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

State Capitol

Sacramento, California 95814

Governor and Legislative Leaders:

The Bureau of State Audits presents the results of our review of the State’s control of its
financial activities and its compliance with federal grant requirements and state regulations. This
review was made as part of our examination of the State’s general purpose financial statements.
This report fully meets the requirements of the 1984 Single Audit Act set forth by the United
States Government as a condition of receiving more than $19 billion in federal funds annually.
The Bureau of State Audits, which was created in May 1993, pursuant to California Government
Code, Section 8543, is responsible for performing the annual financial and compliance audit
previously conducted by the Office of the Auditor General.

The State continues to need improvement in its accounting, auditing, and administrative control
structure. For example, we found numerous inadequacies in the State’s monitoring of recipients
of state and federal moneys. As a result, the State cannot ensure that the recipients are
complying with regulations or laws governing the receipt or use of these moneys. In addition,
we noted instances in which the State failed to promptly bill for costs incurred, resulting in lost
interest earnings or an impairment in the State’s ability to collect amounts owed to the State.

In responding to weaknesses we have reported in an earlier audit, the State has made some
improvements in its internal control structure. For example, the Office of Local Assistance now
has a system in place to ensure that local educational agencies report interest earned on advances
from the State for construction projects. In August 1993, $25 million of this earned interest was
transferred to the State’s General Fund.

Respectfully submitted,

KURT R. SJOBERG
State Auditor

660 J Street, Suite 300, Sacramento, California 95814
Telephone: (916) 445-0255 Fax: (916) 327-0019
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Summary

The State continues to have many weaknesses in its accounting,
auditing, and administrative control structure. The weaknesses, which
we found in numerous departments, result in inaccurate financial
statements, noncompliance with state and federal regulations, and
waste, loss, and misuse of state resources. Most of these weaknesses
individually have a minor effect on the State’s operations, but their
cumulative effect can be significant. Following are some of the more
significant weaknesses we found.

The Department of Transportation lost approximately $972,000 in
interest earnings because of $6 million in late billings we reviewed.
The billings were to the federal government for costs the State
incurred. We did not calculate interest lost on an additional
$5 million in late billings at the Department of Transportation, but
we estimate lost interest would not exceed $808,000.

As of October 26, 1993, the Office of Emergency Services had not
appealed the Federal Emergency Management Agency’s denial of
approximately $7.7 million of claimed expenses related to the Loma
Prieta earthquake even though the office indicated that it intended to
make its appeal by May 29, 1992.

The Department of Health Services did not have adequate
procedures for monitoring and collecting almost $240 million in
accounts receivable. In addition, the department did not adequately
distribute responsibilities among its staff for activities related to
accounts receivable.

The Department of General Services has not audited within the
required three years 80 of the 151 departments to which it delegated
purchase authority totaling more than $214 million as of
August 1993.

The Department of Finance allowed certain departments to use
funds that would have been available for future General Fund
expenditures. As a result, the State has approximately $16.5 million
less for future General Fund expenditures than originally
anticipated. In addition, because not all General Fund departments
were treated in a uniform manner, these departments were afforded
a benefit not provided to other General Fund departments.
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During fiscal year 1992-93, the Office of Emergency Services did
not promptly collect $183,350 in overpayments made to five
recipients of disaster assistance funds. Office records indicate that
other applicants owe an additional $900,000. Some of these debts
date back to 1987.

The State did not fully comply with federal regulations in 28 of the
46 major grants we reviewed.

The Stephen P. Teale Data Center has not attempted to collect
approximately $14 million in undercharges to the Department of
Motor Vehicles from prior years and approximately $94,000 in
undercharges to the Governor’s Office from prior years.

The State does not recognize the liability for earned vacation credit
in its budgetary basis financial statements. As of June 30, 1994, the
liability was $1 billion.

The Student Aid Commission did not ensure that credit bureaus
accurately recorded information about defaulted student loans. For
10 of the 12 loans we reviewed, either one or two of the three credit
bureaus to which the commission reports had no record of the
defaulted loans.

The California Museum of Science and Industry in Los Angeles has
inadequate controls over cash receipts for parking for special
events. The cash receipts amounted to more than $48,000 during
fiscal year 1992-93. The same person controls and accounts for
sequentially numbered parking tickets and collects and accounts for
the cash, leaving the receipts vulnerable to errors, irregularities, or
illegal acts that may go undetected for extended periods.

