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Telephone: | STATE OF CALIFORNIA | Thomas W. Hayes

(916) 445-0255 . : . Auditor General
Office of the Auditor General
660 J] STREET, SUITE 300

SACRAMENTO, CA 95814
April 8, 1986 F-581

Honorable George Deukmejian
Governor, State of California
State Capitol

Sacramento, California 95814

Dear Governor Deukmejian:

The Office of the Auditor General presents its Financial and Compliance Single
Audit Report for the State of California for the year ended June 30, 1985. We
conducted the financial and compliance audit in accordance with both generally
accepted auditing standards and generally accepted government auditing
standards. This report fully meets the audit requirements set forth by the
United States Government as a condition of receiving over $10 billion in
federal funds annually.

Our report 1is divided into two parts. Part I discusses weaknesses in the
State of California's control of its financial operations. We noted the
weaknesses during our review and evaluation of the State's internal accounting
controls, internal audit activities, and compliance with federal grant
requirements. We made this review as part of our examination of the State's
General Purpose Financial Statements. Part Il is the State of California's
financial report for the year ended June 30, 1985. We originally issued this
report in March 1986. -

Although we have previously reported on many of the financial and
administrative problems disclosed in this report, the state agencies we
reviewed have not always taken corrective action. The State continues to lose
millions of dollars each year because agencies do not adequately pursue
amounts owed to the State, do not control appropriations and expenditures, and
do not maintain sufficient equipment records. Also, the State's audit costs
are higher than they need to be because the Office of the Auditor General can
not always rely on work of the internal auditors. In addition, the state
agen?ies' inability to produce financial statements on time continues to be a
problem.

Sincerely,

a/

THOMAS W. HAYES
Auditor General
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PART 1

REPORT ON THE EVALUATION OF
INTERNAL CONTROLS AND THE REVIEW OF
COMPLIANCE WITH FEDERAL GRANT REQUIREMENTS



SUMMARY

The State of California has taken some action to improve its
financial controls and accountability in recent years. Nevertheless,
the State must place greater emphasis on and allocate a larger portion
of available resources toward improving its accounting, auditing,
financial, and administrative control systems. These systems are the
key to ensuring that all state funds are accounted for properly, that
budgets are not exceeded, that cash and other assets are protected from
loss or theft, and that accurate financial information is available to
the Governor and the Legislature for budgetary decisions. Breakdowns
in these control systems continue to increase state costs or limit the
State's effectiveness in areas such as managing state contracts with
private sector firms, approving loans to California veterans, and
monitoring spending by local school districts.

While the State of California corrected some of the individual
weaknesses in internal controls that we reported last year, the State
lost at Tleast $2 million in foregone interest and discounts, and it
will not be able to collect over $1 million of accounts receivable
because of internal control weaknesses that we have reported each year
since 1983, Furthermore, based on reports that the Auditor General
issued from July 1, 1984, through December 31, 1985, we estimate that
the State could have earned an additional $8 million in interest and
other types of revenue, that it spent $58 million for non-functional
jtems, and that it risks losing $3 million 1in accounts receivable.
These 1losses and potential Tlosses have occurred because the State's
overall fiscal control system did not measurably improve during this
18-month period. These Tlosses are based on samples of the State's
financial transactions and are not intended to illustrate all of the
State's losses due to weaknesses in financial controls.



During our audit of the State's financial statements for
fiscal year 1984-85, we found that 22 of the 32 agencies in which we
performed in-depth reviews had weaknesses in the internal controls that
apply to financial operations, electronic data processing, internal
audits, or compliance with federal regulations governing the State's
administration of federal grants. These 32 agencies account for
approximately 80 percent of the State's spending. Although the
opportunity to recover past losses is limited, executive agencies can
prevent losses in the future by improving their internal controls. The
Auditor General has made specific recommendations to help the various
executive agencies make such improvements.

Financial Operations

The State's ability to produce financial statements on time
continues to be a problem. Major private sector firms 1like IBM,
General Motors, and Hewlett Packard must produce audited financial
statements within 90 days after the close of their fiscal year. The
State of California, on the other hand, has six months to produce
audited financial statements. Nevertheless, as of February 14, 1986,
nearly eight months after the end of the fiscal year, the State has
been unable to produce even unaudited financial statements. As a
result of this delay, the State will be wunable to issue audited
financial statements before March 1986, approximately nine months after
the end of the 1984-85 fiscal year. One of the major causes of this
delay is the 1late submission of financial reports by many state
agencies. Of the 294 agencies that are required to submit year-end
financial reports to the State Controller, 176 agencies submitted their
final reports late. This lack of fiscal accountability and discipline
contributes to the financial control breakdowns and losses of state
funds that occur each year.

We noted weaknesses in 16 of the state agencies whose

financial operations we reviewed in detail. These 16 agencies account
for approximately 75 percent of the State's spending. Fourteen

ii



agencies had deficiencies in reporting practices. These deficiencies
include improperly recording transactions in the accounting records and
inadequately preparing various reconciliations and year-end financial
reports. As a result of these deficiencies, some agencies' financial
reports were neither complete nor accurate.

Nine agencies did not adequately control the collection of
revenues. Six agencies did not promptly bill for goods or services
rendered or were slow in collecting money owed the State. Two agencies
did not promptly deposit collections. As a result, we estimate that at
least $1.3 million of the State's potential revenues are now
uncollectible, and the State 1lost potential interest earnings of at
least $1.5 million.

Fifteen agencies had weaknesses in controlling expenditures.
As a result of the poor payment procedures in many of these agencies,
two agencies spent $11 million more than the State had authorized, the
State lost approximately $10,000 in foregone vendor discounts, and some
employees were not paid appropriately. In addition, employees were
allowed to terminate employment before returning state property and
repaying outstanding advances.

The State cannot identify all of the assets that it owns
because it continues to exercise poor accounting control over billions
of dollars in fixed assets, including machinery, office equipment, and
computers. For this reason, the State is exposed to an increased risk
of loss of assets and cannot accurately report on general fixed assets
in its financial statements.

Finally, in maintaining its accounting records, the State does
not fully comply with generally accepted accounting principles, which
are recognized throughout the nation. As a consequence, the State
Controller must continue to spend state time and money to convert the
State's financial reports so that they comply with these principles and



are comparable to those of other governmental entities and, therefore,
are understandable and acceptable to the investment community.
Although the State has made some progress in gaining a greater degree
of compliance with generally accepted accounting principles, it should
continue to move toward full compliance.

Electronic Data Processing Activities

We reviewed electronic data processing (EDP) activities in 13
state agencies; 8 of these agencies did not properly control their EDP
activities. Failure to control EDP activities can result in
unauthorized changes to computer programs and files and the processing
of improper distribution of state funds. Agencies did not adequately
separate incompatible duties, did not maintain good systems and program
documentation to control program changes, and did not properly control
access to hardware, files, and documentation.

Internal Audit Activities

Six of the 13 internal audit units we reviewed did not
completely comply with the professional standards established by the
Institute of Internal Auditors, Inc. California Government Code
Section 1236 requires state agencies having internal audit units to
adhere to these standards. The standards embody the goals of internal
auditing pertaining to independence, professional proficiency, scope of
work to be performed, conduct in the performance of audit work, and
management of internal auditing departments.

When internal audit units fail to comply with professional
standards, external auditors may be precluded from relying on the work
that the internal auditors perform. Because the Auditor General could
not always rely on the work of internal auditors, the State's audit
costs are higher than they need to be.

iv



Compliance With State Regulations

In three areas, agencies did not comply with state regulations
that help the State maintain adequate control over budgeting,
collecting, and disbursing state monies. We noted weaknesses in
purchasing, school apportionments, and agency audits of service
providers and educational agencies.

Compliance With Federal Regulations

In numerous instances, state agencies were not complying with
federal requirements for administering federal grants. As a condition
of continued federal funding, the State must adhere to certain federal
regulations in disbursing the grant funds. Compliance requirements
typically address recipient eligibility, reimbursable costs, program
monitoring, and reporting.

The State did not fully comply with at least one federal
regulation in 31 of the more than 34 grants that we reviewed. As a
result, the federal government could penalize the State for not fully
complying with the grant requirements.



INTRODUCTION

As part of our examination of the General Purpose Financial
Statements of the State of California for the fiscal year ended June
30, 1985, we studied and evaluated the State's system of internal
controls. The purpose of our study of the system of internal controls
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, and (2) determining compliance with federal grant
requirements, laws, and regulations. In conducting our audit, we
performed detailed reviews in 32 of the State's 294 agencies required
to submit financial reports. In dollar volume; these 32 agencies
account for approximately 80 percent of the Statg's spending. We also
performed centralized testing that encompassed the operations of all of

the State's agencies.

We reviewed the internal audit units of 13 state agencies for
compliance with professional standards. We conducted two kinds of
reviews of internal audit units: in-depth reviews and Tlimited-scope
reviews. In the 1in-depth review, we examined compliance with the
“Standards for the Professional Practices of Internal Auditing" of the
Institute of Internal Auditors, Inc. We selected five internal audit
units for these in-depth reviews: the Franchise Tax Board's Internal
Audit and Evaluation Bureau, the Department of Health Services'
Internal Audit Section, the State Controller's Management Audits and

Review Section, the Department of Transportation's Caltrans Audits
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Office, and the Department of Water Resources' Internal Audit Office.
We conducted limited-scope reviews of eight other internal audit units.
We 1imited our review of these units to determining the scope of the
internal audit work they performed and the degree to which the internal

audit units were independent of the activities they audited.

We reviewed all federal grants over $20 million for compliance
with federal regulations except one, which was audited by other
independent auditors. In all, we reviewed 34 of the 261 federal grants
administered by the State for compliance features specified by the
federal regulations governing the grants. These grants represent
95 percent of the federal funds received in fiscal year 1984-85. In
addition, as part of our examination of the financial statements, we
selected transactions related to other federal programs and reviewed

these transactions for compliance with applicable federal regulations.

We also examined 17 agencies' transactions for compliance with
state laws to identify problems that could materially affect the
State's financial statements. These state laws provide state agencies
with the requirements they must follow to ensure that the State
maintains adequate control over budgeting, collecting, and disbursing

state monies.

We present our report on the evaluation of the State's system
of internal controls on page 45. In other sections of this report, we

discuss the weaknesses in financial operations, weaknesses in



electronic data processing activities, and weaknesses in internal audit
activities. We also discuss weaknesses 1in compliance with state
regulations and weaknesses in compliance with federal regulations
governing the administration of federal grants. We also present a
detailed description of the weaknesses we found in each agency and

provide our recommendations to correct those weaknesses.

Between July 1, 1984, and December 31, 1985, the Auditor
General issued 71 audit reports. Many of these reports discussed
improvements needed in internal controls. These reports are available

to the public upon request. (Their titles are listed in Appendix A.)



AUDIT RESULTS

I

WEAKNESSES IN FINANCIAL OPERATIONS

The State's ability to produce financial statements on time
continues to be a problem. Of the 294 agencies that are required to
submit year-end financial reports to the State Controller, 176 agencies
submitted their final reports late, delaying the completion of the

State's audited financial statements.

We noted weaknesses in 16 of the state agencies whose
financial operations we reviewed in detail. These 16 agéhcies account
for approximately 75 percent of the State's spendihg. Financial
operations include all reporting, revenue, and expenditure activities.
Due to deficient reporting practices in 14 agencies, the same
accounting transactions were not recorded consistently, and financial

information was often incorrect.

Nine agencies did not adequately control revenue activities.
As a result, the State not only lost the use of its money, it also lost
potential interest revenue of at 1least $1.5 million. Finally, 15
agencies did not adequately control expenditure activities. Because of
this lack of control, 2 agencies disbursed more funds than they were
authorized to spend and 4 agencies inappropriately paid employees.
(Tables showing the distribution of weaknesses in financial operations

by state agency appear on pages 53 through 55.)
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Late Financial Reports

As part of our examination, we reviewed the promptness with
which the agencies are submitting their year-end financial reports to
the State Controller. Of the 294 agencies submitting year-end reports,
176 state agencies did not submit their reports to the State Controller
by the required due dates or submitted revised reports after the due
dates. Agencies that were late with their reports totaled 161. In
addition, 24 agencies submitted revised financial reports to the State
Controller after the required due dates, including 15 agencies whose

original reports had been on time.

A State Controller's memorandum dated May 24, 1985, requires
agencies having only General Fund appropriations to submit reports by
July 22; the memorandum requires multi-funded agencies to submit
General Fund reports by July 31 and reports for all other funds by
August 20. Of the 294 agencies submitting year-end reports, 161

agencies (55 percent) submitted late reports, as shown in Table 1.



TABLE 1

AGENCIES SUBMITTING LATE REPORTS
TO THE STATE CONTROLLER
(AS OF JANUARY 7, 1986)

Number of Days Late Number of Agencies Percent

1-5 33
6-15 _ 65
-16-30 30
31-45
46-60
61-75
76-90
Over 90
Not In
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In addition, of the 294 agencies submitting year-end financial
reports, there are 42 agencies that maintain their accounting records
using the complex computerized California State Accounting and
Reporting System (CALSTARS). Of the 42 agencies on the CALSTARS, 35

(83 percent) were submitted late, as shown in Table 2.



TABLE 2

AGENCIES ON THE CALSTARS
SUBMITTING LATE REPORTS
TO THE STATE CONTROLLER
(AS OF JANUARY 7, 1986)

Number of Days Late Number of Agencies Percent
1-5 8 23
6-15 9 25
16-30 7 20
31-45 2 6
46-60 1 3
61-75 5 14
76-90 1 3
Over 90 2 _6
35 100

The 1installation of the CALSTARS contributes to the continued
lateness of financial reports. For example, the Department of Social
Services submitted its 1983-84 financial reports for the General Fund
45 days after the due date prescribed by Department of Finance
Management Memo 84-14. In fiscal year 1984-85, after converting from a
manual accounting and reporting system to the CALSTARS, the department
submitted its General Fund financial reports 98 days late, 43 days

later than it did when it reported its financial operations manually.

While some of the delay may be caused by the conversion
process, delays in reporting by agencies that have been on the CALSTARS
for some time have not significantly improved. For example, the State
Department of Education, which converted to CALSTARS in 1981, is still

unable to submit its financial reports on time. For fiscal year



1984-85, the department submitted its General Fund reports 54 days late

and its other funds' reports 34 days late.

The Standard and Poors Corporation, an organization that rates
California's bonds, states that an annual examination of the General
Purpose Financial Statements, prepared in accordance with generally
accepted accounting principles, should be performed within six months
of the end of the fiscal year. The state agencies' failure to submit
final financial reports by the due dates delays the completion of the
State's audited financial statements and may cause the Standard and
Poors Corporation to lower the State's bond rating. Because bond
interest rates generally increase as ratings decrease, noncompliance
with the Standard and Poors Corporation's request may result in

additional interest costs to the State.

Weaknesses in Reporting Activities

Fourteen state agencies did not adequately control reporting
activities. Reporting activities include recording transactions in the
accounting records and preparing various reconciliation and year-end
financial reports. The following paragraphs detail the specific
reporting activities in which we noted deficiencies and provide

examples of the types of weaknesses that we found.



