federal share of state agencies’ charges
to federal programs.

The possible liabilities to the federal government exist primarily
because the data center’s billing system is not designed to recover
only the allowable cost that the data center incurs in providing
services. Instead, it is also designed to provide the additional
money needed to cover the cash flow of the data center, including
additional investments in equipment.

We reported a similar finding during our financial audit for fiscal
year 1988-89. We recommended that the Department of Finance
develop guidelines that would insure that state agencies that
receive services from the data center exclude amounts that
exceed allowable costs when charging federal programs. In his
response of March 16, 1990, the Director of Finance stated that
he planned to address the issue of setting rates for internal service
funds once the Office of Management and Budget decides on the
amendments to Circular A-87, “Cost Principles for State and
Local Governments.”

Criteria

The California Government Code, Section 13070, provides the
Department of Finance with general powers of supervision over
all matters concerning the financial and business policies of the
State. The California Government Code, Section 11754, allows
the data center to accumulate profits in its revolving fund up to
certain limits. However, the federal Office of Management and
Budget, Circular A-87, “Cost Principles for State and Local
Government,” currently prohibits the State from charging
federal programs for amounts that exceed costs. In addition,
Circular A-87 prohibits states from charging federal programs for
interest costs.
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Inequitable
Charges to

State Agencies
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and Federal
Government

Proposed amendments to Circular A-87 would allow the State to
retain a reasonable working capital reserve of up to 60 days’ cash
expenditures, excluding the costs for capital items. If this proposed
amendment is approved and applied retroactively, the State’s
potential liability to the federal government for accumulated
profits of the data center may be reduced. In addition, the
proposed amendments would make interest cost on equipment
acquisitions on or after January 1, 1989, an allowable cost.

Recommendation

The Stephen P. Teale Data Center and the Department of
Finance should develop accounting procedures that ensure that
the State complies with federal and state regulations. Compliance
could be ensured by developing guidelines for the data center and
for state agencies that receive services from the data center.

Finding

The data center’s charges to the Department of Motor Vehicles
(DMV) for certain services that it provided to the DMV were not
based on the data center’s service rate schedule. As a result, the
data center undercharged the DMV approximately $12 million
over three years. In fiscal year 1989-90, the DMV paid the data
center the contractual limit of $14.2 million; this amount was
approximately $4.6 million less than the data center’s costs based
on its service rate schedule. For fiscal years 1988-89 and 1987-88,
the data center charged the DMV less than its costs based on its
service rate schedule by approximately $4.8 million and
$2.6 million, respectively.

In our opinion, the data center’s charges are inequitable because
the data center charges state agencies, other than the DMV,
based on its service rate schedule. Thus, a disproportionately
large share of the data center’s costs have been passed on to other
state funds, including the State’s General Fund, and to federal
programs.



We reported a similar finding during our audit for fiscal year
1988-89. Inits response in March 1990, the data center stated that
it agreed to provide services to the DMV based on a fixed-fee
agreement duringa conversion period thatis to be fully completed
by the end of fiscal year 1990-91. The data center also stated that,
upon completion of the conversion, the DMV will begin paying
the same rates as all other clients of the data center. However,
state policy requires state agencies to recover full costs whenever
goods or services are provided for others. This policy, which
applies to all agencies regardless of funding sources, is to be
followed in all cases except where statutes prohibit full cost
recovery. In addition, the State Administrative Manual,
Section 4982.2, specifically requires the State’s data centers to
charge their users for units of service based on the center’s
published service rate schedule.

Criteria

The State Administrative Manual, Section 8752, specifies that
State policy requires state agencies to recover full costs whenever
the agencies provide goods or services for others. This policy,
which applies to all state agencies regardless of funding sources,
is to be followed in all cases except where statutes prohibit full
recovery of costs. In addition, the State Administrative Manual,
Section 4982.2, requires the State’s data centers to charge their
users for units of service based upon published service rate
schedule. ~

Recommendation

The data center should consistently charge its users for services
provided based on its published service rate schedule.
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Controls Over
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Equipment

Finding
The data center has weaknesses in its control over equipment.
We noted the following conditions:

The data center has not taken a complete physical inventory
of its equipment within the last three fiscal years. During
fiscal year 1987-88, the data center performed a physical
inventory of equipment; however, this inventory count was for
the Sacramento area only.

The data center does not maintain a comprehensive inventory
listing of equipment that it has retired from use and stored in

. its warehouse. As aresult, we could not determine if the data

center is properly accounting for equipment that it has retired
fromuse. We reported a similar weakness during our financial
audit for fiscal year 1988-89.

The data center did not always identify and attach a tag with
a state identification number to equipment that it purchased.
State procedures require agencies to attach a tag with a state
identification number to all state property as soon as practical
after acquisition. In our audit of fiscal year 1989-90, we found
that the data center did not attach tags with state identification
numbersto 13 of the 15 equipment acquisitions that we tested.
The data center often assigns a state identification number to
new equipment but does not always attach the identification
numbertagto the equipment. Wereported asimilar weakness
during our financial audit for fiscal years 1985-86, 1987-88,
and 1988-89.

The data center’s equipment identification numbers listed in
its accounting records did not always agree with the identification
number assigned to the equipment. We found discrepancies
for 3 of 15 items that we tested.

The data center did not prepare property survey reports for
5 of the 12 equipment dispositions that we tested for fiscal
year 1989-90. We reported a similar weakness during our
financial audit for fiscal years 1987-88 and 1988-89.



Weaknesses in
Accounting for
Equipment

The data center’s failure to maintain sufficient accountability for
its equipment prevents prompt detection of errors and exposes
state property to increased risk of loss.’