The State has numerous deficiencies in its monitoring of recipients
of state or federal moneys. We found 19 federal programs in eight
departments deficient in required monitoring practices. Without
adequate monitoring of recipients of state and federal moneys, the
State cannot ensure that the recipients are complying with
regulations or laws governing the receipt or use of these moneys.

The Department of Housing and Community Development did not
follow state regulations for the purchase of electronic data
processing equipment exceeding $100,000. The department used



nine separate purchase invoices so that no one order exceeded the
100,000 threshhold for review by the Department of General
Services.

e The Stephen P. Teale Data Center could not provide records,
including those identifying amounts owed by individual clients, to
support $18.6 million in amounts due from other funds. In
addition, the data center could provide no supporting
documentation for $2.4 million in contracts payable.

e The Office of Criminal Justice Planning purchased more than
$840,000 of computer equipment with federal grant moneys when
the purchase was not authorized in the grant agreement. In
addition, the department could not provide evidence of other
authorization for the purchase. As a result, the office may be liable
to the federal government for the unauthorized expenditures.

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

Although these weaknesses exist in the State’s control structure, the
State has made significant improvements in certain areas as a result of
its response to weaknesses the Bureau of State Audits and the Office of
the Auditor General have reporte:d.l Following are examples of some
of these improvements.

e For fiscal year 1990-91, the Office of the Auditor General reported
that the Office of Local Assistance (office) did not have an adequate
system in place to ensure that local educational agencies reported
interest earned on advances from the State for construction projects.
By fiscal year 1992-93, the office had corrected this deficiency. As
a result, during fiscal year 1992-93, the office identified a total of
$58.4 million in interest earnings for fiscal years 1984-85 through
1991-92, $39.6 million of which represented previously

! The Office of the Auditor General was closed in December 1992. The California Government Code,
Section 8543, creates the Bureau of State Audits. The Bureau of State Audits is responsible for performing the
annual financial and compliance audit of the State and other audits formerly conducted by the Office of the
Auditor General.



unidentified interest through June 30, 1991. In August 1993, the
office transferred $25 million of these interest earnings to the
State’s General Fund.

From fiscal year 1988-89 through fiscal year 1991-92, the Office of
the Auditor General or the Bureau of State Audits reported that the
Stephen P. Teale Data Center did not charge all state agencies based
on its published rate schedule. For example, the data center
undercharged the Department of Motor Vehicles approximately
$14 million over four years, resulting in a disproportionate share of
the data center’s costs being passed on to other funds, including the
State’s General Fund. For fiscal year 1992-93, we found no further
instances where this occurred.



Introduction

As part of our examination of the general purpose financial statements
of the State of California for fiscal year ended June 30, 1993, we
studied and evaluated the State’s internal control structure. The
purpose of our study of this structure was to determine the audit
procedures and the extent of testing necessary for the following three
reasons:

e Expressing an opinion on the State’s general purpose financial
statements;

e Determining compliance with federal grant requirements, laws, and
regulations; and

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

In conducting our audit, we reviewed and evaluated fiscal controls at
20 of the 196 state agencies included in the general purpose financial
statements.

Amounts that we  audited at these agencies  represented
approximately 73 percent of the State’s additions to funds
and approximately 67 percent of the State’s deductions from funds.
Further, other independent auditors audited an additional 19 percent of
the State’s additions and an additional 13 percent of the State’s
deductions. We increased our coverage with centralized testing, which
we performed by selecting for review a cross section of items from the
State as a whole. For example, we selected a sample of payroll
warrants the State processed through its payroll system, and we
selected a sample of warrants other than payroll warrants that the State
processed through its claims payments system. We also reviewed
electronic data processing activities at selected state agencies that have
significant data processing operations.

We performed a limited review of the internal audit units at four state
agencies. We noted no significant variances from the Standards for the
Professional Practices of Internal Auditing. Based on the results of our
review, we concluded that the internal audit activities were reliable.



We reviewed 14 agencies’ compliance with state laws and regulations
that materially affect the State’s financial statements. Compliance with
these laws and regulations helps to ensure that the State maintains
sufficient control over the budgeting, investing, collecting, and
disbursing of state money and that it maintains sufficient control over
reporting the results of state financial activities.

Finally, except for the financial aid programs administered by the
California State University and federal grants administered by the
University of California, which are reviewed by other independent
auditors, we reviewed the State’s compliance with federal regulations
for all federal grants exceeding $20 million. In all, we reviewed 46 of
the 323 federal grants the State administers. These 46 grants represent
approximately 97 percent of the federal funds the State received in
fiscal year 1992-93, excluding most financial aid funds the California
State University received and those funds the University of California
received. In addition, as part of our examination of the State’s financial
statements, we selected transactions related to other federal programs
and reviewed these transactions for compliance with applicable federal
regulations.