Preparation of Financial Reports

We reviewed the mathematical accuracy and completeness of the
financial reports at 17 agencies. Two of these agencies inadequately
prepared or failed to prepare all required financial reports. The
Department of Motor Vehicles, for example, did not prepare its year-end
financial reports in accordance with the State Administrative Manual.
The department did not correctly prepare the Accrual Worksheet, the
Final Budget Report, the Final Reconciliation of Controller's Accounts
With Final Budget Report, and the Pre-closing Trial Balance. In
another 1instance, the Board of Governors of the California Community
Colleges did not include approximately $9 million of amounts due to
local governments on its Report of Accruals to the State Controller's
Accounts for one of its funds. The board also inadequately prepared
the Adjustments to Controller's Accounts and the Final Reconciliation
of Controller's Accounts With Final Budget Report for two of its funds.
Because of this type of deficiency, agencies' financial reports are

neither complete nor accurate.

Accounting Practices

Eight agencies did not follow accounting practices prescribed
by the Department of Finance, as stipulated in the State Administrative
Manual, or as prescribed by other state regulations. As a result of
these deficiencies,  account balances were misstated, and transactions

were not recorded consistently from agency to agency.
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For example, the Department of Social Services inadequately
accounted for prepayments to other governments at June 36, 1985, in the
Social Welfare Federal Fund. In addition, the department failed to
properly report advances of approximately $84.8 million that were
outstanding at June 30, 1985, and a loan from the General Fund that was
made on June 28, 1985, to cover this advance. As a result, the Due to
Other Funds account in the Social Welfare Fund was understated by

approximately $84.8 million.

Additionally, the Employment Development Department
inaccurately reported the year-end accruals for the Consolidated Work
Program Fund. Rather than accruing individual Job Training Partnership
Act subgrant agreements, the department netted the total reported
expenditures for the program against the total advances for the
program. As a result, four accounts in the Consolidated Work Program

fund were understated at June 30, 1985, by $2 million each.

Reconciliations

Nine agencies did not adequately reconcile their accounts.
Reconciliations are an important element of internal control because
they provide a high 1level of confidence that transactions have been
processed properly and that the financial records are complete.
Failure to reconcile accounts may prevent the prompt detection of
unauthorized transactions or errors and can result in the misstatement

of account balances. For example, the schools unit of the State
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Controller's office did not reconcile amounts it recorded as .bond
interest and redemption paid by the General Fund for the State School
Building Aid Fund to the Monthly Statement of Bond Interest and
Redemption received from the State Treasurer's office. As a result,
the unit did not detect an error in its recording of a $2.4 million
General Fund interest payment for the State School Building Aid Fund
that was charged to the School Lease-Purchase Fund. In addition, the
State Department of Education did not reconcile State School Fund
expenditures of $8 billion to General Fund appropriations. As a
result, the department inappropriately accrued a $9.5 million

lTiability.

Accountability for Fixed Assets

State agencies do not maintain sufficient records either to
determine or to estimate the original cost of acquiring general fixed
assets. Furthermore, state agencies do not take inventory of fixed
assets promptly. For example, the State Department of Education, which
has accountability for approximately $4 million in state property, took
approximately five years to complete the last physical inventory cycle
instead of three years, as required by State Administrative Manual
Section 8659. The 1lack of adequate controls over property could

result in a loss of assets to the State.

Because state agencies have not maintained appropriate property

records, the State is exposed to an increased risk of loss of assets,
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and the State Controller was unable to present the General Fixed Assets
Account Group in the State's General Purpose Financial Statements. As
a result, for the past four years, the Auditor General has had to
qualify his opinion on the fairness of the presentation of the General

Purpose Financial Statements.

Weaknesses in Revenue Activities

Nine state agencies did not adequately control revenue
activities. Revenue activities include the receipt of tax collections
and federal grants, billings for delinquent taxes and for goods and
services rendered, and subsequent follow-up and collection of those
billings. The following paragraphs detail the specific revenue
activities in which we noted deficiéncies and provide examples of the

types of weaknesses that we found.

Billing for and Collecting Receivables

Six agencies had inadequate procedures for billing for
services rendered or for collecting money owed to the State. State
Administrative Manual Sections 8776.3 and 8710.1 require agencies to
bill as soon as possible after recognizing a claim due the State and to

develop procedures for collecting accounts receivable.

The State lost at Tleast $1 million in potential interest

income because the Department of Social Services did not promptly
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obtain federal reimbursement for funds expended from the State
Expenditure Revolving Fund and for costs of services prbvided by other
agencies. In addition, the State Department of Education's accounts
receivable collection procedures do not ensure that Child Development
Program receivables are collected promptly. We observed the same
weakness in fiscal year 1983-84; however, the State Department of
Education has not performed any significant collection activities for
receivables totaling approximately $1.3 million. Because of the
department's inadequate collection procedures, we believe that the

department will not be able to collect this amount at all.

Depositing Collections

During our review of revenue activities, we found that two
agencies did not promptly deposit collections. State Administrative
Manual Section 8030.1(3) requires bank deposits to be made on the day
of receipt if possible and no Tlater than the next working day.
However, at Tleast 63 percent of all of the Department of Motor
Vehicles' deposits from the department's unit for mail-in registration
and driver's license renewal and at least 24 percent of deposits from
all other units within the department are made later than the working
day following receipt. As a result of the department's late deposits,
we estimate that the State lost approximately $500,000 in interest

income during fiscal year 1984-85.
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Recognizing Revenues

One agency did not accurately report to the State Controller
revenue that had been earned as of June 30, 1985. State Administrative
Manual Section 8290 requires that amounts that are earned but not
received by the end of the fiscal year be accrued as revenue of the
current year if they are estimated to be collectible within one year.
The State Controller uses information reported by agencies to prepare
the State's annual financia] statements. If the agencies submit
erroneous or incomplete information and the errors are not detected,

the State's annual reports will be incorrect.

The California Student Aid Commission exhibited this weakness.
The commission did not recognize all revenue from insurance premiums
related to the 1984-85 fiscal year because the commission does not
require the E.D.S. Corporation, its processor of student 1loans, to
follow proper accrual procedures for financial reporting purposes. As
a result, the E.D.S. Corporation did not include in its June report
premium deposits of $297,000 that it received between June 19 and

June 30, 1985.

Separation of Duties
Involving Revenues

Two agencies did not adequately separate incompatible duties
involving revenues. State Administrative Manual Section 8080 Tists the

duties that should be segregated. For example, employees who initiate
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or prepare invoices in conjunction with reconciling bank accounts and
posting to the general ledger or any subsidiary ledger affected by cash
transactions should not keep more than one book of original entry.
However, at the Board of Governors of the California Community
Colleges, one employee prepares and reviews invoices, maintains the
invoice and disbursements registers (books of original entry),
maintains the general Tledger and receivables ledgers, and reconciles
the bank statement. Unless incompatible duties are adequately

separated, employees can effectively conceal irregularities.

Weaknesses in Expenditure Activities

Fifteen state agencies maintained inadequate control over
expenditure activities. Expenditure activities include payroll,
purchase of and payment for goods and contracted services, and payment
of benefits or grants to individuals or other governmental entities.
While agencies generally initiate and authorize requests for payment,
the State Controller prepares and issues the warrants for payment.
However, under certain circumstances as specified in the State
Administrative Manual, agencies are authorized to prepare and issue
payments from their own revolving funds. The following paragraphs
detail the specific expenditure activities in which we noted

deficiencies and provide examples of the types of weaknesses we found.
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Control Over Payroll Expenditures

Four agencies did not adequately control payroll expenditures.
As a result, some employees were not paid appropriately, and other
employees were allowed to terminate employment before returning state
property and repaying outstanding advances. For example, at
June 30, 1985, separated employees owed the State $3,149 in salary and
travel advances because the Board of Equalization did not receive the
separating employees' clearance forms before it issued the final pay

warrants.

In addition, eight agencies did not ensure that lump sum leave
payments made to separating employees had been computed correctly. As
a result, these agencies made errors in the final payments to eight

employees.

Control Over Disbursements

Nine agencies did not maintain proper control over
disbursements. Failure to control disbursements can result in
erroneous, unauthorized, or duplicate payments. For example, the
Department of General Services did not adequately control disbursements
made through the Architecture Revolving Fund. As a result, tﬁe Office
of the State Architect spent $278,000 more for six projects than the
Department of Finance authorized. In another instance, the State Tlost
approximately $10,000 because the Department of Social Services failed

to take advantage of vendor discounts during fiscal year 1984-85.
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Control Over Revolving Fund

Five agencies did not adequately control the use of their
revolving funds. We found weaknesses in preparing, recording, and
reconciling revolving fund transactions. For example, the Department
of Transportation exceeded the 1imit authorized for its office
revolving fund 10 out of 12 months during fiscal year 1984-85. During
the Tlast 10 months of fiscal-year 1984-85, the department overdrew its
revolving fund checking account in the Centralized State Treasury
System by an average of $10.8 million per month. We observed the same
condition during our financial audit for fiscal year 1983-84. When an
agency overdraws its revolving fund, the agency is financing its

operations with monies from other funds.

Recognizing Expenditures

Ten agencies did not accurately report their expenditures as
of June 30, 1985. Because the State Controller uses the information
that agencies submit to prepare the State's annual financial
statements, agencies' failure to submit complete and accurate

information could lead to errors in the State's financial statements.

For example, the Department of Water Resources must prepare
financial statements on December 31 and on June 30 of every year for
the benefit of bondholders and state government, respectively. The

preparation of the financial statements requires full accrual
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adjustments every six months. The department's accountant erroneously
made the accrual adjustment at June 30, 1985, for a 12-month period
rather than a 6-month period, thus overstating expenses in the
California Resources Development Bond Fund by more than $32.7 million.
As a result, the department submitted incorrect financial reports to

the State Controller.

The Department of Social Services also used improper accrual
procedures. In most instances, the department's accounting personnel
inappropriately accrued all of the remaining appropriation balance in
the General Fund and the Federal Trust Fund without determining whether
there was supporting documentation to substantiate these year-end
accruals. Consequently, the expenditures of the Federal Trust Fund and
the General Fund were overstated by $288 million and $36 million,

respectively.

Separation of Duties
Involving Disbursements

Two state agencies did not properly separate duties involving
processing and distributing payroll warrants and revolving fund checks.
One of these agencies did not adequately separate duties pertaining to
payroll and personnel functions. At the Department of Transportation,
employees who process attendance and other payroll documents at seven
maintenance stations in the San Francisco district receive and
distribute salary warrants. State Administrative Manual Section 8580.1

specifies that persons who receive salary warrants, distribute salary
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warrants to employees, or handle warrants for any other purpose should
not be authorized to process or sign personnel documents. Unless these
duties are separated, an employee could authorize a fictitious payment

for personal use.

GAAP Conversion

The State Controller prepares the Annual Report of the State
of California in conformity with the State's legal basis of accounting
and prepares the General Purpose Financial Statements in conformity
with generally accepted accounting principles (GAAP) for governmental
agencies. However, the Department of Finance has not provided
sufficient instructions in the State Administrative Manual to make the
conversion from the 1legal basis to the GAAP basis efficient and
reliable. As a result, the financial information that agencies provide

to the State Controller is frequently inadequate.

In addition, the financial information required under the GAAP
basis of accounting is more extensive than the information provided by
the 1legal basis of accounting. As a result, the State must develop
additional information for proprietary funds and nonexpendable trust
funds, lease commitments, the market value of the State's investments

in securities, and university auxiliary organizations.

Although the State is in the process of converting from its

legal basis to a GAAP basis in certain areas, until the State
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incorporates all of the necessary generally accepted accounting
principles into state 1law, the State must continue to'spend time and
money to convert its financial records so that they are comparable to
those of other governmental entities and, therefore, acceptable to the

investment community.
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WEAKNESSES IN ELECTRONIC
DATA PROCESSING ACTIVITIES

0f the 13 state agencies whose electronic data processing
(EDP) activities we reviewed, 8 did not have adequate internal controls
over their EDP activities. EDP activities include recording and
processing daily business transactions as well as designing and
maintaining the EDP system. We found weaknesses in separation of
duties, systems documentation, access control, provision for backup,
and input control. (A table showing the weaknesses in electronic data
processing acti&ities by state agency appears on page 57 of this

report.)

Separation of Duties

Two state agencies did not separate incompatible duties. For
example, at the Department of Water Resources, some computer operator
duties are assigned to individuals who also have responsibility for
monitoring computer operations. For instance, the monitoring of the
computer mainframe is assigned to data control technicians, and the
individual who has the responsibility for monitoring the use of the
data library also assigns access passwords. These control weaknesses

could result in unauthorized changes to data files.
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System Documentation

Two state agencies have not properly documented their EDP
systems. For example, the Board of Governérs of the California
Community Colleges, which apportions approximately $1.1 billion
annually to community colleges, does not have adequate documentation of
the planning and testing of its EDP system and programs, its
programming changes resulting from statutory requirements, and its
¢reation and maintenance of the system and programs. Effective
internal control over EDP activities requires evidence of controls over
system design, development, testing, and changes of the EDP system and

programs.

Access Controls

Two state agencies had 1inadequate controls over access to
documentation, files, programs, and hardware. For example, the
Department of Motor Vehicles has not adequately restricted access to
jts EDP system. The system does not lock the user out after a given
number of unsuccessful attempts to gain access from an on-line
terminal. Additionally, the department's system does not record all
unsuccessful attempts to gain access with an unauthorized password.
Failure to limit access to an EDP system increases the potential for
unauthorized modifications to files as well as misuse of the computer

hardware.
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The Department of watér Resources also has not adequately
restricted access to its EDP system. System software programmers have
unrestricted and unsupervised access to the computer room. Moreover,
the department maintains system, program, and data files in the library
and on the floor of the computer room without restricting access to the
files. This lack of adequate restriction could result in unauthorized

manipulation of accounting, program, and system information.

Backup Provisions

We also noted that the Department of Water Resources and the
Department of Motor Vehicles do not have adequate EDP backup
procedures. For example, the Department of Water Resources does not
sfore all critical EDP history files at an off-site location to ensure
safekeeping in the event of an accident or natural disaster at the EDP
facility. In the event of an accident or natural disaster, the
department would have difficulty recreating billing information and

financial statements.

Similarly, the Department of Motor Vehicles does not have
provisions for off-site backup hardware for its EDP systems in the
event of a major disaster. The department has advised us that, at this
time, there are no facilities in California that have adequate hardware
that 1is compatible with the department's hardware and is also capable

of processing the department's volume of work. Consequently, a major
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shutdown of the department's EDP system could result in the loss of
revenues to the State and local governments and the loss of information

data bases used by law enforcement agencies.

Input Controls

Four state agencies have inadequate input controls. For
example, the State Department of Education's accounting personnel do
not always request or justify the use of fund control overrides. We
observed a similar weakness in this department in fiscal years 1982-83
and 1983-84. When the proper authorization and justification process
is not used, the department minimizes the effectiveness of the fund

control edits.

Finally, the Department of Social Services did not promptly
review its EDP system's error report during fiscal year 1984-85.
Effective internal control over EDP activities requires agencies to
review and control all errors detected by the EDP system and to ensure
that transactions are corrected and reentered into the system. We
noted that in some cases the department did not resolve errors detected
by its EDP system for over three months; as a result, reports were

misstated.
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VARIANCES FROM INTERNAL
AUDIT STANDARDS

Six of the 13 internal audit units we reviewed did not
completely adhere to the "Standards for the Professional Practice of
Internal Auditing" (professional standards) of the Institute of
Internal Auditors, Inc. California Government Code Section 1236
requires that state agencies' internal audit units comply with these
professional standards, which embody the goals of internal auditing
that pertain to independence, professional proficiency, scope of work
to be performed, conduct in the performance of audit work, and

management of internal auditing units.