Criteria

The State Administrative Manual, Section 8652, requires agencies
to make a physical count of all property at least once every three
years and to reconcile the physical count with the accounting
records. In addition, the State Administrative Manual, Section 8651,
requires agencies to tag state property with a state identification
number after acquisition when practical. Further, the State
Administrative Manual, Section 8640, requires agencies to prepare
property survey reports when agencies dispose of equipment and
to submit these reports to the Division of Property Re-utilization
at the Department of General Services for approval. Finally, the
California Government Code, Sections 13401 and 13403, requires
state agencies to maintain a system of internal controls to safeguard
state assets. '

Recommendation

The data center should comply with the requirements contained
in the State Administrative Manual and the California Government
Code to strengthen its controls over equipment.

Finding
The data center has weaknesses in its accounting for equipment.
Specifically, we noted the following conditions:

The data center did not remove from its equipment balance at
June 30, 1990, ten items of equipment that it sold or removed
from service before the end of the fiscal year. The total value
of the ten items was approximately $1.4 million. We reported
a similar weakness during our financial audit for fiscal
year 1988-89.
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The data center improperly recorded twice approximately
$4,000 of installation costs of equipment.

For 3 of the 15 equipment acquisitions that we tested for fiscal
year 1989-90, the data center did not record all costs associated
with the acquisitions. Specifically, it did not record
approximately $14,000 in freight, sales tax, and other costs
incurred in placing the equipment in operation. Instead, the
data center recorded as expenses approximately $7,000 of
sales tax and did not record approximately $7,000 in freight
and installation costs because the vendor had not yet billed
the data center.

The data center improperly included in the equipment account
approximately $317,000 in software costs. Software costs
should be recorded in a separate asset account. We reported
a similar weakness during our financial audit for fiscal year
1988-89. .

Because it did not identify the balance on its installment
contract file as equipment purchases, the data center
understated the balance in the equipment account and the
contracts payable account at June 30, 1990, by approximately
$855,000. We reported a similar weakness during our financial
audit for fiscal year 1988-89.

The data center’s failure to properly account for its equipment
increases the risks of material misstatements in its fixed assets
and depreciation expense records.

Criteria

The State Administrative Manual, Section 8631, requires agencies
to record as part of the cost of acquired assets the costs of putting
the assets in place and readying them for their intended use. In
addition, the State Administrative Manual, Section 8621, requires
agencies to remove disposed property from the accounting records.
In addition, the California Government Code, Sections 13401
and 13403, requires agencies to maintain a system of internal
controls that allows them to produce accurate and reliable financial
data.



Inconsistent
Depreciation
Policy

Recommendation :
The data center should comply with the requirements contained
in the State Administrative Manual and the California Government
Code to improve its accounting over equipment.

Finding

During fiscal year 1989-90, the data center did not have a consistent
policy concerning the date on which depreciation should begin.
For example, the data center may use the date the equipment is
received, the date the first payment is made, or the date the data
center put the equipment into service. The data center’s purchasing
agreements require that the equipment pass an acceptance test
before the data center is obligated to buy the equipment. On
November 30, 1990, the data center’s accounting administrator .
said that he will use the date of acceptance in calculating

depreciation of its equipment. However, until the data center

uses the date of acceptance, its depreciation policy may cause the

data center to improperly allocate the costs of the equipment over

the equipment’s estimated useful life. Improper allocation results -
in an inaccurate presentation of the data center’s financial condition

and results of operation.

Criteria

The State Administrative Manual, Section 8621, requires
proprietary funds such as the Stephen P. Teale Revolving Fund to
record depreciation. The State Administrative Manual,
Section 8616, describes depreciation as allocating the cost of
equipment over the time periods benefited. California Government
Code, Section 13402, requires state agencies to establish and
maintain a system of internal accounting and administrative
controls. According to the California Government Code,
Section 13403, a satisfactory system of internal accounting and
administrative controls includes a system of recordkeeping
procedures adequate to provide effective accounting controls
over assets. In our opinion, the establishment of a consistent
policy concerning the date on which depreciation should begin is
an important recordkeeping procedure.
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Record

Software Costs
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as Intangible
Assets

Recommendation
The data center should start depreciating its equipment using the
date of acceptance.

Finding

The data center records the costs of the software it purchases as
an operating expense rather than as an intangible asset. Intangible
assets are assets that lack physical substance but give valuable
rights to the owner. State regulations require state agencies to
record certain software costs as intangible assets and to
systematically allocate to expenses the cost of the software over
its useful life. We identified two agencies that use a useful life of
five years for software. Because the data center recorded its
software purchases as expense, it overstated its operating expenses
for fiscal year 1989-90 by approximately $1.3 million. In addition,
the data center had not recorded intangible assets of approximately
$4.5 million as of June 30, 1990.

We reported a similar weakness during our financial audit for
fiscal year 1988-89.

Criteria

The State Administrative Manual, Section 8615.1, requires state
agencies to record as intangible assets the costs of computer
software that has an expected life of at least four years and costs
at least $5,000. In addition, the State Administrative Manual,
Section 8615, describes the cost of purchasing software as an
intangible asset. Finally, the State Administrative Manual,
Section 8621, requires proprietary funds such as the
Stephen P. Teale Revolving Fund to record amortization. The
State Administrative Manual, Section 8617, describes amortization
as allocation of the cost of software, less its estimated residual
value, to expense over the periods benefited.

Recommendation

The data center should record software costs as intangible assets
and amortize those costs to expense over the periods that it
expects to use the software to generate revenues.



Late
Notification
To Transfer

Accountability
of Funds

Finding :
The data center was late in notifying the State Controller’s Office
of monies that it received, deposited, and identified as belonging
to its revolving fund. The State Administrative Manual requires
state agencies to notify the State Controller’s Office of accumulated
deposits of $25,000 or more by the Monday following the
accumulation of such deposits. For fiscal year 1989-90, we noted
that, for 21 deposits we reviewed totaling approximately $47 million,
the data center did not notify the State Controller’s Office on
time.