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

e The report on the internal control structure used in preparing the
general purpose financial statements and in administering federal
assistance programs (begins on page 33);

o The report on weaknesses and instances of noncompliance at state
agencies (begins on page 39);

e The report on federal assistance programs, including required
reports on (1) compliance with laws and regulations related to
major and nonmajor federal programs (begins on page 165) and
(2) the resolution of prior year findings related to federal programs
(begins on page 165);

e The report on the accuracy of the supplementary schedule of federal
assistance (begins on page 171); and

e The report on compliance with state laws and regulations (begins on
page 213).



Between July 1, 1992, and December 31, 1993, the Bureau of State
Audits and the Office of the Auditor General issued 15 audit reports,
many of which discussed improvements needed in the State’s
operations. These reports, listed in the Appendix, are available to the
public through the Bureau of State Audits.



Statewide Concerns

Summary The State has numerous weaknesses in its control system that warrant
statewide concern. Such weaknesses have one or more of the following
characteristics.

e They exist at numerous departments throughout the State.

e They arise from current statewide policies that do not satisfactorily
address the State’s needs.

e They have a potentially significant fiscal impact on either the State
as a whole or on a segment of the State.

Generally, the statewide concerns that follow fall into two main
categories by subject: problems with financial reporting and problems
with compliance with state or federal requirements. Included in the
problems with financial reporting are the following issues:

e Failure to document differences in accounting practices used by the
State Controller’s Office and the Department of Finance;

e Problems with the State’s conversion of its accounting policies to
generally accepted accounting principles; and

¢ Failure to require departments to submit important financial reports
to the State Controller’s Office to improve the reliability of the
State’s general purpose financial statements.

Included in the weaknesses in compliance with federal and state
policies are the following:

e Accumulation of potentially excessive revenues in internal service
funds, resulting in a possible liability to the federal government for
overcharges;

e Reduction of anticipated salary savings available to the State’s
General Fund;

e Lack of monitoring of recipients of federal and state moneys,
resulting in the State’s inability to ensure that the moneys are being
used appropriately;



Potential Liability
to the Federal
Government for
Some Internal
Service Funds

e Inability to track expenditures of federal moneys for each federal
program; and

e Lack of compliance with the state and federal requirements for the
drug-free workplace.

Many of the statewide concerns have been reported by the Bureau of
State Audits for fiscal year 1991-92 and by the Office of the Auditor
General for prior years. Some of the statewide concerns remain
unresolved because they require the coordinated efforts of many
agencies or require the expenditure of scarce resources. Four issues are
reported as a statewide concern for the first time this year: the
widespread inadequacies with monitoring of recipients of state and
federal moneys, the lack of procedures to ensure compliance with the
drug-free workplace requirements, the reduced availability to the
State’s General Fund of anticipated salary savings, and the absence of a
comprehensive, centralized record of federal receipts for the State.

The State may have a liability to the federal government estimated to be
as much as $19.7 million for profits accumulated in certain internal
service funds between July 1, 1984, and June 30, 1993. This condition
exists because the Department of Finance has not ensured that charges
to federal programs are in compliance with federal regulations. The
State’s internal service funds provide goods and services to state
agencies and charge them for these goods and services. In turn, the
state agencies have passed these charges on to federal programs that the
State administers. When the charges of internal service funds exceed
the costs for providing services, the State accumulates profits in its
internal service funds.

In 1984, the federal Department of Health and Human Services
(DHHS) audited the State’s rate-setting methods for internal service
funds. As a result of the audit, the State was required to refund to the
federal government approximately $14.9 million of the profits
accumulated in its internal service funds. This amount represented the
federal share of profits accumulated by five of the State’s internal
service funds from July 1, 1969, to June 30, 1984. Because some of
these internal service funds continue to accumulate profits, the State
may be liable to the federal government for the portion of the additional
surplus accumulated between July 1, 1984, and June 30, 1993, that
represents charges to federal programs.



Currently, the federal DHHS is conducting an audit of the State’s
rate-setting methods for internal service funds for the period July 1,
1984, through June 30, 1991. As of April 30, 1994, the DHHS had not
issued its final report.