Internal audit units are a basic component of internal
control. These units review and evaluate an agency's internal controls
and appraise the efficiency of the agency's operations. They provide
management with recommendations to remedy internal control weaknesses,
thus increasing the overall éfficiency of agencies' operations. In
addition, under certain conditions internal audit units may assist
external auditors in performing audit work, thus reducing the State's

costs for audits.

Unless the internal audit units comply with professional
standards, management lacks assurance that the work of the internal

auditors can be relied upon. In addition, external auditors may be
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precluded from using the work of internal auditors when the internal
auditors do not comply with professional standards. (A table showing
variances from internal auditing standards by state agency appears on

page 59 of this report.)

Independence Standard

Four internal audit wunits were not organizationally
independent of all the activities they audited. For example, the
internal auditor of the Department of Alcohol and Drug Programs reports
to the Chief of the Financial Planning and Audit Section. The chief
has authority over the activities that the internal auditor reviews,
such as accounting, financial planning, and contracting. Thus, the
internal auditor reviews activities and functions managed by his
supervisors. Lack of organizational independence can 1limit an

auditor's objectivity.

The professional standards require that the internal auditor
be responsib]e‘to an individual 1in the department with sufficient
authority to promote independence and to ensure broad audit coverage,
adequate consideration of reports, and appropriate action on audit

recommendations.
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Performance of Work Standard

Three of the 13 agencies we reviewed did not comply with the
professional standards related to the performance of audit work. For
example, the workpapers of the State Department of Education's Internal
Management Audits section did not provide enough information to support
audit findings and recommendations. The professional standards require
that information be sufficient, competent, relevant, and useful for
providing a sound basis for audit findings and recommendations. The
auditors did not adequately document their sources of information,
their audit methodologies, their analyses, and their conclusions.
These types of deficiencies make it difficult to review workpapers and
to determine whether there 1is sufficient evidence to support audit

results.,

Management of the Internal
Auditing Department Standard

The internal auditing department of one agency we reviewed,
the Department of Water Resources' Internal Audit Office, has no formal
audit charter outlining the purpose, authority, and responsibility of
the office as required by the standards related to management of the
internal auditing department. Proper management of an internal
auditing department ensures that the audit work fulfills management's
objectives and that the internal auditing department efficiently and

effectively employs its resources.
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WEAKNESSES IN COMPLIANCE
WITH STATE REGULATIONS

The State Constitution and certain state statutes establish
the requirements that state agencies must follow to ensure that the
State maintains adequate control over budgeting, collecting, and
disbursing state monies. We tested 17 state agencies' compliance with
state requirements to identify weaknesses that could materially affect
the State's financial statements. Our objective was to determine

whether the State could be assured of the following controls:

The budget is controlled according to the directions of the

Legislature;

- Agency financial records agree with those of the State

Controller;

- Records of funds held by the State Treasurer agree with the

records of the State Controller;

- Securities purchased and held by the State are limited to

those authorized by Government Code Section 16430.

- Bank deposits are protected by collateral held by the State

Treasurer as required by Government Code Section 16500,
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Procurements of materials, supplies, equipment, and services

are made in accordance with the Public Contract Code;

Investment income of the Pooled Money Investment Account is
properly allocated to state funds and to local agencies

investing through the Local Agency Investment Fund;

School apportionments are made in accordance with various

Education Code sections;

Sales tax collections are distributed to local governments in

accordance with laws and contracts with local governments;

Proceeds of state gasoline taxes are used in accordance with

Article XIX of the State constitution;

Funds for 1local health programs are allocated to 1local
governments in accordance with various Welfare and

Institutions Code sections;
Motor vehicle 1license fees and trailer coach fees are
apportioned to <cities and counties in accordance with

Section 11005 of the Revenue and Taxation Code; and

Audits of local service providers and educational agencies are

performed or monitored in accordance with Welfare and

-32-



Institutions Code Section 11462 and Education Code Section

41020, respectively.

Our examination did reveal three areas in which the State did
not comply with state requirements. These areas are discussed in the

following paragraphs.
Procurements

Not all state agencies are evaluating contracts within the
time specified by the Public Contract Code. We tested 57 contracts in
11 state agencies. The contract term for 45 of these contracts had
ended at least 30 days before our test; however, we found that the
state departments had nof evaluated 25 of the 45 completed contracts.
These 25 contracts totaled $928,000. Public Contract Code Section
10347 requires each state agency to prepare and submit, within 30 days
of the completion date of the contract, an evaluation of each contract
awarded. The Department of General Services reviews these evaluations
before entering into a new contract with the vendor. If state agencies
do not promptly prepare and submit the contract evaluations to the
Department of General Services, the department might inadvertently

contract with a vendor who is unreliable.
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School Apportionments

The Local Assistance Bureau of the State Department of
Education did not calculate the School Improvement Program entitlements
for fiscal year 1984-85 in accordance with provisions of the Education
Code. The Local Assistance Bureau gave those school districts that
were disallowed a cost of 1iving adjustment as determined by Education
Code Section 52048 the same amount of funding that the school districts
received in fiscal year 1983-84. However, based on an interpretation
of the Education Code made by the Auditor General's legal counsel, the
Local Assistance Bureau should have based its calculations of the
School Improvement Program funding for fiscal year 1984-85 on Education
Code Sections 52046(b)(1) and 52046(b)(2) rather than Section 52048.
Sections 52406(b)(1) and 52406(b)(2) require an adjustment of the
previous year's funding by the student attendance figures. If the
bureau does not apply Sections 52046(b)(1) and 52406(b)(2) to
apportionments, school districts whose student attendance figures
increase or decrease from year to year will not be granted a

corresponding increase or decrease in the entitlement.
Audits

The Department of Social Services did not perform audits
required by Welfare and Institutions Code Section 11462 on some of the

group homes that accept children whose placement is funded under the

Aid to Families with Dependent Children - Foster Care (AFDC-FC)
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program. Therefore, the department Tlacks assurance that the group
homes are using state and federal funds for authorized purposes, and it

may be jeopardizing the continuation of federal grant funds.

We also noted that the Department of Finance failed to arrange
for audits of local educational agencies that had not submitted the
required audit reports to the State Department of Education in
accordance with Education Code Section 41020. For example, our review
of the State Department of Education's National School Lunch and School
Breakfast programs revealed that two school districts have not
submitted audit reports for the year ended June 30, 1984. One of these
districts also failed to submit audit reports for the fiscal years
ended June 30, 1982 and 1983, even though that district received more
than $900,000 in federal funds from the National School Lunch and
School Breakfast programs between July 1, 1981, and June 30, 1984.
Without an audit report, the State Department of Education is unable to

verify that those funds were properly spent.
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WEAKNESSES IN COMPLIANCE
WITH FEDERAL REGULATIONS

The federa] government requires the State to comply with
specific criteria on each of the grant programs (programs) that the
federal government gives to the State. Typically, federal requirements
address recipient eligibility, reimbursable costs, program monitoring,
and reporting. State agencies failed to comply with at least one
federal regulation in 31 of the more than 34 programs we reviewed. The
federal government could require the State to return all funds that the

State spent while not in compliance with federal grant requirements.

Our report on compliance with federal grant requirements
begins on page 209 of this report. In addition, a table showing the
distribution of weaknesses in compliance with federal regulations by
program appears on page 61 and 62 of this report. The following
paragraphs detail the specific areas in which we noted that state
agencies did not comply with federal regulations and provide some

examples of the instances of noncompliance we found.

Federal Financial Reports

Most federal programs require the State to submit financial
reports periodically. We reviewed federal financial vreports for

mathematical accuracy, reconciliation to the accounting records, and



promptness of submission. We found that the State had incorrectly
prepared, failed to prepare, or did not submit on time réquired federal
reports for 15 programs we reviewed. In one case, we estimate that the
State lost over $300,000 in potential interest earnings because of

errors in federal reports.

Failure to reconcile federal financial reports to the
accounting records can result in the misstatement of claims for cash
advances and reimbursements from the federal government and may also
prevent the early detection of irregularities such as erroneous

adjustments and failure to receive federal funds.

The Student Aid Commission had an outside contractor
accumulate information that the commission includes in its quarterly
federal reports. Because the commission does not check the accuracy of
accumulated informatién, it was unaware that its federal reports
contained errors. As a result of the errors, the federal government
did not reimburse the commission for administrative costs until the
commission submitted accurate reports. We estimate that the State lost
approximately $350,000 in potential interest earnings because of the

commission's delay in submitting accurate reports.

Moreover, five state agencies did not submit required federal
reports on time. For example, the Office of Economic Opportunity was
late in submitting its required 1984-85 annual report on the number and

income level of households served under the Low-Income Home Energy
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Assistance program. Additionally, the information contained in the

report was not accurate.

Support for Expenditures

To claim federal reimbursement for program costs, the State
must have documentation that costs were}incurred and appropriately
charged to the federal program. However, the State did not maintain
adequate support f;r program costs in 12 of the programs that we

reviewed.

For example, the State Department of Education corrected
reimbursement claims for the National School Lunch, School Breakfast,
and Child Caré Food programs without obtaining proper documentation
from the sponsors. The department corrected inaccurate reimbursement
claims through telephone conversations with the sponsors but did not
request that the sponsors submit amended claims. Without adequate
documentation, the department is in an indefensible position when a

discrepancy occurs between its records and a sponsor's records.

In addition, the Department of Health Services' Toxic
Substances Control Division paid 1invoices submitted by one of the
contractors despite the lack of supporting documentation such as travel
jtineraries, airline tickets, car rental receipts, automobile mileage,
and other miscellaneous receipts. Of the audited total of $22,980 paid
to the contractor for travel and miscellaneous costs for fiscal year

1984-85, there was support for only $9,484 of paid invoices.
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Program Monitoring and Auditing

For many of the programs we reviewed, federal regulations
required the State to monitor program activities, to audit programs, or
to enforce audit requirements. However, the State did not adequately
perform its monitoring and auditing responsibilities in 22 of the

programs we reviewed.

For example, the State Department of Education did not
adequately monitor Migrant Education Program activities. Federal
requlations for that program state that only properly identified
migratory children are eligible to participate in the program.
However, the Department's Child Development Division staff do not
interview any of the parents of migratory children to ensure that

recruiters from local agencies are correctly assessing eligibility.

Additionally, federal regulations require that audits of the
National School Lunch, School Breakfast, and Child Care Food programs
be conducted not less frequently than once every two years. However,
we found that 14 of the 70 Child Care Food Program sponsors we tested
either did not submit an audit report to the State Department of
Education or submitted a report that did not meet the biennial audit
requirement. In addition, 59 sponsors participating in the National
School Lunch and School Breakfast programs have not submitted
acceptable audit reports within the guidelines required by federal

regulations. Each of these sponsors received more than $25,000 during
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fiscal year 1983-84, and the sponsors received over $5,000,000 in total
during that period. One particular school district received over
$900,000 in federal funds under the National School Lunch and School
Breakfast programs and has failed to submit audit reports for fiscal

years 1981-82, 1982-83, and 1983-84.

Federal regulations require the departments to develop
procedures to provide proper control over cash advances to counties.
We found that the Department of Mental Health does not provide adequate
control over cash advanced to counties for Alcohol, Drug and Mental
Health Services block grants. The department does not review the
counties' requests for cash advances to determine if the counties meet
all federal and state requirements. For instance, as of
October 31, 1985, Los Angeles County and Sacramento County had not
submitted either their final cost reports for fiscal year 1983-84 or
their quarterly Grant Financial Status Reports for the quarter ending
June 30, 1985. However, these counties received cash advances of
$5,347,000 and $25,725, respectively, from December 1, 1984, through
June 30, 1985, even though the department's policy requires that cash
advances to counties be suspended if they fail to submit final cost

reports by the due date.

Drawdown and Disbursement of Federal Funds

Federal regulations require the State to minimize the time

between the transfer of funds from the U.S. Treasury and the
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disbursement of those funds by the State. Similar federal requirements

apply to advances of federal funds from the State to grant recipients.

Three state agencies did not draw or disburse federal funds in
accordance with - federal regulations. One agency requested federal
funds before they were needed, and other agencies did not request
federal funds as soon as they were entitled to them. Delay in
requesting federa] funds results in a loss of interest revenue for the
State, while early drawdowns of federal funds allows the State to earn

interest on monies that could be available to the federal government.

For example, of the $606 million of federal funds that we
reviewed at the State Department of Education, approximately $130
million was drawn and held for periods of 11 to 34 days before the
State disbursed the money. Federal guidelines require that the timing
and amount of cash advances of federal funds be as close as is

administratively feasible to the State's actual disbursement.

On the other hand, the Department of Rehabilitation, during
the first nine months of fiscal year 1984-85, requested federal monies
after claims were paid by the State Controller. We estimate that, as a
result, the State lost approximately $300,000 in potential interest

earnings.
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CONCLUSION AND RECOMMENDATIONS

During our review of 32 state agencies, we noted widespread
weaknesses in the internal controls designed to protect the State's
assets. These weaknesses occurred primarily because state agencies did
not follow the procedures prescribed in the State Administrative
Manual. As a result, the State lost at least $2 million in foregone

interest and lost discounts.

Of particular concern is the agencies' 1late submission of
year-end financial reports. Late submission of the agencies' financial
reports delays the completion of the State's audited financial
statements. Because of the delay in receiving the State's audited
financial statements, the Standard and Poors Corporation, an
organization that rates bonds, may lower California's bond rating.
This action may result in additional interest costs to the State, since

bond interest rates generally increase as ratings decrease.

Recommendations

The State of California must place greater emphasis on and
allocate a larger portion of available resources toward improving its
accounting, auditing, financial, and administrative control systems.

These systems are the key to ensuring that all state funds have proper
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accounting, that budgets are not exceeded, that cash and other assets
are protected from loss or theft, and that accurate financial
information is available to the Governor and the Legislature while they

are making financial decisions.

The Department of Finance should monitor state agencies to
ensure that agencies submit their year-end financial reports to the
State Controller by the due dates required by State Administrativé
Manual Section 7990 and revised annually by the State Controller's
memorandum. The Department of Finance should also monitor the state
agencies to ensure that agencies. correct the other weaknesses we

identified.
The management letters describing the weaknesses we found in

each state agency and our recommendations to correct those weaknesses

are presented on pageé 63 through 207.
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REPORT ON THE STUDY AND EVALUATION
OF INTERNAL CONTROL
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Telephone: STATE OF CALIFORNIA Thomas W. Hayes
(916) 445-0255 Auditor General

Office of the Auditor General

660 |] STREET, SUITE 300
SACRAMENTO, CA 95814

Members of the Joint Legislative Audit Committee
State of California

We have examined the General Purpose Financial Statements of the State
of California as of and for the year ended June 30, 1985, and have
issued our report dated December 20, 1985. We did not examine the
financial statements of the Pension Trust Funds, which reflect total
assets constituting 67 percent of the Fiduciary Funds. We also did not
examine the financial statements of certain Enterprise Funds, which
reflect total assets and revenues constituting 60 percent and
68 percent, respectively, of the Enterprise Funds. In addition, we did
not examine the University of California Funds.