When the data center does not promptly notify the State Controller’s
Office, monies belonging to the revolving fund are not available
for the revolving fund’s use. To earn interest income for the
revolving fund, the State Treasurer’s Office, on order of the State
Controller’s Office, invests monies of the revolving fund in excess
of immediate needs in the Surplus Money Investment Fund.
Because the data center was late in notifying the State Controller’s
Office to transfer the accountability for these monies, we estimate
that the State’s General Fund earned approximately $182,000 in
interest income during fiscal year 1989-90 that the data center’s
revolving fund should have earned. We reported a similar
weakness during our financial audit for fiscal year 1988-89.

Criteria

The State Administrative Manual, Section 8091, requires state
agencies to notify the State Controller’s Office of all monies
determined to be revenue, reimbursements, abatements, and
operating income by the first day of the week following the
accumulation of $25,000 or more.

Recommendation

The data center should promptly notify the State Controller’s
Office of all monies identified as belonging to its revolving fund.
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Weakness in
Separating
Accounting
Duties

Weakness in
Control Over
Salary
Advances

Finding

The data center does not have adequate separation of duties in its
accounting section. Specifically, the person who authorizes
disbursements also maintains the generalledger and prepares the
bank reconciliations. Failure to adequately separate accounting
duties can result in errors, irregularities, or illegal acts that may go
undetected for extended periods.

Criteria

The State Administrative Manual, Section 8080, requires state
agencies to separate functions so that the person who authorizes
disbursements does not reconcile bank accounts and maintain the
general ledger or any subsidiary ledgers affected by cash
transactions.

Recommendation
The data center should separate its accounting duties to comply
with the requirements in the State Administrative Manual.

Finding

The department does not promptly collect outstanding salary
advances. In our analysis of 16 outstanding salary advances as of
June 30, 1990, 15 advances totaling approximately $6,000 were
outstanding for more than 30 days. Eleven of the 15 outstanding
advances were over six months old.

Failure to collect advances from employees may result in the loss
of state fundsif the employees leave state service without repaying
the advances. In addition, office revolving fund monies are not
available for other uses when the advances are not promptly
collected.



Criteria .
The State Administrative Manual, Section 8118, requires agencies

to collect a salary advance from the subsequently issued payroll
warrant for the period covered by the salary advance.

Recommendation
The department should implement procedures to collect all

outstanding salary advances.
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Department of Transportation
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Federal
Reimburse-
ments

Not Promptly
Requested at
Highest Rates
Allowed

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 Number 20.205.

Finding :

The department does not promptly adjust its reimbursement
rates for federal aid projects to reflect the highest rates allowed
by the federal government. The Federal Highway Administration
(FHWA) approves the reimbursement rate for a project at the
start of a project, and then, during the life of the project, the
department may subsequently raise or lower the rate with FHWA
approval. We noted that for two of the projects that we reviewed
at the Fresno district office, the FHWA approved rate increases.
However, the department did not revise its rates to reflect these
increases until 15 and 22 months after approval, which resulted in
an underbilling of costs to the federal government of approximately
$12,000 during this period.

The department does not promptly revise its rates to reflect the
highest rates allowed by the federal government because the
department does not have a written policy directing staff to revise
the rates.

Although it is the department’s policy to recover the additional
reimbursements after projects are completed through a final
billing, the delay in promptly seeking reimbursement at the
highest allowed rate results in a loss of potential interest earnings
for the State. Moreover, since federal aid projects generally take
several years to complete and normally an additional two years
until final billing, the purchasing power of these funds is considerably
less than if the department had promptly requested reimbursement
at the highest rate allowed by the FHWA.



Service Center
Rates Not
Monitored and
Adjusted

Criteria : :
The State Administrative Manual, Section 0911.4, requires state
agencies to secure prompt reimbursement from federal grant
funds for goods and services provided. In addition, the FHWA
Notice dated March 27, 1989, requires that the rates initially
determined by the FHWA be retained throughout the life of the
project, except that the State may choose to revise active projects
by modifying agreements to use revised rates. Furthermore,
sound fiscal policy dictates that the department requests
reimbursement for project costs from the federal government as
soon as possible to maximize the department’s use of those
funds.

Recommendation

The department should develop a written policy to ensure that
staff promptly request reimbursements for federal aid projects at
the highest reimbursement rate allowed by the federal government.

Finding _

The department is not monitoring and adjusting the rates for its
computer aided design and drafting (CADD) service center to
ensure that the rates reflect the actual reimbursable costs of the
center. In November 1985, the department received approval
from the federal government to charge costs of the CADD
service center to federal aid projects. However, the department
has not monitored and adjusted its service center rates to reflect
the actual reimbursable costs of the service center. Consequently,
it may be overcharging or undercharging the federal government.
As of June 30, 1990, the department has charged more than
$10.5 million in CADD service center costs to federal aid projects.

Criteria

The Federal Aid Highway Program Manual, Volume 1, Chapter 4,
requires the department to periodically review and, at least
annually, adjust its rates for any overcharges or undercharges
incurred in the preceding fiscal year.
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Weaknesses
in Separation
of Duties

Recommendation

The department should penodlcally review and, at least annually,
adjust the rates for its CADD service center to ensure that the
rates reflect the actual reimbursable costs of the service center.

Finding

We noted the following instances where the department’s district
offices did not properly separate duties in their accounting
departments.

. At the Fresno district office, the employee who receives and
deposits remittances also keeps the cash receipts register and
the cash disbursements register. In addition, the employee
who operates the check-signing machine also compares checks
with authorizations and supporting documents.

. At the San Luis Obispo district office, the employee who has
authority to sign checks also has access to the blank check
stock. '

. At the San Francisco district office, the department’s Audit
and Internal Security (AIS) unit noted that the employee who
prepares checks also compares checks with authorizations
and supporting documents.

. At the Santa Ana district office, the department’s AIS unit
noted that the employee who operates the check-signing
machine also compares checks with authorizations and
supporting documents.