Because we did not have the DHHS’s final report, we estimated the
liability. We used procedures similar to those of the Department of
Finance, employing the same percentages used to determine the federal
share of the State’s profits in the 1984 audit for four of the five internal
service funds that the DHHS audited and a revised percentage for the
other. Using these procedures, we estimate that, under current federal
regulations, the State may owe the federal government as much as
$19.7 million. This amount is the federal share of profits accumulated
by four of these funds from July 1, 1984, through June 30, 1993, less
audit adjustments and undercharges to federal programs of
approximately $507,000 for one fund. Because the federal government
and the State’s executive branch are ultimately responsible for
negotiating any final settlement, we did not attempt to determine
whether the earlier percentages we used for the federal portion of the
profits are acceptable for the period from July 1, 1984, through June 30,
1993. Also, we did not verify the accuracy of the revised percentage
used in the calculation of the federal share of profits for the remaining
fund.

In addition, an October 1988 amendment to the federal Office of
Management and Budget (OMB) Circular A-87, Cost Principles for
State and Local Governments, which has been proposed but not yet
approved, would allow state agencies a reasonable working capital
reserve of 60 days’ cash expenditures. If approved, this amendment
may reduce the estimated liability for three of these funds to
approximately $8.7 million. The remaining two funds have not
accumulated a working capital reserve of 60 days’ cash expenditures.
The federal DHHS Division of Cost Allocation has temporarily
authorized a request from the State of Oregon to retain a
60-day working capital reserve even though the revisions to OMB
Circular A-87 have not been finalized. In January 1994, the State of
California requested a similar authorization to retain a working capital
reserve of 60 days’ worth of cash expenditures. However, according to
correspondence dated May 6, 1994, the DHHS’s Division of Cost
Allocation will not respond to the State’s request until the current
federal audit is completed.



Use of Anticipated
Salary Savings

While the State’s internal service funds may be in compliance with
state laws that allow them to accumulate surpluses up to certain limits,
they may not be in compliance with the current provision of the OMB’s
Circular A-87. This circular does not allow the State to charge federal
programs for amounts that exceed costs. The California Government
Code, Section 13070, provides the Department of Finance with general
powers of supervision over all matters concerning the financial and
business policies of the State. Therefore, it is the responsibility of the
Department of Finance to provide adequate guidelines to the agencies
that administer internal service funds to ensure that charges to federal
programs are in compliance with those federal programs.

The Department of Finance (DOF) allowed certain departments to use
funds that would have been available for future General Fund
expenditures. As a result, the State has approximately $16.5 million
less for future General Fund expenditures than originally anticipated.
In addition, these departments were afforded a benefit not provided to
other General Fund departments.

Chapter 83, Statutes of 1991, eliminated two special accounts in the
Public Employees’ Retirement System (PERS). The balances in these
accounts are being used to offset the employer contributions to the
PERS for General Fund departments. The salary savings resulting from
the reduction of General Fund retirement contributions would be
available for future General Fund expenditures. However, when the
State Controller’s Office (controller) sought to collect the salary
savings, many departments did not have appropriation balances
sufficient to cover their share of the savings. Most departments were
then asked to adjust their spending to provide sufficient funds for the
controller to ultimately collect the savings. However, the DOF allowed
the Department of Industrial Relations (DIR), the California Youth
Authority, and the California Department of Forestry to remit less than
their respective shares of the savings.

For example, the DOF effectively allowed the use of approximately
$1.9 million of the salary savings to support the DIR’s operations. The
DIR would have overspent its 1991-92 support appropriation by
approximately $1.9 million if the controller had collected the DIR’s
share of the salary savings. The DIR sought approval from the DOF for
the creation of deficiency funding to enable the return of the savings to
the General Fund surplus. In accordance with the California
Government Code, Section 11006, and Section 27 of the annual Budget
Act, the DOF has authority to approve the creation of a deficiency in an
appropriation, when necessary, provided that the Legislature is notified



Lack of
Documentation of
Differences in
Accounting
Practices

at least 30 days before the effective date of the approval. However, the
DOF did not believe a deficiency could be supported and recommended
that nothing be done to fund the return of the savings to the General
Fund surplus. This effectively resulted in the use of the salary savings
to support the DIR’s operations.

As a result of these actions, the State did not realize approximately
$16.5 million in anticipated salary savings that would have been
available for appropriation by the Legislature. In addition, the DOF, in
effect, allowed the DIR to circumvent normal budgetary controls by
recommending that the DIR do nothing to fund the return of the salary
savings to the General Fund surplus. Further, the reductions of
department appropriations related to the salary savings were not
consistently applied. Therefore, some departments benefited because
they were not required to return their full share to the General Fund

surplus.