As part of our examination, we studied the State's system of internal
controls, including applicable internal controls used in administering
federal financial assistance programs, to the extent we considered
necessary to evaluate the system as required by generally accepted
auditing standards and by the standards for financial and compliance
audits of the Comptroller General of the United States contained in the
U.S. General Accounting Office Standards for Audit of Governmental
Organizations, Programs, Activities, and Functions; and the provisions
of the Office of Management and Budget (OMB) Circular A-128, Audits of
State and Local Governments. For this report, we classified the system
of internal controls of the State of California into three areas:
financial operations, electronic data processing activities, and
internal audit activities.

We did not study the system of internal controls for the Pension Trust
Funds, certain Enterprise Funds, and the University of California Funds
because these funds were examined by other auditors.

The purpose of our study and evaluation was to determine the nature,
timing, and extent of the auditing procedures necessary for
(1) expressing an opinion on the State's General Purpose Financial
Statements, and (2) determining compliance with federal grant
requirements, laws, and regulations. Our study and evaluation was more
limited than would be necessary to express an opinion on the system of
internal controls taken as a whole or on any of the categories of
controls identified above.
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The Department of Finance and the management of the agencies of the
State of California are responsible for establishing and maintaining a
system of internal accounting controls. In  fulfilling this
responsibility, they are required to make estimates and judgments to
assess the expected benefits and related costs of control procedures.

The objectives of a system of internal controls, including internal
control systems used in administering federal financial assistance
programs, are to provide management with reasonable assurance that
assets are safeguarded against loss from unauthorized use or
disposition, that transactions are executed in accordance with the
authorization and policy of the Department of Finance and other
agencies, that transactions are recorded properly, and that management
is managing federal assistance programs in compliance with applicable
laws and regulations. Proper recording of transactions -permits the
preparation of financial statements in accordance with generally
accepted accounting principles.

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

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

Weakness in Accounting
for General Fixed Assets

The State does not maintain sufficient records to support the cost of
general fixed assets. Furthermore, the State does not consistently
inventory fixed assets and does not record all fixed assets in the
property records. This weakness 1in accountability results in an
increased risk of loss of assets. Furthermore, it makes it impossible
for the State Controller to present the General Fixed Assets Account
Group in the General Purpose Financial Statements.
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Recommendation

The Department of Finance should require all agencies to
comply with property accounting procedures that would allow
the State Controller to include the General Fixed Assets
Account Group 1in the General Purpose Financial Statements.
Complying with property accounting procedures would assist in
safequarding the assets of the State.

We considered this weakness in determining the nature, timing, and
extent of audit tests to be applied in (1) our examination of the
financial statements and (2) our examination and review of compliance
with laws and regulations, noncompliance with which could have a
material effect on the allowability of program expenditures for federal
financial assistance programs. Our reporting of this weakness does not
modify our December 20, 1985, report on the General Purpose Financial
Statements. While our study did not disclose any other material
weaknesses, it did disclose certain conditions requiring the attention
of management. The remaining sections of this report will discuss
these conditions.

This report is intended for the use of the State of California. This
restriction is not intended to 1imit the distribution of this report
which, upon acceptance by the Joint Legislative Audit Committee, is a
matter of public record.

OFFICE OF THE AUDITOR GENERAL

VAV
RT I. DAVIS, CPA
Deputy Auditor General

February 14, 1986
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WEAKNESS IN INTERNAL CONTROL
DISTRIBUTION BY STATE AGENCY
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Agency

WEAKNESSES IN REPORTING ACTIVITIES

Reconciliations

Accounting
Practices

Financial
Statements

Accounting Over
Property/Inventory

Other

California Community
Colleges, Board of
Governors of the

California State
University, Sacramento

California Student Aid
Commission

Corrections,
Department of

Education, State
Department of

Employment Development
Department

Equalization,
Board of

General Services,
Department of

Motor Vehicles,
Department of

Social Services,
Department of

State Controller
State Treasurer

Transportation,
Department of

Water Resources,
Department of
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Agency

California Community
Colleges, Board of
Governors of the

California Student Aid
Commission

Education, State
Department of

Equalization,
Board of

General Services,
Department of

Motor Vehicles,
Department of

Social Services,
Department of

State Treasurer

Transportation,
Department of

WEAKNESSES IN REVENUE ACTIVITIES

Billing and Identifying
Separation Collecting and Depositing Recognizing
of Duties Receivables Collections Revenues Other
X X
X X
X
X X
X
X X
X
X
X X X
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Agency

WEAKNESSES IN EXPENDITURE ACTIVITIES

Separation
of Duties

California Community
Colleges, Board of
Governors of the

California State
University, Sacramento

California State
University, San Jose

California Student Aid
Commission

Corrections,

Department of

Education, State
Department of

Employment Development
Department

Equalization,
Board of

General Services,
Department of

Health Services,
Department of

Motor Vehicles,
Department of

Social Services,
Department of

State Controller

Transportation,
Department of

Water Resources,
Department of

Control
Over

Payroll

Control Over
Revolving
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Control Over

Disbursements

Recognizing
Expenditures

Other




Agency

WEAKNESSES IN ELECTRONIC DATA PROCESSING ACTIVITIES
DISTRIBUTION BY STATE AGENCY

Separation Access System Backup Input
of Duties Controls Documentation Provisions Controls

Other

California Community
Colleges, Board of
Governors of the

California Student Aid
Commission

Education, State
Department of

Employment Development
Department

Motor Vehicles,
Department of

Social Services,
Department of

State Controller

Water Resources,
Department of
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Agency

VARIANCES FROM INTERNAL AUDIT STANDARDS
DISTRIBUTION BY STATE AGENCY

Independence
Standard

Professional
Proficiency
Standard

Scope
of Work
Standard

Performance
of Work
Standard

Management of
Internal Auditing
Department
Standard

Full Scope Reviews

State Controller

Water Resources,
Department of

Limited Scope Reviews

Alcohol and Drug
Programs,
Department of

Education, State
Department of

General Services,
Department of

Rehabilitation,
Department of
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DETAILED DESCRIPTION OF
WEAKNESSES BY STATE AGENCY



INDEX OF STATE AGENCIES

Agency

Department of Aging

Department of Alcohol and Drug Programs

Board of Governors of the California Community Colleges
California State University

California Student Aid Commission

Department of Corrections

Office of Economic Opportunity

Department of Education

Employment Development Department

Board of Equalization

Department of General Services

Department of Health Services

Department of Housing and Community Development
Department of Mental Health

Department of Motor Vehicles

Department of Rehabilitation

Department of Social Services

State Controller

State Treasurer

Department of Transportation

Department of Water Resources
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123
132
136
145
149
150
154
161
164
182
192
195
204



DEPARTMENT OF AGING

The Department of Aging administers one of the 34 federal programs we
reviewed. It is the U.S. Department of Health and Human Services
grant, Federal Catalog Number 13.633.

Item 1.

Finding:

Criteria:

Recommendation:

Accuracy of Federal Financial Reports

The department did not perform important
reconciliations that would provide reasonable
assurance that the department's Federal Cash
Transaction Report and the department's Federal
Financial Status Report are accurate. The data in
the federal cash journal, which are posted to the
Federal Cash Transaction Report, were not reconciled
to the department's general ledger accounts that are
reconciled to the State's central accounts
maintained by the State Controller. In addition,
the department did not reconcile its Federal
Financial Status Report of expenditures to the Area
Agency on Aging financial status reports of
expenditures. The Area Agency on Aging financial
status reports of expenditures were compiled by the
department to prepare its Federal Financial "Status
Report.

The Office of Management and Budget Circular A-102,
Attachment G, requires that federal financial
reports contain accurate and reliable financial
data. State Administrative Manual Section 7900
discusses the importance of reconciliations.
Reconciliations represent an important element of
internal control because they provide a reasonable
assurance that transactions have been adequately
processed and that financial records are complete.

The department should reconcile the data on the
Federal Cash Transaction Report to the department's
federal cash journal and to applicable department
general ledger accounts that are reconciled to the
State Controller central accounts. In addition, the
department should reconcile the data on its Federal
Financial Status Report to the data on the Area
Agency on Aging financial status reports.
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DEPARTMENT OF ALCOHOL AND DRUG PROGRAMS

The Department of Alcohol and Drug Programs administers one of the 34
federal programs we reviewed. It is the U.S. Department of Health and
Human Services grant, Federal Catalog Number 13.992.

Item 1. Inadequate Control Over Cash Advances to Counties

Finding: The department did not provide adequate control over
cash advances to counties for Alcohol, Drug, and
Mental Health Services Block Grant program. The
department requires counties to submit their annual
County Plan and Budget on or before October 1. In
our test of 13 out of 58 counties, we found that the
department's Program Review Section approved monthly
cash advances to 11 counties for the month of
November 1984, before the department received each
county's annual County Plan and Budget. The
department's policy requires suspension of cash
advances to counties if they fail to submit their
final County Plan and Budget on time. Failure to
adequately control cash advances to counties may
jeopardize the State's continued receipt of federal
block grants.

Criteria: U.S. Office of Management and Budget Circular A-102,
Attachment G, requires the department to develop and
implement procedures that will provide proper
control over cash advances to secondary recipients.

Recommendation: To ensure compliance with federal requirements, the
Program Review Section should follow the
department's policy to suspend cash advances to
counties if they fail to submit the required reports

on time.
Item 2. The Internal Auditor Is Not Sufficiently Independent
Finding: The department's internal auditor is not

sufficiently independent of the units he audits.
The internal auditor reports to the Chief of the
Financial Planning and Audit Section, who reports to
the Chief of the Division of Administration. The
Chief of Financial Planning and Audit Section has
authority over the activities that the internal
auditor reviews, such as accounting, financial
planning, and contracting. Furthermore, the Chief
of the Division of Administration also has authority
over functions the internal auditor reviews, such as
computer services and management services. Thus,
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Criteria:

Recommendation:

the internal auditor reviews functions managed by
his supervisors. .

California Government Code Section 1236 requires
state agencies that conduct internal auditing
activities to use the "Standards for the
Professional Practice of Internal Auditing" of the
Institute of Internal Auditors, Inc. The standards
state that the internal auditor should be
responsible to an individual in the department with
sufficient authority to promote independence and to
insure broad audit coverage, adequate consideration
of reports, and appropriate action on audit
recommendations.

The director of the department should require the

internal auditor to report directly to the deputy
director.
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BOARD OF GOVERNORS OF THE CALIFORNIA COMMUNITY COLLEGES

Criteria:

Recommendation:

Late Financial Reports

Multi-funded agencies are required to submit
financial reports for the General Fund by July 31;
financial reports for all other funds must be
submitted by August 20. However, the board did not
submit its financial reports to the State Controller
until October 6, 1985. In addition, the board
submitted several revisions to its year-end
financial reports on November 21, 1985. The board's
fiscal officer attributes the board's inability to
meet financial report deadlines primarily to
understaffing in the Accounting and Budget Section
throughout most of fiscal year 1984-85. Also, the
board's fiscal officer noted that most of the
accounting personnel were not adequately trained for
using the California Statewide Accounting and
Reporting System (CALSTARS). As a result of these
factors, a backlog of accounting work existed at
year-end. Failure to submit financial reports by
the required deadlines delays the State Controller's
compilation of financial statements for the State of
California.

State Controller's office memorandum, dated
May 24, 1985, requires multi-funded agencies to
submit their General Fund financial vreports by
July 31. Financial reports for funds other than the
General Fund must be submitted by August 20.

The board should implement procedures to ensure that
it submits its year-end financial reports by the
required deadlines. Also, the board and the
Department of Finance should adequately train the
board's accounting personnel in using the CALSTARS.

Inadequate Preparation of Financial Reports

The board did not submit complete and accurate
year-end financial reports to the State Controller.
We found that the board did not include an accrual
on a year-end financial report, incorrectly reported
adjustments to the State Controller, failed to
prepare several required year-end financial reports,
did not accurately <classify expenditures and
operating transfers on two required year-end
financial reports, and did not adequately report an
operating transfer in required year-end financial
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Criteria:

Recommendation:

reports. Because of these deficiencies, the board's
financial reports are neither complete nor accurate.

We found the following specific deficiencies:

1. The board did not idinclude an accrual of
approximately $9 million on the Report of
Accruals to Controller's Accounts for the
General Fund Due To Local Governments account
balance.

2. The board incorrectly reported adjustments to
two accounts 1included on the Adjustments to
Controller's Accounts for the General Fund.

3. The board failed to prepare the General Fund
Final Reconciliation of Controller's Accounts
With Final Budget Report and the Final Budget
Report for a local assistance appropriation
that totaled approximately $2.2 million.

4., The board did not accurately classify
expenditures on the State School Fund Final
Reconciliation of Controller's Accounts With
Final Budget Report and operating transfers in
on the State School Fund Final Budget Report.

5. The board did not report operating transfers of
$1 million from the General Fund to the Foster
Children and Parent Training Fund in its
General Fund year-end financial reports.

Department of Finance Management Memo 85-11, dated
July 2, 1985, reminded agency executives of their
responsibility for preparing accurate year-end
financial reports. State Administrative Manual
Sections 7950 through 7979 describe how year-end
financial reports should be prepared.

The board should maintain sufficiently detailed

accounting records to accurately and completely
prepare all required year-end financial reports.

Improper Identification of Encumbrances

On its General Fund Report of Accruals, the board
inappropriately reported approximately $3.3 million
of amounts due to other governments as encumbrances.
The board did not analyze its Due To Other
Governments account balance to determine whether
goods were received or services were provided before
or after June 30. If the board does not properly
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Criteria:

Recommendation:

Criteria:

Recommendation:

identify encumbrances in its financial reports, the
State Controller does not have sufficient
information to prepare financial statements for the
State of California in accordance with generally
accepted accounting principles.

State Controller's office memorandum, dated
May 24, 1985, instructed agencies to report the
amount of encumbrances applicable to their accruals
in such a way that financial statements could be
prepared in accordance with generally accepted
accounting principles. Under generally accepted
accounting principles, encumbrances are that portion
of the accruals that represent goods received or
services provided after June 30.

During year-end closing, the board should analyze
its accruals to determine whether goods were
received or services were provided before or after
June 30 and report them appropriately as liabilities
or encumbrances.

Inadequate Support for Amounts-Due From Other Funds

The General Fund Due From Other Funds account
balance totaled approximately $2.7 million at
June 30, 1985. The board was unable to provide a
detailed 1isting for approximately $2 million of the
$2.7 million total. Therefore, we could not verify
the Due From Other Funds account balance without
reconstructing the balance ourselves.

State Administrative Manual Section 7951 requires
agencies to retain "detail to support general ledger
account balances as of June 30 for use by auditors
of the Department of Finance and the Auditor
General." Also, good internal control requires the
periodic reconciliation of subsidiary records with
the associated control account 1in the general
ledger, thus assuring the detection of errors and
the fair statement of the account balance.

The board should ensure that a detail listing of
amounts due from other funds is available to support
the financial statements. Also, the board should
reconcile its detail listing to the control account
balance in the General Ledger.
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Item 5.

Finding:

Criteria:

Recommendation:

Item 6.