Without the proper separation of duties, an employee could
conceal errors or irregularities, and management may be unable
to determine who is responsible for the errors or irregularities.



Expenditure
Reports Not
Submitted
Promptly

Criteria :
The State Administrative Manual, Section 8080, specifies that the
employee who receives and deposits remittances should not keep
both the cash receipts register and the cash disbursements register.
In addition, this section specifies that the employee who prepares
checks or operates the check-signing machine should not compare
checks with authorizations and supporting documents.
Furthermore, this section specifies that the individual signing
checks should not have access to the blank check stock.

Recommendation

The department should ensure that the district offices assign
duties among their employees in their accounting departments to
provide proper separation of duties. If necessary, district offices
should use employees from units other than the accounting
department to provide proper separation of duties.

Finding

The department’s district offices did not submit either preliminary
or final expenditure reports for completed construction projects
to the department’s headquarters by the required deadlines.

The Fresno district office identified 14 projects completed in
fiscal year 1989-90 for which it submitted a preliminary or final
expenditure report. For 13 of these 14 projects, the district office
had not prepared preliminary or final expenditure reports within
120 days of completing the project as required by the Caltrans
Accounting Manual. The reports ranged from 2 to 77 days late.

The San Luis Obispo district identified nine projects completed
infiscalyear1989-90. For 2 of the 9 projects, the district office had
not prepared preliminary or final expenditure reports within
120 days of completion as required by the Caltrans Accounting
Manual. The reports were 51 and 48 days late.
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Late Deposit
of Collections

The department cannot submit final claims to the FHWA for
project costs until the district offices submit the preliminary or
final expenditure reports. Furthermore, until the FHWA reviews
and approves a preliminary or final claim, the department cannot
reallocate the unused portion of the authorized funds from the
completed project for use on other projects.

We observed a similar weakness during our financial audit for
fiscal year 1988-89. In March 1990, the department responded
thatit sent aletter to the districts in December 1989, emphasizing
the need to comply with deadlines. In addition, the department
responded that each month it sends a report to the districts
indicating the expenditure reports that are outstanding.

Criteria

The Code of Federal Regulations, Title 23, Section 140.107,
requires the department to promptly submit its request for
reimbursement for a project after the project is completed.
Additionally, the Caltrans Accounting Manual, Chapter 8, states
that the district offices should submit the final expenditure report
to the department’s headquarters within 120 days of a project’s
completion.

Recommendation

The department’s district offices should complete and submit
either the preliminary or the final expenditure report within
120 days of a project’s completion.

Finding

The department’s headquarters does not promptly deposit
collections. Of the 10 cash receipts that we reviewed, the
headquarters did not deposit S receipts, each of which exceed $50,
within 5 working days, and it did not deposit 2 receipts for $6,901
and $15,974 within one working day as required by the State
Administrative Manual. The 5 receipts were deposited on average
11 days after receipt while the other 2 receipts were deposited
4 and 8 days after receipt. In addition, at the Los Angeles district
office, we noted 12 cash receipts from the district’s machine shop



Noncompliance
With State
Requirements

that were deposited an average of 72 days after receipt. Failure
to promptly deposit collections results in a loss of interest income
to the State.

Criteria

The State Administrative Manual, Section 8030.1, stipulates that
agencies deposit accumulated collections totaling $50 or more
within 5 working days and must not hold any collections longer
than 15 working days. This section also requires agencies to
deposit collections of amounts more than $5,000 on the day that
they are received unless they are received late in the day or
another reason prevents their deposit.

Recommendation
The department should ensure that all collections are promptly
deposited as required by the State Administrative Manual.

Findings and Criteria
In the following instances, the department did not always comply
with the administrative requirements of the State.

For 3 of 11 checks we examined that were for more than
$15,000 and payable to vendors outside the state system, the
department did not require two signatures on the checks. The
State Administrative Manual, Section 8041, requires two
signatures on checks for more than $15,000 unless payable to
another state agency or special dispensation is received.

The department does not promptly cancel long-outstanding
checks. As of June 30, 1990, the department listed 20 checks
in its general cash account that have been outstanding longer
than two years. Of the 20 checks, 15 have been outstanding for
longer than three years, and 4 have been outstanding longer
than four years. The State Administrative Manual, Section 8042,
requires the department to cancel any general cash checks
that have been outstanding for longer than two years and to
remit the amount of the checks to the special deposit fund as
unclaimed monies.
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- For two federal aid projects that we reviewed at the San Luis
Obispo district, the department used the wrong reimbursement
rate to set up the projects in its federal billing system. As a
result, the department underbilled the federal government
for at least $29,600 in project costs for a period of 11 to
14 months. The California Government Code, Section 13403,
requires agencies to ensure that a satisfactory system of
internal accounting and administrative control is in place to
provide effective accounting control over assets, liabilities,
revenues, and expenditures.

Although individually these instances of noncompliance may not
appear to be significant, they are deviations from the State’s
system of internal controls, which is designed to ensure that the
public’s resources are not vulnerable to abuse.

Recommendation
The department should improve its compliance with each of the
state requirements.



Education
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California Community Colleges, Chancellor’s Office

Overstatement
of Liabilities

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
Number 84.048 and the U.S. Department of Health and Human
Services grant, Federal Catalog Number 93.025 (formerly Federal
Catalog Number 13.786).

Finding

The Chancellor’s Office overstated its due to other governments
and expenditures accounts on its June 30, 1990, financial reports.
Specifically, at least $3.2 million of the $21.7 million of -
encumbrances that the Chancellor’s Office reported on its general
fund financial reports for fiscal year 1989-90 were not supported
by valid contracts. According to generally accepted accounting

principles, an encumbrance represents a commitment related to

unperformed contracts for goods and services.

At year-end, the accounting office accrued amounts, based on
information from the program units, that the Chancellor’s Office
was planning to use but for which fully executed contracts were
notyetavailable. During our audit, we noted that the Chancellor’s
Office did not complete the contracting process by the time of our
testing. We found the following specific examples:

Inour testing of encumbrances, we identified six items totaling
approximately $2.6 million that were not supported by fully
executed contracts. The Department of General Services
approved one of the contracts, totaling $1 million, on
November 5, 1990, but none of the remaining five contracts
were finalized by December 31, 1990.

On its list of encumbrances, the Chancellor’s Office included

seven items totaling approximately $568,000 that had been
originally encumbered at June 30, 1989. Although the
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Incorrect
Financial
Statements

Chancellor’s Office had assigned contract numbers and
identified vendors for each of these items, the contracts were
never finalized in the 16 months between June 30, 1989, and
October 26, 1990. On October 26, 1990, the Chancellor’s
Office deleted these items from its accounting records.

Criteria

The State Administrative Manual, Section 10544, requires state
agencies to review their records at June 30 to ensure that they
have accurately analyzed and recorded all amounts owed to
others. In addition, this section requires agencies to delete
encumbrances from their records that are not valid obligations of
the year just ended and, if appropriate, reestablish the amounts in
the accounts of the new fiscal year.

Recommendation
The Chancellor’s Office should not encumber its general fund by
amounts for which it does not have valid contracts.

Finding

The Chancellor’s Office did not properly prepare its fiscal year
1989-90 financial reports for either its general fund or its 1988
Higher Education Capital Outlay Bond Fund. During our audit,
we noted the following conditions:

The Chancellor’s Office incorrectly reported its prior year
accruals when it prepared its general fund financial reports
for fiscal year 1989-90 because it could not resolve differences
between its records and those of the State Controller’s Office.
As aresult of this incorrect reporting, the Chancellor’s Office
understated its expenditures by approximately $16 million.
The Chancellor’s Office experienced a similar problem in
preparing its financial reports for fiscal year 1988-89, as the
State Controller’s Office noted in a May 1990 letter to the
Chancellor’s Office.



The Chancellor’s Office incorrectly reported only the total
amount of its encumbrances on its general fund report of
accruals. When the State Controller’s Office requested a
detailed list of encumbrances by liability account, the
Chancellor’s Office reported amounts that were not supported
by its accounting records.

. The Chancellor’s Office submitted an incomplete statement
of contingent liabilities to the State Controller’s Office.
Specifically, the Chancellor’s Office did not disclose a general
fund liability to the federal Department of Education of
approximately $965,000 that existed at June 30,-1990.

The Chancellor’s Office understated its general fund trial
balance footnote on future commitments by approximately
$13 million. The amount omitted represents the remaining
balances on its deferred maintenance contracts for fiscal year
1989-90. Although the automated accounting system used by
the Chancellor’s Office included these balances on an error
listing, the Chancellor’s Office did not resolve the error listing
items before it submitted its financial reports.

. The Chancellor’s Office overstated four accounts on its balance
sheet for the 1988 Higher Education Capital Outlay Bond
Fund because it posted amounts to the wrong general ledger
accounts. It did not identify this error because it did not
reconcile its records with those of the State Controller’s
Office and the State Treasurer’s Office. Specifically, the
Chancellor’s Office incorrectly used the liabilities for deposits
account to report approximately $56 million that was actually
a reduction in its cash account. In addition, the Chancellor’s
Office overstated its deposits in the Surplus Money Investment
Fund by approximately $70 million, its Pooled Money
Investment Account loan payable by $13 million, and its fund
balance by $1 million.

Failure to submit prompt and accurate financial reports delays

the compilation by the State Controller’s Office of the State’s
financial statements.
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Criteria

The State Administrative Manual, Sections 7900 through 7979,
describes how state agencies should prepare their annual financial
reports, including footnotes and accruals. In addition, the State
Controller’s Office issued a memorandum dated May 15, 1990,
that provides state agencies with detailed instructions for preparing
their financial reports. This memo also informs agencies that the
State Controller’s Office will provide them with prior year accrual
numbers and that these numbers are not to be changed. The
State Administrative Manual, Section 7952, describes how agencies
should report encumbrances on the report of accruals and prov1des
an illustrated example of a properly prepared report.

The State Administrative Manual, Section 7979, requires that the
statement of contingent liabilities include disclosures of federal
audit exceptions. Additionally, the California State Accounting
and Reporting System (CALSTARS) Procedures Manual, Volume
2, Chapter II, requires that all accounting transaction errors be
corrected as soon as possible. Finally, the CALSTARS Procedures
Manual, Procedure P-14, provides specific procedures and accounts
to be used to account for bond funds with Pooled Money Investment
Account loans.

Recommendation

The Chancellor’s Office should prepare correct financial reports
in accordance with the State Administrative Manual. In addition,
it should implement procedures to eliminate the types of errors
that it made on its financial reports for fiscal year 1989-90. The
Chancellor’s Office should also ensure that it discloses all contingent
liabilities, including federal audit exceptions. Moreover, it should
review and resolve all errors on error listings generated by its
automated accounting system before completing its financial
reports. Finally, the Chancellor’s Office should ensure that it
follows all appropriate accounting procedures when posting its
accounting records, and it should reconcile its records with the
records of the State Controller’s Office, and the State Treasurer’s
Office.



Insufficient  Finding :
During fiscal year 1989-90, the Chancellor’s Office did not ensure
that the State Controller’s Office made the correct apportionment
payments to the community college districts. The Chancellor’s
Office and the State Controller’s Office share the responsibility
for accounting for State School Fund expenditures. The
Chancellor’s Office is responsible for calculating community
college apportionments and then authorizing the State Controller’s
Office to make the appropriate payments from the State School
Fund. During our audit, we noted the following conditions:

Control Over
Apportionment
Payments

L]

The Chancellor’s Office did not provide the State Controller’s
Office with sufficient information to properly pay the community
college districts. Although the Chancellor’s Office authorized
the apportionment payments in total for each community
college district, it did not provide the State Controller’s Office
with a schedule specifying how much the community college
districts were owed for the various programs within the
apportionment. The State Controller’s Office made certain
assumptions and recalculated the payments by program. Asa
result, the State Controller’s Office made payments of
approximately $2.6 million from the incorrect program and
incorrectly posted a prior year correction of approximately
$6,000.