Finding:

Criteria:

Inadequate Documentation of the EDP Apportionment
System .

The board has not adequately documented the EDP
system that apportions approximately $1.1 billion of
state funds annually to the community colleges.
Insufficient documentation exists for planning and
testing the EDP system and programs, for programming
changes resulting from statutory requirements, and
for the creation and maintenance of such system and
programs. Without adequate documentation, no basis
exists to determine that the system is working as
intended. In January 1986, the board started to
implement procedures to develop and maintain
adequate documentation of its EDP system and
programs.

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

The board should continue to determine, establish,
and ensure compliance with requirements for
appropriate documentation of the EDP apportionment
system.

Inadequate Separation of Duties in the Accounting
and Budget Section

The board does not provide adequate separation of
duties in its Accounting and Budget Section. One
employee prepares and reviews invoices, maintains
the invoice and disbursement registers, maintains
the general and receivable ledgers, and reconciles
the bank statement. The board's fiscal officer
attributes the inadequate separation of duties to
understaffing in the Accounting and Budget Section.
Unless such duties are properly segregated, an
employee can conceal irregularities, and
responsibility for errors may not be determined.

State Administrative Manual Sections 8080 to 8080.2
prescribe separation of duties for agencies whose
accounting systems dinclude manual and automated
processes. These sections specify that an employee
who initiates or prepares invoices 1is not to
reconcile bank accounts and post to the general
ledger or any subsidiary ledger affected by cash
transactions. In addition, an employee who
initiates or prepares invoices is not to keep more
than one of the following books of original entry:
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Recommendation:

Item 7.

Finding:

Criteria:

Recommendation:

General Cash Receipts Register, General Cash
Disbursements Register, Trust Fund .Cash Receipts
Register, Trust Fund Cash Disbursements Register,
Revolving Fund Cash Book, and Invoice Register.

The board should reassign duties among employees in
the Accounting and Budget Section to provide the
separation of duties required by State
Administrative Manual Sections 8080 to 8080.2.

Inadequate Billing and Collection Procedures

The board has not established an adequate billing,
collection, and accounting program for accounts
receivables related to 1its vocational education
projects. The board's accounting personnel do not
rely on the project expenditure balances to be
billed as indicated on the CALSTARS Project Billing
Activity Report because this report includes
inaccurate expenditure balances to be billed. Also,
accounting personnel do not reconcile the totals
from the subsidiary receivable ledgers (CALSTARS
Project Billing Activity Report) to the general
ledger control account balance. As a result, the
board has not billed the State Department of
Education $366,000 for fiscal year 1984-85 project
expenditures related to completed vocational
education contracts. In addition, the board has not
collected $629,000 from the State Department of
Education for project expenditures related to prior
year vocational education contracts.

State Administrative Manual Section 8776.3 requires
agencies to prepare and send out an invoice or other
type of claim document as soon as possible after the
recognition of a claim. Also, State Administrative
Manual Section 8710.1 requires agencies to develop
collection procedures that will assure prompt
follow-up when payments are not received. Finally,
good accounting control for accounts receivables
requires accurate and timely recordkeeping to
reflect accurate amounts receivable.

The board should develop and maintain adequate
billing, collection, and accounting procedures that
will ensure the prompt and accurate billing,
recovery, and recordkeeping of vocational education
funds from the State Department of Education.
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Item 8.

Finding:

Criteria:

Recommendation:

Inadequate Controls Over Property

As we reported for the last two years, the board has
not reconciled its physical inventory of property to
its accounting records within the last three years.
In February 1983, the board's headquarters were
severely damaged by fire. Currently, the board is
comparing the property records of the physical
inventory completed in February 1985 to the property
records it had prior to the February 1983 fire.
This lack of control over property can result in
loss of state property.

State Administrative Manual Section 8659 requires
that a physical inventory of property be reconciled
to accounting records at least once every three
years.

The board should complete its comparison of its 1983

and 1985 physical inventory records and reconcile
its property records to its accounting records.
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Criteria:

‘Recommendation:

Item 2.

Finding:

Criteria:

CALIFORNIA STATE UNIVERSITY

Inadequate Control Over Receipt of and Payment for

Goods and Services

San Jose State University does not provide adequate
internal accounting control over the receipt of and
payment for goods and services. The university does
not always verify that billed goods and services
have been received before it pays for them.
Therefore, it is possible that payments are being
made for goods or services that the university has
not received.

State Administrative Manual Sections 8410 and 8422.1
require agencies to prepare stock-received reports
and to determine that goods or services have been
received before payment is made for them.

San Jose State University should prepare stock-
received reports and determine that goods and
services have been received before making payments
for them.

Inaccurate Identification of Obligations

The accounting personnel of CSU Sacramento and
San Jose State University did not accurately
identify 1in their financial statements which of
their unliquidated encumbrances constituted
obligations at June 30, 1985. Also, San Jose State
University did not include all unliquidated
encumbrances and obligations in its year-end
financial statements. As a result, CSU Sacramento
and San Jose State University reported to the State
Controller's office incorrect amounts for
obligations, unliquidated encumbrances, and
expenditures. San Jose State University misclassi-
fied $224,000 of its obligations as encumbrances.
In addition, its obligations and expenditures were
understated by $314,000. CSU Sacramento overstated
encumbrances by $169,000 and understated obligations
by $313,000, resulting in net understated
expenditures of $144,000.

State Administrative Manual Section 10584 states
that all encumbrances unliquidated as of June 30 be
reviewed to determine whether they are valid
obligations of the year ended and whether the
amounts encumbered are the most accurate that can be
determined.
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Recommendation:

Criteria:

Recommendation:

Criteria:

The CSU Sacramento and San Jose State University
accounting personnel should accurately identify
which of their unliquidated encumbrances are
obligations at June 30. Also, San Jose State
University should include all wunliquidated
encumbrances in its year-end financial reports.

Inadequate Control Over Cash Change Funds

CSU Sacramento maintains 50 cash change funds that
total $10,390 and are held in various locations.
Fifteen of these funds are over $200 in amount. Of
the three largest funds, two are $1,000 each and one
is $2,250. None of these cash change funds are
independently counted by employees other than the
custodians of the funds.

State Administrative Manual Section 8111.2 requires
that cash change funds of $200 or 1less be
independently counted annually and that cash change
funds of larger amounts be counted more than once a
year,

CSU Sacramento should ensure that cash change funds
be independently counted in accordance with the
requirements of State Administrative Manual
Section 8111.2.

Inadequate Certification of Payroll Claims

CSU Sacramento payroll claims are certified by
payroll clerks but are not reviewed and certified by
a duly appointed, qualified, and acting officer of
the university. The certification is to ensure,
among other things, that the payroll is correct;
that the work was actually performed for the benefit
of the State; that the payments are for the named
individuals and that they were employed in
accordance with the law; that all the provisions of
law governing such employment have been fully
complied with; and that all deductions for purposes
set forth in the Government Code are in conformity
with written authorization of the employees.
Because of the significance of the certification, it
is required that an officer of the university make
the certification.

California Administrative Code, Title 2, Division 2,
Chapter 1, State Board of Control, Section 654,
requires that each payroll claim contain a
certification from a duly appointed, qualified, and
acting officer of the state agency.
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Recommendation:

Item 5.

Finding:

Criteria:

Recommendation:

CSU Sacramento should require that all payroll
claims prepared by the payroll clerks be reviewed
and certified by a responsible officer of the
university before submitting them to the State
Controller for processing.

Unreported Employee Expense Advances

CSU Sacramento did not report salary and travel
advances totaling approximately $144,000 in its
year-end financial reports. The advances were
incorrectly reported as revolving fund expenditures
not scheduled for reimbursement by June 30, 1985,
and were later deducted from the balance of accounts
payable. As a result, both advances and payables
were understated. These errors were not detected
when the financial statements were approved by
CSU Sacramento administrative personnel.

State Administrative Manual Section 10420 requires
that employee salary and travel advances outstanding
at June 30, 1985, be reported as advances due from
employees in year-end financial reports.

The administrative personnel of CSU Sacramento

should ensure that the year-end financial reports
are accurate before approving them for distribution.
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CALIFORNIA STUDENT AID COMMISSION

The California Student Aid Commission administers one of the 34 federal
programs we reviewed. It is the U.S. Department of Education grant,
Federal Catalog Number 84.032.

Item 1.

Finding:

Insufficient Controls Over Service Contractor

The commission contracts for the data processing
services related to student Tloans. However, the
commission does not sufficiently control its service
contractor, the E.D.S. Corporation (E.D.S.). As a
result, the commission was unaware of two changes
that the E.D.S. made in its computer programs.
These changes affected the E.D.S.'s accumulation of
information for the federal quarterly reports and
the billing for services; both changes were adverse
to the commission. Also, the coomission does not
require the E.D.S. to provide detailed support for
its computer-generated reports. Because the
commission cannot compare the reports to the
underlying data and does not use other means to
check the reports, it cannot ascertain their
accuracy..

The E.D.S. made the first program change in early
1984. The purpose of the change was to correct an
error in the system. However, in making this
change, the E.D.S. inadvertently created errors in
the cumulative data that the commission used in
filing federal quarterly reports. Because of these
report errors, the United States Department of
Education did not reimburse the commission for
administrative costs for the December 1983 and
subsequent quarters until the commission submitted
accurate reports. As a result, the commission did
not receive reimbursement for administrative costs
for the December 1983 quarter until May 1985, and it
did not vreceive reimbursement for the March, June,
and September 1984 quarters until October 1985. We
estimate that the State Guaranteed Loan Reserve Fund
lost approximately $350,000 in interest revenue that
the fund would have earned during the fiscal year
1984-85 if the commission had submitted correct
reports on time.

The commission continued to have difficulties in
filing correct federal quarterly reports on time.
However, the delay in the December 1984 to June 1985
quarterly filings did not have a financial impact
because the United States Department of Education,
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Criteria:

for budgetary reasons, suspended reimbursements of
administrative costs to guarantee agencies for the
federal fiscal year that began in October 1984.

The E.D.S. made a second program change in
March 1985. The program change allowed the system
to include, for processing and billing purposes,
records that the program previously ignored because
they were inactive or potentially duplicative. The
E.D.S. did not notify the commission of this change.
While the change did not materially increase the
E.D.S.'s service charges to the commission, the
commission's lack of awareness of the change
indicates a weakness in the commission's monitoring
of its service contractor.

In addition to not adequately monitoring its service
contractor's programming and reporting activities,
the commission does not require the E.D.S. to
provide detailed support for computer generated
reports. Because the commission does not have
adequate procedures to verify or reconcile the
reports to accounting data and other existing
information, it has no assurance that the reports
are accurate. In our test of the June 1985 student
loan master file, we found that the file did not
support the monthly activity reports for June and
the related invoice, both of which are generated
from the master file. The E.D.S. had to prepare two
additional sets of tapes of the master file to be
able to support the amended June reports. We also
jdentified errors in the August 1984 and March 1985
monthly reports and invoices that the commission and
the E.D.S. had not detected. As a result of these
errors and the program change in March 1985, the
E.D.S. overcharged the commission $2,700 in contract
fees.

Because the E.D.S. computer files generate part of
the financial information for the State Guaranteed
Loan Reserve Fund and determine the service costs
charged to the fund, it dis critical that the
computer files and the reports generated from the
files are accurate and fully supportable. The
commission is responsible for ensuring the integrity
of the files. However, under its current service
contract, the commission has not been able to meet
this responsibility because the contract does not
provide for penalties for inadequate performance.

Federal quarterly reports for the guaranteed student

loan programs must be filed no later than 60 days
after the close of each quarter. Also, the Office
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Recommendation:

of Management and Budget Circular A-128 requires
that federal reports contain accurate. and reliable
financial data. Non-compliance with federal
reporting requirements could result in the federal
government's taking action against the guaranteed
student loan programs that the commission
administers.

The commission should actively monitor the data and
reports compiled by its service contractor. The
commission should either require detailed support
for the monthly invoices for service fees, or it
should regularly audit the processing of the data.
The coomission should also reconcile the E.D.S.
reports to other existing information. In any
future service contract, the commission should
stipulate the penalties that the contractor incurs
for not producing correct reports on schedule,
especially when a delay causes financial losses to
the State Guaranteed Loan Reserve Fund.

Inaccurate Financial Statements

The commission did not prepare accurate financial
statements for the State Guaranteed Loan Reserve
Fund for the fiscal year ended June 30, 1985. As a
result of inadequate year-end accrual and
insufficient review procedures, balances for various
liability and revenue accounts were misstated.
Specifically, the accounting staff did not prepare
an accurate detailed list to support the balance of
accounts payable. We found the 1list to be
incomplete, and some items on the Tist were not
fully supported. Our test showed that the accounts
payable balance was understated by $12,145.
According to State Administrative Manual
Section 10584, the balance of accounts payable must
be supported by a detailed list of all valid
obligations payable at June 30.

Furthermore, the commission does not have procedures
to ensure that all revenues are recognized in the
proper accounting period. For example, recoveries
on defaulted student 1loans were made through the
Franchise Tax Board offset program in the Tlatter
part of June but were not recognized in the
financial statements for the year ended June 30;
therefore, assets were understated by $73,500, and
liabilities and revenues were understated by $51,500
and $22,000, respectively. Additionally, the
commission did not vrecognize all revenue from
insurance premiums related to the 1984-85 fiscal
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Criteria:

Recommendation:

Item 3.

Finding:

year because the commission does not require the
E.D.S. to follow proper accrual procedures for
financial reporting purposes. As a result, the
E.D.S. did not include in its June report premium
deposits of $297,200 that it received between
June 19 and June 30, 1985. It also did not notify
the commission's accounting office of these
receipts. Finally, the E.D.S. did not provide
enough detail to identify premiums received in the
months after June that relate to loans disbursed by
lenders before June 30.

State Administrative Manual Section 10591 requires
that all revenues earned but not received by June 30
be accrued if the amounts are collectible within the
following fiscal year.

Department of Finance Memo 85-11 reminded agency
executives that they are responsible for preparing
accurate year-end reports and that the accounting
officer signing the year-end reports certifies their
correctness to the State Controller.

The commission should update written procedures for
preparing year-end accounting reports. The
procedures should detail all necessary steps that
accounting personnel should follow to ensure
accurate financial reports. The commission should
also carefully specify in any new service contract
what financial information the contractor is
required to provide to the commission, especially
for year-end reporting purposes. In addition,
accounting officers should carefully review the
reports and related supporting documents to ensure
their accuracy before they are submitted to the
State Controller. We have recommended adjustments
to correct the fiscal year 1984-85 financial
statements; the commission concurs with our
adjustments.

Access to Safe Not Sufficiently Restricted

The commission does not sufficiently restrict access
to the safe in the accounting office. Five of the
nine employees working in the accounting office know
the combination to the safe that contains unclaimed
payroll warrants, the blank check stock, checks
received, and other assets. Furthermore, two key
personnel who have access to the blank check stock
also have the authority to sign the checks. Assets
kept 1in the safe are not adequately protected when
too many people have access to them. Also, state
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Recommendation:

Item 4.

Finding:

Criteria:

Recommendation:

funds could be misused when persons authorized to
sign checks have unsupervised access .to the blank
check stock.

State Administrative Manual Sections 8024 and 8080,
respectively, state that the combination to safes be
known to as few persons as possible and that persons
who sign checks not have access to the blank check
stock.

The commission should restrict access to the safe to
two or three individuals. In addition, an
individual who has access to the safe and thus to
the blank check stock should not have the authority
to sign checks.

Lack of Two Signatures on Large Checks

We found that five checks paid to the E.D.S. had
only one signature although the amounts exceeded
$15,000. One of the five checks was for more than
$600,000. The commission did not have a special
waiver from the Department of Finance. Accounting
personnel stated that they were not aware of the
dual signature requirement. The lack of adherence
to the requirement increases the risk that Tlarge
amounts of money will be disbursed improperly.

State Administrative Manual Section 8001.2 requires
that all checks in excess of $15,000 have two
authorizing signatures, unless the payee is a
specified state agency or the commission has
obtained written authorization from the Department
of Finance to deviate from this requirement.

The commission should adhere to State Administrative
Manual Section 8001.2 by requiring two authorized
signatures on all checks over $15,000, unless the
payee is a state agency, or it should request a
waiver of the requirement from the Department of
Finance.

Inadequate Attendance and Leave Records

During our testing of personal services
expenditures, we found errors in the calculation and
posting of earned and used leave hours. In
addition, not all leave taken was properly supported
by the required absence reports. We tested a sample
of sixteen monthly payroll transactions and found
that, in two instances, employees' leaves indicated
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Criteria:

Recommendation:

Criteria:

on the absence reports were not properly charged to
their leave records, resulting in overstated leave
balances. In the same sample, we identified two
more errors in recording the monthly earned vacation
hours on the leave cards. In two additional cases,
the absence reports supporting the leave taken did
not agree with the unit attendance reports. Our
further investigation of these discrepancies
revealed that the errors could be attributed to a
particular time period and to one particular
employee who performed these clerical tasks. This
employee no longer works for the commission.

Management 1is responsible for establishing a system
of internal accounting control. An essential
element of such a system is the proper supervision
of employees and the monthly reconciliation of
related accounting records. Also, Personnel
Transactions Manual Section 615 requires the
accurate use of the monthly attendance reports,
absence request forms, and employee leave records.

The commission should vrequire supervisors to
periodically review the work of their staffs and
give special attention to new or inexperienced
staff., Specifically, leave cards of all active
commission employees should be reviewed to ensure
that balances calculated for a given period are
correct. Also, all related attendance and 1leave
reports should be reconciled monthly.

Insufficient Controls Over Equipment

We reviewed the records and verified the existence
of items on the equipment 1list of the State
Guaranteed Loan Reserve Fund. We found that not all
equipment is properly checked out to individuals
responsible for those items and that the records of
some equipment that had been moved or retired were
inaccurate. We had difficulty in locating four of
ten items that we selected for testing specifically
because they were portable or highly desirable.
Although commission personnel eventually located
three of the four items, and the fourth item was a
piece of obsolete equipment that was no longer in
use, our test idindicated that the records of
accountability were incomplete and out of date.

State Administrative Manual Section 8652.4 requires
that control be maintained of all highly desirable
and portable property by assigning accountability
for those items when they are in use.
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Criteria:

Recommendation:

The commission should update all equipment records
and should assign accountability for sensitive
property to persons who use the items. The
commission should also implement procedures to more
frequently review and reconcile property to the
records. The procedures should also be followed
during relocation or reorganization of various units
within the commission.

Incorrect and Late Federal Quarterly Reports

The commission's federal quarterly reports for
June 30, 1985, which the commission filed in
October, contained dincorrect information. In
August, the E.D.S. had to amend the June 1985
monthly report when it didentified errors in the
report. However, it did not make the necessary
corrections in the records from which the federal
reports are produced. As a vresult, the federal
reports for the June quarter did not include the
corrected data. The commission filed the corrected
December 1984 and March 1985 quarterly reports, as
well as the June 1985 quarterly reports, in
October 1985.

Federal regulations for the guaranteed student 1loan
program require that accurate federal quarterly
reports be filed within 60 days of the end of the
quarter.

The commission should reconcile federal quarterly
reports to the monthly reports and to those of
preceding quarters and should file the federal
reports on time. It should also ensure that the
E.D.S. corrects its records retroactively.
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Item 1.

Finding:

Criteria:

Recommendation:

DEPARTMENT OF CORRECTIONS

Failure To Reconcile Cash in State Treasury Account

With State Controller's Records

The department does not reconcile its Cash in State
Treasury account for the New Prison Construction
Fund to the records of the State Controller's
office. Failure to reconcile this account may
prevent the detection of errors in the cash account.
For example, at June 30, 1985, the department's
record of Cash in the State Treasury account for the
New Prison Construction Fund was overstated by
approximately $8.6 million. This difference
resulted because the department did not reduce its
Cash in State Treasury account balance by
approximately $6.4 million for expenditures incurred
in fiscal year 1982-83 and by $2.2 million for
transfers made to other funds in fiscal year
1983-84,

The department's accounting administrator stated
that during fiscal years 1982-83 and 1983-84, the
department unknowingly used incorrect account codes
to record these expenditure transactions, thus
creating a difference between the department's
records and the State Controller's records.
Although the department later became aware of its
errors, it had not corrected them at the time of our
review. Upon our request, the department prepared a
reconciliation that identifies all items needed to
reconcile the department's records of the Cash in
State Treasury account for the New Prison
Construction Fund with the State Controller's
records and prepared accurate financial statements.

State Administrative Manual Section 7910 stipulates
that, at least at the end of each quarter, agencies
accounting for a fund in its entirety should verify
the balance in their Cash in State Treasury accounts
with the matching account maintained by the State
Controller's office.

The department should reconcile its Cash in State
Treasury account for the New Prison Construction
Fund to the State Controller's records quarterly.
Additionally, the department should adjust its Cash
in State Treasury account to reflect $6.4 million in
expenditures applicable to fiscal year 1982-83 and
$2.2 million in transfers to other funds applicable
to fiscal year 1983-84.
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Recommendation:

Item 3.

Finding:

Criteria:

Recommendation:

Lost Vendor Discounts

The department's Contract Payment Unit does not
always promptly pay invoices to take advantage of
vendor discounts. As a consequence, the department
lost approximately $4,000 in vendor discounts on 34
vendor invoices because of late payments.
Accounting personnel stated that payments on
invoices are late partly because some correctional
institutions do not promptly submit reports on stock
they receive to headquarters.

State Administrative Manual Section 8422.1 and Board
of Control Rules Section 678 require state agencies
to take all discounts when available. In addition,
State Administrative Manual Section 8410 provides
that the original report on stock received is to be
forwarded to the agency's accounting office on the
day the stock is received.

The department should require correctional
institutions to prepare and submit reports on stock
received on the day the stock is received and
instruct the Contract Payment Unit to pay invoices
promptly to receive available discounts.

Failure To Maintain Signature Card File

The department's Accounting Office does not maintain
a signature card file or memo 1listing of persons
authorized to approve construction payments to
contractors. Therefore, the office cannot compare
signatures on pay documents to signatures on file to
prevent improper or unauthorized payments.

Good internal controls require that a copy of the
signature of each person authorized to approve
payment be maintained and that a comparison of this
signature to the payment documents be made to
prevent improper or unauthorized payments.

The department's Accounting Office should maintain a
memo listing and signature card file of each person
authorized to approve construction payments. The
office should compare signatures on pay documents to
signatures on file to prevent improper or
unauthorized payments.
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Item 4.

Finding:

Criteria:

Recommendation:

Late Financial Statements

As of November 25, 1985, the last scheduled day of
our fieldwork, the department had not filed its
year-end financial statements, due on
August 20, 1985, with the State Controller for
either the New Prison Construction Fund or the 1984
Prison Construction Fund. According to the
department, this delay 1is partially due to
difficulties in gathering information from
correctional institutions. Agencies that submit
financial statements late delay the State Controller
in compiling complete financial statements for the
State.

State Administrative Manual Section 7990 requires
state agencies to submit year-end financial
statements to the State Controller for funds other
than the State's General Fund no Tlater than
August 20.

The department should submit its year-end financial
statements to the State Controller on time.
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DEPARTMENT OF ECONOMIC OPPORTUNITY

The Department of Economic Opportunity administers 2 of the 34 federal
programs we reviewed. They are the U.S. Department of Health and Human
Services grants, Federal Catalog Numbers 13.818 and 13.665.

Item 1. Imprudent Monitoring of Cash Advances

Finding: During fiscal year 1984-85, the department did not
prudently monitor cash advances to its  LIHEAP
contractors. Although the department's senijor
accounting analyst reviews a contractor's
expenditure report for reasonableness of expenditure
projections before approving an advance, in several
instances, this procedure was not followed, and
contractors had excessive cash on hand.
Specifically, we found that 4 contractors out of the
15 we tested had enough cash on hand to cover
between four and ten months of average expenditures.
Prudent monitoring of cash advances ensures that
contractors do not receive cash advances that exceed
their immediate cash needs.

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

Recommendation: The department should evaluate and monitor federal
cash balances being held by LIHEAP contractors.

Item 2. The Annual Report for the LIHEAP Block Grant Was
Late and Inaccurate

Finding: The annual report for the LIHEAP Block Grant was
submitted five days late, and certain financial
information 1in the report did not agree with the
department's financial records. We also reported in
our audit for fiscal year 1983-84 that this annual
report was submitted late. In its response to our
report, the department stated it would submit its
annual report for the 1984-85 federal fiscal year by
October 31, 1985.
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Recommendation:

Item 3.

Finding:

Criteria:

Recommendation:

Code of Federal Regulations, Title 45,
Section 96.82, governing the LIHEAP Block Grant
requires each state receiving funds to submit, by
October 31 of each year, a report on the number and
jncome level of all households assisted by the funds
during the preceding federal fiscal year. Also, the
Office of Management and Budget Circular A-102,
Attachment G, requires that grantee financial
management systems provide accurate, current, and
complete disclosure of the financial results of
grant programs.

The department should ensure that the annual report
is submitted to the federal government by October 31
of each year and that the report data agree with the
department's financial records. ‘

Lack of Standardized Monitoring Procedures for the
LTHEAP and the CSBG Program

The monitoring questionnaires that the department
uses to evaluate the LIHEAP and the CSBG program do
not include all of the criteria necessary to test
the LIHEAP and CSBG contractors for compliance with
federal guidelines established for their respective
programs. Also, the monitoring process used by the
department to evaluate the LIHEAP and CSBG program
activities does not culminate in a standardized
report that assesses the contractor's compliance
with the federal requirements applicable to the
contract. If the department does not use a
monitoring questionnaire that includes all federal
criteria that apply to the contracts and if it does
not issue standardized monitoring reports addressing
all of the federal criteria, the potential exits
that significant program weaknesses could occur and
remain undetected until an audit is performed.

Public Law 97-35, Section 675(c)(9) and Section
2605(b)(10), require that fiscal control and fund
accounting procedures be established as necessary to
ensure the proper disbursal of, and accounting for,
federal funds paid to the State under these block
grants, including procedures for monitoring the
assistance provided.

The department should develop a complete monitoring

questionnaire for both the LIHEAP and the CSBG
program. These questionnaires should address all
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Recommendation:

pertinent federal compliance criteria and result in
monitoring reports consistent with the elements
evaluated in the questionnaires.

Appeal Decisions Are Not Promptly Communicated

The department does not promptly communicate its
decision to applicants appealing the denial of
benefits under the Home Energy Assistance Program
(HEAP). During our review of the HEAP, we noted
that there was a backlog of appeal decisions for
fiscal year 1983-84 applicants who were denied
services. The decisions on these applicants'
appeals were not mailed to the applicants until
November 18, 1985. By not informing applicants of
appeal decisions promptly, the department may have
hindered these applicants from seeking a fair
hearing.

Public Law 97-35, Section 2605(b)(13), requires that
households that are denied assistance or do not
receive prompt assistance have an opportunity for a
hearing. Additionally, good program management
requires that an organization promptly inform
applicants whether or not they qualify. for the
services of the program.

The department should implement schedules to ensure
that HEAP applicants who are appealing a denial of a
benefits decision are notified promptly. In
addition, the department should initiate procedures
that will allow it to meet the prescribed deadlines.

Overpayment in the Home Energy Assistance Program

During the 1984-85 fiscal year, the HEAP made an
overpayment of approximately $130 in federal funds
to one of its participants. The HEAP wutilizes the
services of the Franchise Tax Board to process data
from HEAP application forms. The forms are then
further processed using the HEAP's computer. Due in
part to the poor design of the HEAP application
form, the Franchise Tax Board entered the monthly
income as "annual income" on one HEAP applicant's
form. As a result of this error, the HEAP
authorized a payment of approximately $130 more in
federal assistance than it should have.
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Recommendation:

Finding:

Criteria:

Recommendation:

Finding:

Public Law 97-35, Section 2605(b)(10), requires that
fiscal control and fund accounting procedures be
established as necessary to ensure the proper
disbursal of and accounting for federal funds paid
to the State under this block grant.

The department should redesign its HEAP application
form to make it easier for applicants to understand
and complete. The department should also initiate
verification procedures on the data processed by the
Franchise Tax Board.

The Department Did Not Include All Federal

Requirements In Its Energy Crisis Intervention

Program Contracts

The 1984-85 contract for the Emergency Crisis
Intervention Program (ECIP) under the LIHEAP Block
Grant does not contain any provisions regarding the
federal requirement that the State notify recipient
households when assistance is paid directly to an
energy supplier on their behalf. The department's
failure to include this federal requirement in ECIP
contracts reduces the assurance that contractors are
providing this notification.

Public Law 97-35, Section 2605(b)(7)(A), requires
that if the State chooses to pay home energy
suppliers directly, procedures be established to
notify each participating household of the amount of
assistance paid on its behalf. Good program
management requires the State to have similar
control over contractors when contractors make
direct payments on behalf of the State to home
energy suppliers.

The department should include in future ECIP
contracts the federal requirement that notification
be given to recipient households of any payments
made to energy suppliers on the recipients' behalf.

The Department Failed To Use at Least 90 Percent of
Its 1983-84 Federal Fiscal Year CSBG Allotment To
Make Grants to Qualified Agencies

The department used only 89.4 percent of its 1983-84
CSBG allotment for grants to qualified organizations
instead of the federally required 90 percent
minimum. The department contends that it has met
the 90 percent minimum by using 1982-83 CSBG
carry-over funds. However, we believe that federal
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Recommendation:

law requires the 90 percent allocation to be made
from each year's allocation.

Title 42, U.S.C. Section 9904, requires that not
less than 90 percent of the funds allotted to the
State under the CSBG be used to make grants to
qualified organizations.

The department should use at 1least 90 percent of

each year's CSBG allocation to make grants to
qualified organizations.
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STATE DEPARTMENT OF EDUCATION

The Department of Education administers 8 of the 34 federal programs we
reviewed. They are the U.S. Department of Agriculture grants, Federal
Catalog Numbers 10.553, 10.555, and 10.558, and the U.S. Department of
Education grants, Federal Catalog Numbers 84.010, 84.011, 84.027,
84.048, and 84.151.