The Chancellor’s Office did not compare the detail of the
apportionment payments made by the State Controller’s Office
with the amounts that the Chancellor’s Office had calculated
for each community college district by program. Although the
Chancellor’s Office reconciled its apportionment calculations
with the State Controller’s Office’s records in total, it did not
reconcile its calculations with the State Controller’s Office’s
records by program. As a result, the Chancellor’s Office did
not know that the errors discussed above were not corrected
as of June 30, 1990.
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Payment Made

Without Proper

102

Approval

During our audit, we observed that for fiscal year 1990-91, the
Chancellor’s Office began reconciling its records with the State
Controller’s Office’s records by program, as well as in total. The
Chancellor’s Office is also providing the State Controller’s Office
with a payment schedule by program and is establishing a system
with the State Controller’s Office to resolve questions and
discrepancies.

Criteria A
The Budget Act of 1989, (Chapter 93, Statutes of 1989)
Item 6870-101-001, Provisions 1 through 20, specifies how much
each program has available for apportionment. In addition, the
State Administrative Manual, Section 7900, discusses the
importance of making regular reconciliations. Reconciliations
represent an important element of internal control by providing
confidence that transactions have been adequately processed and
that the financial records are complete.

Recommendation

The Chancellor’s Office should continue to reconcile its
apportionment calculations with the records of the State Controller’s
Office by program to ensure that apportionment payments are
made in accordance with its instructions. Further, the Chancellor’s
Office should work with the State Controller’s Office to ensure
that the two agencies are aware of and make all necessary
apportionment payments and adjustments.

Finding

The Chancellor’s Office did not obtain the necessary approval
before paying a community college district for expenditures from
years for which appropriations are no longer available. Specifically,
the Chancellor’s Office used approximately $257,000 in funds
from the fiscal year 1988-89 Disabled Students Programs and
Services (DSP&S) program at the Yosemite Community College
District to pay the Peralta Community College District for
expenditures that the Peralta district had made in prior fiscal



years, including approximately $166,000 that it spent in fiscal
years 1983-84 and 1984-85. However, the Chancellor’s Office did
not first obtain the required approval from the Board of Control
touse currently available funds to pay for expenditures fromyears
for which appropriations are no longer available. During our
audit, we determined that the Chancellor’s Office paid the Peralta
district on June 15, 1990, although it did not submit the claim to -
the Board of Control until September 19, 1990, three months
later.

In addition, the Chancellor’s Office did not keep sufficient
documentation to fully support how it calculated portions of the
payment. The Chancellor’s Office also failed to document the
Peralta district’s explanation of the adverse fiscal impact it would
experience if it were not paid for the costs incurred.

Criteria

The California Government Code, Section 16304, specifies that
an appropriation may be encumbered for three years after the
date that it first becomes available, unless otherwise limited by
law. Further, the Government Code, Section 16304.1, states that,
after a budget appropriation becomes unavailable, any unpaid
obligation against that appropriation may be paid, with approval
of the Board of Control, from any current appropriation available
for the same purpose. Finally, the Government Code, Sections
13402 and 13403, requires that agencies ensure that a satisfactory
system of internal accounting and administrative controls is in
place to provide effective accounting control over expenditures.

Recommendation

The Chancellor’s Office should follow the Government Code and
obtain Board of Control approval before making payments from
currently available funds for expenditures from years for which
appropriations are no longer available.
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Lack of Control  Finding

Over Travel The Chancellor’s Office lacks controls over its travel expenses.
Expenses For 3 of the 59 claims transactions we tested, the Chancellor’s
Office paid travel costs without evidence of proper approvals.
Specifically, the Chancellor’s Office has not clearly identified
those employees authorized to approve travel documents; it does
not have procedures to ensure that it pays for airline tickets or
rental cars only for employees who are authorized to travel; and
it does not have procedures to verify that it pays for only those .

airline tickets actually used.

In addition, the Chancellor’s Office has improperly allowed
employees traveling on state business to instruct hotels to bill the
Chancellor’s Office for expenses incurred. Because the employees
did not submit travel expense claims in these cases, the Chancellor’s
Office did not have the necessary information, such as departure
and arrival times, to verify the propriety of the charges. Although
the Chancellor’s Office deducted approximately $130 representing
excess meal costs, excess room rates, long-distance telephone
calls, and movie rentals from two hotel invoices totaling $1,132
that we reviewed, the Chancellor’s Office may have paid other
improper travel costs.

Criteria

The State Administrative Manual, Section 8422.1, requires agencies
to determine that invoiced items, including items covered by
travel vouchers, were received and that authority existed to
obtain the items. In addition, the State Administrative Manual,
Sections 8422.114 and 8422.115, requires employees to submit
their copies of airline tickets and automobile rental contracts with
their travel claims so that the agency can compare these copies to
the respective invoices to determine the propriety of the expenditure.
Further, the California Code of Regulations, Title 2, Section
599.619, states that employees on travel status shall be reimbursed
for lodging, meals, and incidental expenses. The California Code
of Regulations, Title 2, Sections 599.638(a) and 599.638(c), states
that no state agency will pay a travel expense account unless it is
submitted on a travel expense claim; each officer and employee
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Lack of
Control Over
Disbursements

making a claim for travel expenses must show the inclusive dates
of each trip for which allowances are claimed and the times of
departure and return.

Recommendation

The Chancellor’s Office should establish a list of employees
authorized to sign travel documents. Inaddition, the Chancellor’s
Office should require all employees to submit travel expense
claims before they are reimbursed for travel expenses.

Finding _
The Chancellor’s Office lacks controls over its disbursements.
During our audit, we noted the following deficiencies:

The Chancellor’s Office has no procedure for reviewing calls
charged to its telephones. In our review of three invoices for
telephone service, we noted that the telephone activity included
many calls to various parts of the state and some calls to other
states. Since the Chancellor’s Office must regularly
communicate with community colleges and districts throughout
the State and with out-of-state organizations, it needs to
review its monthly telephone bills to ensure that it pays only
for business-related calls. A person with daily knowledge of
the employees’ work could most accurately judge whether the
calls were proper, so unit supervisors should be given the
responsibility to review the portion of the telephone bill that
relates to their unit.

Purchase documents do not always contain evidence that the
Chancellor’s Office has verified the receipt of billed goods or
services. In our review of 15 cash disbursements, we found
one transaction for $4,791 that lacked evidence that the
Chancellor’s Office had received the billed goods or services
before paying for them. We reported a similar weakness in
our financial audits of the last three fiscal years.
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Late
Remittances
to the State
Treasurer’s
Office

Criteria

The State Administrative Manual, Section 4525.8, states that the
agencies should establish a review process of all toll calls. In
addition, the State Administrative Manual, Section 8422.20, states
that an agency will prepare stock-received reports at the time
goods are received and that the reports will be prepared only after
carefully verifying the quantity, description, and condition of the
goods.

Recommendation

The Chancellor’s Office should implement procedures to review
toll calls charged to its telephones. In addition, the Chancellor’s
Office should ensure that it verifies the receipt of goods and
services before paying for them.

Finding

The Chancellor’s Office did not promptly remit money to the
State Treasurer’s Office. We tested $6.5 million (82 percent) of
the total $7.9 million that the Chancellor’s Office remitted to the
State Treasurer’s Office during fiscal year 1989-90. Of this
amount, the Chancellor’s Office remitted approximately
$5.5 million from 2 to 15 days later than required by the State
Administrative Manual. When the Chancellor’s Office does not
remit the money promptly to the State Treasurer’s Office, this
money will not be recorded to the proper fund and, therefore, will
not be available for its intended purpose. We reported a similar
weakness in our financial audits of fiscal years 1986-87 and
1987-88.

Criteria

The State Administrative Manual, Section 8091, requires that,
when an agency accumulates deposits of $25,000 or more, the
agency must remit the money to the State Treasurer’s Office no
later than the first day of the week following the accumulation of
that amount.



Weaknesses in
Control Over
the Revolving
Fund

Recommendation

The Chancellor’s Office should promptly remit amounts to the
State Treasurer’s Office in accordance with the State Administrative
Manual.

Finding

The Chancellor’s Office does not properly maintain its listing of
expense, travel, and salary advances made from the revolving
fund. During our review of the June 30, 1990, listing, we noted
that several items totaling $15,243 had been outstanding for more
than one year. Because of insufficient documentation, we were
unable to verify whether the Chancellor’s Office could collect the
long-outstanding advances.

We reported a similar weakness in fiscal year 1988-89. At that
time, the accounting administrator acknowledged that the listing
of advances made from the revolving fund was not accurate.
According to the administrator, several errors made during the
past years have never been researched, and many of the errors
cannot be resolved because of a lack of support documentation.
Although the Chancellor’s Office responded that it would file a
Board of Control claim for the uncollectible amount during fiscal
year 1988-89, as of February 7, 1991, it had filed no such claim.

Criteria

The State Administrative Manual, Sections 8190 and 8192, requires
state agencies to maintain a listing of advances made from the
revolving fund to account for all the fund’s transactions. In
addition, the State Administrative Manual, Section 8116, requires
agencies to reimburse and, therefore, clear advances from the
records when employees submit their travel expense claims. This
section also requires that agencies keep records in sufficient
detail to ensure compliance with travel advance requirements.
Finally, the State Administrative Manual, Section 8118, states
that agencies must collect salary advance repayments from the
subsequentlyissued payroll warrants for the time periods covered
by the salary advances.
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Transactions

108

Insufficiently
Documented

Recommendation )

The Chancellor’s Office should properly maintain the listing of
advances made from the revolving fund and implement procedures
to collect all long-outstanding advances or file a claim for
uncollectible amounts.

Finding

The Chancellor’s Office was unable to identify or document and,
therefore, could not resolve five reconciling items, totaling
approximately $53,000, that were included on the March 31, 1990,
reconciliation of its general checking account. Two of these items
were outstanding for over four years, and the remaining three
items were outstanding for over two years. The largest unidentified
reconciling item, approximately $34,000, is a receipt for which no
cash appears to exist. Further, the Chancellor’s Office had in its
reconciliation four additional reconciling items, totaling
approximately $20,000, that were outstanding for at least three
years. Two of these items were outstanding for over four years.

We reported a similar weakness in our financial audits for fiscal
years 1985-86, 1986-87, 1987-88, and 1988-89. The Chancellor’s
Office concurred with the weakness and stated that it would
implement procedures to correct the weakness. However, as of
March 31, 1990, the Chancellor’s Office had not corrected the
weakness. Failure to clear these reconciling items may result in
the Chancellor’s Office not promptly detecting errors or
irregularities such as unauthorized cash disbursements or failure
to deposit money.

Criteria

The State Administrative Manual, Section 7967, requires that an
explanation of the nature of every reconciling item be made a part
of the monthly bank reconciliation. It also requires that the
person reconciling the bank statement trace every unusual
reconciling item to identify its nature.



Weak Internal
Controls Over
Property

Inadequate
Controls Over
Contracts

Recommendation

The Chancellor’s Office should identify and support all accounting
transactions it makes in its accounting records. Further, it should
resolve all reconciling items in its general checking account.