Item 1. Late Financial Reports

Finding: The department did not submit its financial reports
to the State Controller until September 17, 1985.
Although the financial reports were submitted
approximately one month earlier than they were
submitted last year, they were still over one month
late. The department's accounting staff contend
that the logistics of entering a large agency's data
into the CALSTARS makes it impossible to meet the
deadlines required by the State Controller's office.
Failure to submit final financial reports when they
are due delays the State Controller's compilation of
financial statements for the State of California.

Criteria: State Controller's memorandum dated May 24, 1985,
requires multi-funded agencies to submit their
General Fund financial reports by July 31.
Financial reports for funds other than the General
Fund must be submitted by August 20.

Recommendation: The department, the Department of Finance, and the
State Controller's office should work together to
ensure that the department accomplishes its year-end
closing on time.

Item 2. Failure To Reconcile State School Fund With General
Fund
Finding: The department did not reconcile State School Fund

expenditures of $8.9 billion to General Fund
appropriations. We observed this same weakness in
fiscal year 1983-84. Further, the department's
Local Assistance Bureau (bureau) did not provide
instructions to the State Controller's office on how
to record prior year apportionment adjustments.
Consequently, the State Controller's office
incorrectly recorded adjustments to prior year
apportionments in current year appropriations; as a
result, it appeared that current year appropriations
had funds available for accrual. Since the
department's accounting office did not reconcile the
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Recommendation:

State School Fund to the General Fund, the
accounting office did not realize what had occurred
and inappropriately accrued a  $9.5 million
1iability. (This is discussed further in Item 3.)
Additionally, because the prior year adjustments
were incorrectly recorded in current year
appropriations, neither the department nor the State
Controller's office knew that there were excess
funds which should have been returned to the General
Fund at June 30, 1985, as required by special
legislation.

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 Tlevel
of confidence that transactions have been adequately
processed and that the financial vrecords are
complete. Chapter 1073, Statutes of 1984,
Section 4(a), requires any excess funds resulting
from the 1983-84 fiscal year annual apportionment
shall be returned to the General Fund no later than
June 30, 1985.

The department should reconcile the State School
Fund expenditures to the General Fund
appropriations. The bureau should provide the
necessary instructions to the State Controller's
office on how to record prior year adjustments. In
addition, the department should submit adjusting
entries to the State Controller's office to
correctly reflect the 1983-84 adjustments. The
State Controller's office should then return these
excess funds to the General Fund as required by
special legislation.

Inadequate Controls Over the State School Fund

The State School Fund's system of accounting control
is inadequate. The department's accounting office
and the Local Assistance Bureau share with the State
Controller's office the responsibility for
accounting for the State School Fund expenditures.
Each of these organizations makes decisions and
assumptions affecting the State School Fund
expenditures without consulting the others. In both
fiscal years 1983-84 and 1984-85, the State
Controller's office made transfers to and from the
State School Fund without consulting the department;
therefore, the State Controller's records of amounts
available did not agree with the department's
records. Consequently, the State Controller's
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Recommendation:

office used funds that the department's bureau had
designated for the Adult Education. Program. In
addition, both the accounting office and the bureau
assumed that the State Controller's balances were
correct at June 30, 1985, and inappropriately
accrued a $9.5 million liability, as discussed in
Item 2.

Government Code Section 13403 requires the elements
of a satisfactory system of internal accounting
control to include, but not be Tlimited to the
following:

1. A system of authorization and recordkeeping
procedures adequate to provide effective
accounting control over assets, liabilities,
revenues, and expenditures.

2. An established system of practices to be
followed in performance of duties and functions
in each of the state agencies.

The department and the State Controller's office
should come to an agreement as to which single
agency is to maintain the responsibility for
accounting for the State School Fund. The selected
agency should prepare all journal entries, transfer
documents, and reconciliations.

Incorrect Calculation of Entitlements for the School
Improvement Program

The Local Assistance Bureau did not calculate the
School Improvement Program entitlements for fiscal
year 1984-85 in accordance with state statutes. The
bureau gave those school districts that were
disallowed a <cost of 1living adjustment, as
determined by Education Code Section 52048, the same
amount of funding that they received in fiscal year
1983-84, However, according to our legal counsel's
interpretation of the Education Code, the bureau
should have based its calculations of the School
Improvement Program funding for fiscal year 1984-85
on Education Code Sections 52046(b)(1) and (2),
which adjust the previous year's funding by the
student attendance figures. The department's
legislative coordinator noted that
Item 6100-116-001(4) of the Budget Act of 1984
directs the department to promote the legislative
intent to equalize the School Improvement Program
funding as specified in Education Code Section 52048
and, therefore, the department assumed that
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Recommendation:

Item 5.

Finding:

Education Code Sections 52046(b)(1) and (2) were no
longer in effect. If the department maintains
district entitlements at the fiscal year 1983-84
funding level, school districts whose student
attendance figures increase or decrease from year to
year would not be granted a corresponding increase
or decrease in the entitlement.

Education Code Sections 52046(b)(1) and (2) require
that from funds appropriated, the superintendent is
to make allowances to schools with approved school
improvement plans through implementation grants in
the following amounts:

1. $148 per unit of average daily attendance in
kindergarten and grades 1, 2, and 3, or their
equivalent, exclusive of average daily
attendance in summer school.

2. $90 per unit of average daily attendance in
grades 4 to 8, inclusive, or their equivalent,
exclusive of average daily attendance of summer
school, regional occupational centers and
programs, and adult classes by regular high
school pupils.

The department should follow Education Code
Section 52046(b)(1) and (2). If the department
believes that Education Code Section 52046(b)(1) and
(2) no Tlonger reflects legislative intent, the
department should ask the Legislature to revise the
Education Code.

Inadequate Approval for CALSTARS Override Function

The department's accounting office personnel do not
always request or Jjustify the use of fund control
overrides. We observed a similar weakness in fiscal
years 1982-83 and 1983-84. A fund control error
occurs when the posting of an accounting transaction
causes a violation of a controlled amount in the
appropriate CALSTARS masterfiles. The department's
Fiscal Systems Operations unit instituted a
procedure, effective July 2, 1984, requiring users
to complete an override request with justifications
and supervisory approvals to document fund control
overrides. We found that 46 of 76 error messages we
reviewed were cleared through the use of overrides.
The Fiscal Systems Operations unit performed 11 of
the 46 overrides without the proper authorizing
form. Users indicated a need for the overrides on
the error correction reports but did not justify
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Recommendation:

Item 6.

Finding:
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Recommendation:

this need for 7 of these overrides. When the proper
authorization and justification process is not used,
the department minimizes the effectiveness of the
fund control edits.

The department's Fiscal Systems Operations unit
issued a memorandum on June 28, 1984, to accounting
office personnel stating that as of July 2, 1984, a
form is to be completed by supervisors or other
preparers authorizing fund control overrides for all
fiscal year 1984-85 transactions.

The department's Fiscal Systems Operations unit
should not enter overrides unless the overrides are
properly authorized and justified in accordance with
the procedure instituted on July 2, 1984.

Inadequate Control Over Changes Made to CALSTARS
Tables

Department personnel initiating changes to CALSTARS
tables do not post the changes to the "table
maintenance log" (the department's record of changes
made to the CALSTARS tables). We observed this same
weakness in fiscal year 1983-84., For example, the
department's budget office submits input documents
for funding changes to the Fiscal Systems Operations
unit. The Fiscal Systems Operations unit records
entries in the table maintenance log at the time. the
funding changes are entered into the system. No
record of the entries exists from the time of
preparation by the budget office to the time that
the funding changes are entered into the system.
Further, the department does not reconcile activity
reports, which reflect the processing of the input
documents, to the table maintenance log. These two
deficiencies minimize the control that the table
maintenance log provides over changes to the
CALSTARS tables.

The CALSTARS Procedures Manual states that the
various activity reports must be reconciled to the
table maintenance log to ensure that each table was
properly updated. Good internal control requires
accounting entries to be controlled from the time
the changes are initiated.

The department should ensure that each unit
initiating changes to the CALSTARS tables posts the
changes to the table maintenance log. Each unit
should then turn in its log to the Fiscal Systems
Operations unit at the end of each day. The Fiscal
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Recommendation:

Item 8.

Finding:

Systems Operations unit should periodically
reconcile the table maintenance log to the activity
reports.

Inadequate Documentation of Postings to the CALSTARS
Labor Distribution Subsystem ’

The department's Time Accounting unit did not
prepare adequate documentation in support of
selected postings to the CALSTARS Labor Distribution
subsystem during fiscal year 1984-85. Of the 50
payroll transactions that we reviewed, we found that
documentation for two manual entries was incomplete.
Additionally, the department did not prepare
explanatory documentation and corrections for four
adjusting entries. Furthermore, the department had
not corrected the four adjusting entries as of
June 30, 1985. If the department does not maintain
adequate documentation, we are not able to conclude
that the CALSTARS Labor Distribution subsystem is
properly allocating personnel costs.

Government Code Section 13403 establishes as one
element of a satisfactory system of internal
accounting control a system of authorization and
recordkeeping that is adequate for the performance
of duties and functions in each of the state
agencies.

The department's Time Accounting unit should prepare

adequate documentation for all CALSTARS Labor
Distribution subsystem entries.

Inadequate Collection Procedures

The department's accounts receivable collection
procedures do not ensure that Child Development
program receivables are collected promptly. We
observed this same weakness in fiscal year 1983-84.
We reviewed 31 delinquent Child Development program
receivables totaling $1,662,610. We found the
department had submitted 6 of the 31 invoices to the
Board of Control for write-off approval, and another
8 were involved in litigation proceedings. However,
the Child Development Division had not performed any
significant collection activities on the remaining
17 invoices. As a result, we believe that the
department will not be able to collect approximately
$1,370,000 of these receivables.
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In addition, the department's accounts receivable
procedures include the monthly mailing of notices of
overdue accounts for Child Development invoices.
The department's accounting staff mailed these
notices only four times during fiscal year 1984-85,
According to the acting fiscal manager, Child
Development Division, the notices of overdue
accounts are an integral part of the Child
Development collection procedures. The Child
Development Division staff do not feel that they can
perform collection procedures that involve
contacting the delinquent sponsors unless the
accounting office has been consistent in mailing the
notices.

State Administrative Manual Section 8710.1 requires
agencies to "develop collection procedures which
will assure prompt follow-up on receivables." Both
the Child Development Division and the accounting
office are responsible for Child Development program
collections.

The department's Child Development Division should
establish collection procedures that will ensure
prompt follow-up on delinquent invoices. The
accounting office should also mail notices of
overdue accounts at least once a month.

Noncompliance With the Independence Standard
of the Institute of Internal Auditors, Inc.

Under the department's present organizational
structure, the chief of the Management Review unit
has authority over the Internal Management Audits
and the Management Analysis sections. The purpose
of the Management Analysis section 1is to help
operating units correct deficiencies identified in
audits performed by the Internal Management Audits
section. If the sections are not independent of
each other, the chief of the Management Review unit
could restrict the presentation of conflicting
information or otherwise inhibit the objectivity of
the internal auditors.

Government Code Section 1236 requires state agencies
that conduct internal auditing activities to use the
"Standards for The Professional Practice of Internal
Auditing," of the Institute of Internal Auditors,
Inc. Standard 110.01.1 states that "the director of
the internal auditing department should be
responsible to an individual with sufficient
authority to promote independence and to ensure
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Recommendation:

Item 10.

Finding:

Criteria:

Recommendation:

broad audit coverage, adequate consideration of
audit reports, and appropriate action on audit
recommendations."

The department should comply with the Government
Code and the standards for internal auditors by
having the supervisor of Internal Management Audits
report directly to the assistant superintendent for
the Executive Planning and Review office.

Inadequate Documentation of Audit Findings and
Recommendations by the Internal Management Audit
Section

The department's Internal Management Audits
section's workpapers did not provide enough
information to support audit findings and
recommendations or to comply with the Institute of
Internal Auditors. The Internal Management Audits
section did not have all the workpapers available to
document many of the findings in one section of its
report entitled "Review of the System of Internal
Accounting Control and Fiscal Procedures." The
Internal Management Audits section's auditors did
not adequately document their sources of
information, audit methodologies, analyses, and
conclusions in the workpapers and did not always
include the purpose, auditor initials, date,
tickmark Tlegend, or evidence of supervisory review.
Without proper documentation, the Internal
Management Audits section is not assured that it has
appropriately studied and reviewed all items
reported. The validity of the information can be
questioned when its source is unknown.

Government Code Section 1236 requires state agencies
that conduct internal auditing activities to use the
"Standards for The Professional Practice of Internal
Auditing," of the Institute of Internal Auditors.
Standard 420.01.5 states that auditors should
document the information they obtained in their
analysis in the workpapers. This section also
requires workpapers to support the findings and
recommendations that the auditors report. In
addition, Standard 230.03 requires that appropriate
evidence of supervision be documented and retained.

The department should require the Internal
Management Audits section to comply with the
standards related to workpaper preparation. In
addition, the supervisor should provide evidence of
supervisory review to ensure that audit work and
audit workpapers conform to standards.
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Finding:

Criteria:

Recommendation:

Item 12.

Finding:

Inadequate Internal Controls Over Property

The department's internal controls over property are
not adequate in the areas of separation of duties,
physical count of inventory, and property
management. The property clerk takes the inventory
count and also maintains all inventory records. In
addition, the department's Business Services office
did not complete the last physical inventory cycle
within the required three years. Instead, it took
approximately five years. Finally, the department
has not designated one officer or employee from each
unit of the agency to be responsible for the
property and equipment within his or her unit. The
lack of adequate controls over property could result
in a loss of assets to the State. - The department
accounts for approximately $4 million in property.

State Administrative Manual Section 8659 requires
the agency to assign a responsible person, other
than the custodian of the property records, to take
the inventory at least once every three years.
State Administrative Manual Section 8651 requires

the agency to designate one officer or employee of

each unit to be responsible for property and
equipment. This designation should be in writing
and should indicate the person or position so
designated, his or her area of responsibility, and
the effective date.

The department should assign an employee outside of
the property unit the responsibility of conducting
the inventory count. The department's Business
Services office should conduct an inventory count at
least once every three years. The department's
Business Services office should assign a person in
each unit the responsibility of property management.

Inadequate Controls Over and Accountability for the
Revolving Fund

The department does not maintain adequate controls
over and accountability for the revolving fund. We
observed similar weaknesses over the revolving fund
controls in fiscal year 1983-84., The department
overdrew the revolving fund 10 months out of 12 in
fiscal year 1984-85. Also, the department's
accounting staff did not prepare the monthly
revolving fund accountability statement for any
month during fiscal year 1984-85 except for the
year-end statement. In addition, someone other than
the custodian has not counted the revolving fund's
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Recommendation:

Item 13.

Finding:

change funds on a regular basis. Finally, the
person whose signature 1is wused on .revolving fund
checks does not control the check-signing machine
key, as required. Instead, the machine operator
controls the key. Failure to adequately maintain
control over and accountability for revolving fund
activities can result in the misstatement of cash
balances and prevent the early detection of
irregularities such as unauthorized or excessive
disbursements.

The State's accounting system places dollar
limitations on revolving funds to limit the
potential loss of state funds. State Administrative
Manual Section 8193 requires agencies to prepare
reconciliations of the revolving fund account at the
end of each month. State Administrative Manual
Section 8111.2 requires an employee other than the
custodian of the change fund to count it at Tleast
annually. State Administrative Manual Section 8081
requires the person whose signature is used on
revolving fund checks to control the check-signing
machine key. If the person whose signature is used
is unavailable, the control of the key should be
assigned to a responsible person other than the
operator of the check-signing machine.