Finding

As we have reported for the last seven years, the Chancellor’s
Office has not reconciled its physical inventory of property with its
accounting records for the last eight years. In addition, the
Chancellor’s Office has not completed a physical inventory of all
property within the last four years. Without accurate property
records, the Chancellor’s Office cannot reconcile the property
records with the accounting records. Failure to complete physical
inventory counts and to reconcile the physical inventory counts
with the accounting records can result in the failure to detect the
loss or theft of state property. In response to our fiscal year
1988-89 report, the Chancellor’s Office stated that it would begin
a property inventory; it began this inventory in September 1990.

Criteria

The State Administrative Manual, Section 8652, requires that
agencies make a physical count of all property and reconcile the
count with accounting records at least once every three years.

Recommendation
The Chancellor’s Office should complete a physical count of all
property and reconcile the count with the accounting records.

Finding
The Chancellor’s Office does not maintain adequate controls
over its contracts. We found the following specific deficiencies:

For two of the ten contracts we reviewed, we found that the

contractors began contract work before the Department of
General Services had approved the contracts. If the Department
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of General Services had not approved these contracts, the
State might still have been liable for the work performed and
might have incurred litigation costs regarding the State’s
obligation to pay for that work.

. Five contracts in our test required a review of contractor
evaluations, yet the Chancellor’s Office did not review these
evaluations before awarding the consulting contracts. When
the Chancellor’s Office does not know about the State’s
previous experience with a particular consultant contractor, it
may not be contracting in the State’s best interest.

Criteria

At the time of our testing, the Public Contract Code, Section
10371(e), required that no consulting services contractor be
awarded a contract unless the department had reviewed a contractor
evaluation form on file with the Department of General Services.
If the contractor did not have a previous contract with any state
entity, a completed resume for each contract participant who was
to exercise a major administrative role or major policy or consultant
role was to be attached to the contract for public record. The
State Administrative Manual, Section 1209, requires departments
to submit each contract in time for the Department of General
Services to approve the contract before work commences.

Recommendation

The Chancellor’s Office should follow contract policies and
procedures as set forth in the Public Contract Code and the State
Administrative Manual to ensure that contracts are properly
awarded and completed in the State’s best interest.



More
Improvement
Needed

Over Cash
Management

Finding ~ :
Although the Chancellor’s Office has taken steps to improve its
system for managing its federal vocational education funds, it still
needstoimprove. The Chancellor’s Office acts as anintermediary
in the allocation of these funds between the California Department
of Education (CDE) and subrecipient organizations, including
community college districts. Each fiscal year, the Chancellor’s
Office contracts with the CDE for the Chancellor’s Office’s share
of the federal vocational education funds. It requests cash
advances of its federal vocational education funds from the CDE
and then disburses the funds to the subrecipients. During fiscal
year 1989-90, the Chancellor’s Office had three active vocational
education contracts.

In our audits of the last three fiscal years, we reported that the
Chancellor’s Office requested funds in excess of its and the .
subrecipients’ needs. In fiscal year 1989-90, the Chancellor’s
Office changed its cash management procedures and did not
request any reimbursements from the CDE until it had reconciled
its accounting records with its vocational education program
records and determined its actual needs. However, for the fiscal -
year 1987-88 and 1988-89 contracts, the Chancellor’s Office took
ten months to determine its actual needs and did not promptly
request reimbursement from the CDE for approximately
$1.4 million for expenditures under these contracts. As a result,
the State lost potential interest earnings of approximately $38,000.
The Chancellor’s Office promptly requested reimbursements
under its fiscal year 1989-90 contract.

Criteria

The Code of Federal Regulations, Title 31, Section 205.4(a),
requires that cash advances be limited to the minimum amounts
needed and timed to be in accord with the actual and immediate
cash requirements of the funded programs. This section also
stipulates that the timing and amount of cash advances be as close
as administratively feasible to the actual disbursement by the
recipient organization. In addition, the State Administrative
Manual, Section 0911.4, requires state agencies to secure prompt
reimbursement from grant funds for goods and services provided.
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Noncompliance
With Federal
and State
Requirements
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Recommendation

The Chancellor’s Office should continue its efforts to control its
system for managing its federal vocational education funds to
ensure that it promptly requests reimbursements of federal funds.

Findings and Criteria

In the following instances, the Chancellor’s Office did not comply
with administrative requirements of the federal government and
the State:

L]

For one of the 12 vocational education allocations that we
tested, the Chancellor’s Office used incorrect enrollment data
for one community college district when calculating the funding
for the handicapped, limited English proficiency, sex bias, and
Title II, Part B programs. As a result, the district received
approximately $19,000 less than the amount to which it was
entitled. The Code of Federal Regulations, Title 34, Sections
401.95(b) and 401.96(a)(2), requires that the State allocate
50 percent of the amounts reserved for the allocations for
handicapped students, disadvantaged students, and students
with limited English proficiency on the basis of the relative
number of such students served during the preceding program
year.

The Chancellor’s Office overcharged the federal government
for its share of the salary costs of the vocational education
program because its automated accounting system was set to
allocate approximately 84 percent of one employee’s salary to
the federal government instead of the required 75 percent. As
aresult, for fiscal years 1988-89 and 1989-90, the Chancellor’s
Office overcharged the federal government by at least $9,300.
The Chancellor’s Office corrected the fiscal year 1989-90
billing before June 30, 1990. However, as of October 1, 1990,
the Chancellor’s Office had not adjusted its fiscal year
1988-89 billings or investigated earlier fiscal years for similar



problems. Because the error was in the automated accounting
system’s master table, the federal government may have been
overcharged in prior years. The federal Office of Management
and Budgets, Circular A-87, states that the allocation of joint
costs must be supported by formal accounting records that will
substantiate the propriety of eventual charges.
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