The department should maintain adequate controls
over its revolving fund cash. Specifically, the
department should conduct an evaluation of its
system of reimbursing the revolving fund and
determine if it 1is adequate, prepare monthly
accountability statements, conduct change fund
counts at least annually, and prohibit the operator
of the check-signing machine from controlling the
signature key.

Late Scheduling of Claims To Reimburse the Revolving
Fund

The department had not scheduled claims to reimburse
the revolving fund for approximately $340,000 in
expense advances as of June 30, 1985. Three months
later, it still had not scheduled <claims to
reimburse $167,000 of this amount. In addition, the
department incorrectly recorded approximately
$269,000 in reimbursements to expense advances under
various incorrect vendor numbers and had not
corrected them as of November 1985. We observed
this same weakness in fiscal year 1983-84. The
funds committed to these long-outstanding expense
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Recommendation:

Item 14.

Finding:

Criteria:

Recommendation:

Item 15.

Finding:

advances are not available for use in the revolving
fund, 1increasing the likelihood that the department
will overdraw its revolving fund.

State Administrative Manual Section 8170 provides
the procedures that an agency should use to prepare
claim schedules to reimburse the revolving fund.
Good accounting procedures require the revolving
fund to be reimbursed promptly.

The department should regularly review all expense

advances to ensure that reimbursements have been
made properly and promptly.

Late Deposit of Collections

The department held a total of approximately
$280,000 in office revolving fund reimbursements
from June 28, 1985, to July 31, 1985, Dbefore
depositing it in the department's bank account. The
department's failure to deposit reimbursements
promptly resulted 1in approximately $2,500 in lost
interest to the State.

State -Administrative Manual Section 8030.1
stipulates that agencies deposit collections greater
than $5,000 on the day they are received unless they
are received late in the day or there is another
reason preventing their deposit. In these cases,
the collections are to be deposited on the next
working day. This section also stipulates that
agencies not hold any undeposited collections longer
than 15 working days.

The department should deposit collections on the day
of receipt or on the next working day and should not
hold undeposited collections for more than 15
working days.

Misstatement of Expenditures and Liabilities

The department misstated its June 30, 1985,
expenditures and liabilities for the Federal Trust
Fund. Consequently, the Federal Trust Fund was
overstated by approximately $581,000.

We found the following specific errors:
1. The department overstated its Federal Trust

Fund accruals by approximately $100,000 because
of an error in calculating the Vocational
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Recommendation:

Item 16.

Finding:

Criteria:

Education Program accrual. The Vocational
Education Program staff included in the accrual
worksheet a contract that the department's
accounting office staff had already accrued.

2. The department overstated its Federal Trust
Fund accrual because it inappropriately accrued
approximately $115,000 for the Commodity
Impoundment Recall. The department could not
provide any documentation in support of this
accrual.

3. The department overstated its Federal Trust
Fund accrual by an additional amount of
approximately $366,000 because the department
staff did not realize that it had already
expended the federal Educationally Deprived
Children--Local Educational Agencies' (Chapter
One) funds at June 30, 1985.

Government Code Section 13403 states that the
elements of a satisfactory system of internal
accounting and administrative control are to include
a system of authorization and recordkeeping
procedures adequate to provide effective accounting
control over liabilities and expenditures.

The department should ensure that amounts accrued
are as accurate as can be determined and that all
amounts are properly documented.

Insufficient Documentation of Federal Trust Fund
Reconciliations

The department does not sufficiently document the

"Federal Trust Fund reconciliations between the

department and the State Controller's office. The
two reconciliations, one by appropriation and one by
project, do not contain an adequate audit trail;
therefore, we cannot verify that the department's
balances reconcile with the balances of the State
Controller's office. This 1lack of documentation
occurs because a supervisor does not review the
reconciliation to determine whether it s
appropriately supported.

State Administrative Manual Section 7900 states that
regular reconciliations of agency accounts with
matching accounts maintained in the State
Controller's office partially insure the accuracy of
financial reports. State Administrative Manual
Section 7951 also requires agencies to retain detail
to support General Ledger balances.
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Recommendation:

Item 17.

Finding:

The department should include appropriate
documentation of all amounts on the reconciliation
to increase the reliance that the reconciliation is
appropriately documented and decrease the time
needed to verify that the reconciliation s
correctly stated. An appropriate accounting
supervisor should review the reconciliation.

Questionable Charges to Federal Grants

Certain charges to federal grants during fiscal year
1984-85 were questionable. For 14 activities within
four of the department's divisions, the department
charged federal grants for administrative costs that
were based on unsupported or poorly documented
estimates. Further, department staff did not
subsequently compare estimates to actual data to
verify the reasonableness of the estimates. We
noted the following specific deficiencies:

1. The department charged 10 percent
(approximately $400,000) of some of the
Curriculum, Instruction, and Assessment
Division's administrative costs for fiscal year
1984-85 to the Chapter One grant. The
10 percent was based on the department's
undocumented estimate of the staff's workload
for Chapter One activities. We observed this
same weakness in fiscal year 1983-84. In
response to our concerns in fiscal year
1983-84, the budget office subsequently
requested the Curriculum, Instruction, and
Assessment Division to justify its funding, but
the division had not done so by completion of
our fieldwork in January 1986.

2. Within the Vocational Education Division, the
department charged approximately $415,000 of
the Vocational Education Consumer and
Homemaking Education activities' administrative
costs to the Vocational Education--Consumer and
Homemaking Education grant. It based these
costs on undocumented workload estimates. We
observed this same weakness in fiscal year
1983-84,

3. The department charged approximately $1,077,000
in administrative costs associated with the
Compliance and Grants Management Division to
the Chapter One grant based on a cost plan that
was prepared using data from six years earlier.
We observed this same weakness in fiscal year
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Recommendation:

Item 18.

Finding:

1983-84. In response to our concerns in fiscal
year 1983-84, the Compliance and Grants
Management Division updated the cost plan using
current data, and the budget office 1is wusing
the updated plan in fiscal year 1985-86.

4. The department charged approximately $50,000 of
administrative costs associated with the
Categorically Funded Programs unit to the
Chapter One grant. It based these costs on
undocumented workload estimates. The
Categorically Funded Programs unit is in the
process of documenting its workload for fiscal
year 1985-86.

The manager of the Compensatory Education office and
the administrator of the Vocational Education Grant
Administration unit are preparing cost allocation
plans for charges to the Chapter One grant and the
Vocational Education grants, but they had not
completed the plans by the time our fieldwork ended
in January 1986.

Office of Management and Budget Circular A-102,
Attachment P, requires that charges to federal
awards be necessary and reasonable for the proper
administration of the programs. In addition, Office
of Management and Budget Circular A-87,
Attachment A, requires a cost allocation plan "to
support the distribution of any joint costs related
to the grant program. All costs included in the
plan will be supported by formal accounting records
which will substantiate the propriety of eventual
charges."

The department should continue its efforts to charge
the federal government based on actual data if
possible. When estimates must be used, the budget
office and program managers should coordinate their
efforts to ensure that estimates are documented and
reasonable.

Accruals in Excess of Federal Grant Authority

As reported in fiscal year 1983-84, the department
recorded expenditures in excess of federal grant
awards for certain grant years. Because the
department accrued revenue to match these
expenditures, it recorded revenue accruals that
exceeded legally available federal funds. The total
of the grants tested showing excess accruals in
fiscal year 1984-85 was approximately $1.4 million.
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Recommendation:

Item 19.

Finding:

In 1983-84, excess accruals were approximately
$18 million. In an attempt to resolve the apparent
overexpenditures at June 30, 1984, during fiscal
year 1984-85 the department's accounting office
staff reviewed and adjusted many of the expenditures
that they determined had been incorrectly recorded
under a grant year. Since other grant years showed
unused funds, the department resolved many of the
overexpenditures we found in fiscal year 1983-84,
reducing its overexpenditures from approximately
$18 million in fiscal year 1983-84 to approximately
$1.4 million in fiscal year 1984-85. However, the
department's ability to adjust its expenditures
between grant years may be limited because the U.S.
Department of Education has questioned the propriety
of adjusting expenditures after the 27-month period
for which the grant is available. Therefore, the
fiscal year 1984-85 revenue accruals for those
grants that appear to be overexpended, as well as
the department's adjustments to correct the fiscal
year 1983-84 overexpenditures, may not be valid.
The federal Education Appeal Board continues to
review this issue.

Proper grant management requires that each grant's
expenditures not exceed the grant award available
for each fiscal year.

To properly account for federal grants, the
department should ensure that grant expenditures are
recorded properly under each grant award. The
department should identify any errors from previous
years as soon as possible and should work with the
U.S. Department of Education to determine the
propriety of the department's method of adjusting
expenditures. :

Excessive Federal Funds on Hand

The department's system of drawing down federal
funds does not ensure that federal disbursements are
limited to the department's immediate needs. We
observed this same weakness in the draw down process
in fiscal year 1983-84. We reviewed approximately
$606 million in federal funds drawn down to pay

‘Tocal assistance expenditures for federal programs.

0f the $606 million that we reviewed, approximately
$130 million was drawn down and held for periods of
11 to 34 days before the State disbursed the money.
In some instances, the State Controller held claim
schedules. In other instances, the department held
claim schedules for reasons that we could not
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Recommendation:

Item 21.
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determine. Maintaining "excessive cash" may result
in the termination of advance financing from the
federal government.

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

The department should establish procedures to ensure
that federal draw downs. are limited to the
department's immediate needs.

-Inaccurate Calculation of Drawdowns of Federal

Funds

The department's process for determining the amount
of federal funds to be drawn down for administrative
costs of federal programs is not always accurate.
We observed a similar weakness in the drawdown
process for fiscal year 1983-84. We reviewed
$24.6 million in drawdowns for administrative costs.
We found that the department's CALSTARS had reported
$813,000 more expenditures than the department used
to calculate the drawdowns. Further, the department
drew down $1.22 million more funds than it should
have based on its own calculations. As a result,
$407,000 ($1.22 million - $813,000) of the drawn
down funds was not correctly calculated.

Office of Management and Budget Circular A-102,
Attachment G, requires recipients of federal funds
to maintain records that accurately identify the
source and application of the funds drawn down.

The department should exercise greater care when
performing the calculations necessary to determine
the amount of federal funds to be drawn down. This
procedure should include a review by an appropriate
person.

Lack of Assurance That Local Educational Agencies

Submit Their Audit Reports on Schedule

Twenty-eight out of 70 local educational agencies
tested did not submit their fiscal year 1983-84
audit reports to the department's Audit Bureau
before December 31, 1984, the final date by which
local educational agencies can submit audit reports
if they are granted an extension from November 15.
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Recommendation:

In addition, the Audit Bureau does not keep a record
of those local educational agencies that obtained an
extension from the county superintendent of schools.
As a result, we cannot determine whether there were
additional 1local educational agencies that did not
submit audit reports by November 15 and had not
received an approved extension.

Without audit reports, the department's Audit Bureau
is wunable to verify the fiscal integrity of the
local educational agencies' financial transactions
and verify their compliance with applicable state
and federal laws and regulations. Additionally,
because the Audit Bureau has not decided what action
to take for local educational agencies that do not
submit audit reports as required, it was at least

" six months late in submitting its analysis of the

annual audit reports of California local educational
agencies for fiscal year 1983-84 to the Joint
Legislative Audit Committee.

California Education Code Section 41020 requires
each local educational agency to file its annual
audit report with the county clerk, the county
superintendent of schools, the department, and the
Department of Finance no Tlater than November 15
following the end of the school district's fiscal
year. The county superintendent of schools may
approve an extension of this deadline to December 31
if the school district's auditor submits a written
request that provides a justifiable cause for the
delay.

California Education Code Section 41020.6 requires
the department to submit to the Joint Legislative
Audit Committee, on June 30 of each year, a report
that analyzes the local educational agency audits.

The department should pursue legislation that would
allow the State and the county superintendents of
schools to take appropriate action when school
districts do not submit audit reports in compliance
with current law. The Audit Bureau should also keep
a record of the approved extensions to determine
when a school district is delinquent. Finally, the
Audit Bureau should submit its analysis of the audit
reports to the Joint Legislative Audit Committee as
soon as possible. In the future, the Audit Bureau
should submit its analysis no later than June 30 of
each year.
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Finding:

Criteria:
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Improper Resolution of CPA Audit Report Deficiencies

Twenty-five of the 70 1local educational agencies'
audit reports for fiscal year 1983-84 did not comply
with federal reporting standards for the
Educationally Deprived Children--Local Educational
Agencies program and Improving School Programs--
State Block Grants. For 14 of these 25 local
educational agencies, the department's Audit Bureau
did not note the deficiency in the audit report or
notify the local educational agency of the weakness
during the Audit Bureau's review of the districts'
audit reports. If the Audit Bureau does not note
deviations from the requirements and does not notify
the local educational agencies of these
deficiencies, the 1local educational agencies may
continue to submit deficient audit reports. In
addition, without the appropriate federal compliance
report, the department is unable to verify that the
local educational agencies have complied with the
applicable laws and regulations.

The department's Audit Bureau uses the audit reports
to verify the fiscal integrity of the 1local
educational agencies' financial transactions and
verify their compliance with applicable state and
federal laws and regulations. California Education
Code Section 41020.5 required the Department of
Finance to prescribe the statements and other
information to be included in the audit reports for
fiscal year 1983-84. The "Standards and Procedures
for Audits of California Local Educational Agencies"
presents the Department of Finance's prescribed
guidelines and is consistent with the federal
government's standards.

Chapter 268, Statutes of 1984, added California
Education Code Section 14504 requiring the State
Controller to review and monitor local educational
agencies' audit reports prepared by independent
auditors for fiscal year 1984-85. The department
should inform the State Controller's office of those
local educational agencies that have not complied
with federal reporting standards in the past.

Inadequate Procedures for Ensuring That Local
Educational Agencies Submit Expenditure Reports on
Time

The department's Handicapped Preschool and School
Program did not receive expenditure reports from
local educational agencies on time. Of 30 local
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educational agencies reviewed, 20 had not submitted
their fiscal year 1984-85 final expenditure reports
as of the due date of September 1, 1985. Two of the
20 had still not submitted their reports at the time
of our review on November 25, 1985. In addition, at
the time of our review, one local educational agency
had not submitted a final expenditure report for
fiscal year 1983-84. If expenditure reports are not
submitted on time, the department cannot determine
if funds are available that could be allocated to
other local educational agencies.

Code of Federal Regulations, Title 34, Section
76.722, requires subrecipients "to furnish all
reports that the State needs to carry out its
responsibilities" under a federal program. To carry
out its responsibilities, the department requires
each local educational agency to submit expenditure
reports no later than September 1.

The department should monitor expenditure reports

for all subrecipients and set a policy to penalize
those that do not submit them on time.

Failure To Submit Special Education Program Reports

on lime

The department did not submit the "Report of
Handicapped Children and Youth Receiving Special
Education" for California by the February 1
deadline. The department submitted a preliminary
report on February 25, 1985, but did not submit the
revised final report until September 10, 1985, more
than seven months after the deadline. The federal
government uses this report to allocate Handicapped
Preschool and School funds to all sta