The State Controller’s Office (controller) and the Department of
Finance (DOF) each report on the State’s budgetary basis financial
condition using different accounting practices, but neither agency is
able to provide us with documentation clearly identifying all the
differences. For example, we do not have documentation of the reasons
for the following differences. For fiscal year 1990-91, the controller
reported a General Fund deficit of $1.3 billion in its Annual Report and
the DOF reported a General Fund deficit of $920 million in the
Governor’s Budget, resulting in a $400 million difference for the same
reporting period. These differences in the reporting of the State’s
budgetary basis financial condition continue to exist. For example, the
controller reported the General Fund deficit for fiscal year 1991-92 at
$3.31 billion, more than $1 billion greater than the $2.29 billion deficit
reported by the DOF for the same reporting period. In addition, the
controller reported the General Fund deficit for fiscal year 1992-93 at
approximately $2.24 billion, which was approximately $50 million less
than the $2.29 billion deficit reported by the DOF for the same
reporting period. However, the DOF has indicated that its financial
information for fiscal year 1992-93 may change.

Inconsistent accounting practices and the lack of documentation of
those differences provide the State’s financial decision makers and the
investment community with conflicting information about the State’s
true financial condition. For example, the State Treasurer’s Office has
to disclose in its prospectus for the sale of state bonds that the
controller and the DOF use different accounting practices. The
disclosure is necessary because schedules prepared by the two
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Problems With
the State’s

Conversion to
GAAP

organizations are included in the prospectus, but the schedules do not
agree with each other. In addition, because the DOF’s records are used
in the State’s budgeting process, the lack of documentation of
differences in accounting practices may impair the integrity of the
budgeting process.

The State prepares financial statements on a budgetary basis and on a
basis consistent with generally accepted accounting principles (GAAP).
The State Controller’s Office (controller) currently issues the Annual
Report of the State of California in general conformity with the State’s
budgetary basis of accounting, which is not in accordance with GAAP.
The State’s budgetary statements must then be converted to GAAP for
the State’s general purpose financial statements. The Bureau of State
Audits reported a similar weakness during the audit for fiscal year
1991-92, and the Office of the Auditor General reported a similar
weakness during its audits for fiscal years 1982-83 through 1990-91.

The budgetary basis financial statements are required by the California
Government Code, Section 12460, which states that the controller will
prepare an annual report containing a statement of the funds of the
State, its revenues, and the public expenditures of the preceding fiscal
year on the same basis as that of the governor’s budget and the budget
act. This section also requires that the format of the budgetary report
be prepared as closely as possible in accordance with GAAP. GAAP is
the preferred method of accounting because it is a nationally recognized
set of accounting principles that improve accountability, recognizing
costs when they occur, not when they are paid.

Nevertheless, significant differences exist between the budgetary basis
and GAAP basis financial statements, requiring adjustments to present
financial statements in accordance with GAAP. The adjustments are
necessary because the following budgetary accounting practices for the
State’s General Fund are not in accordance with GAAP:

e Expenditures such as the cost of earned vacation for certain state
faculty are not recognized;

e If an appropriation has no remaining funds, the liabilities are not
recognized; and



e Some events are recognized as expenditures even though no cost
has been incurred. For example, the State reports loans from the
General Fund to other funds as expenditures, rather than
recognizing that the money was lent to another fund and will be
returned to the General Fund.

Adjustments are also necessary to present the fund balances of the
State’s other fund types (as reported by the controller) in accordance
with GAAP because of the following budgetary accounting practices
followed by the State:

e The State recognizes its authorized but unissued bonds as an
addition to fund balance. Under GAAP, the proceeds from the sale
of bonds should not be recognized until the sale occurs;

e The State reports as encumbrances grants to local agencies when
the commitments are made. Under GAAP, the grants are not
reported as encumbrances because the local agencies, not the State,
receive the related goods or services. Instead, under GAAP, these
encumbrances are reported in the notes to the financial statements
as commitments;

e The State does not consistently recognize expenses such as the cost
of earned vacation and worker’s compensation claims in its funds,
as required by GAAP. If audit adjustments for these expenses were
not made in the internal service funds, the State’s possible liability
to the federal government, described on page 6, would be increased
by approximately $5.7 million; and

e At least one internal service fund includes encumbrances in its
liability balance because the State Administrative Manual does not
provide adequate direction for the accounting for internal service
funds. Under GAAP, encumbrances are not reported as liabilities.

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

A primary reason these differences exist is the failure of the

Department of Finance (DOF) to provide agencies with sufficient
instruction in the State Administrative Manual to make the conversion

11
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Inadequate
Monitoring of
Recipients of
State and
Federal Moneys

from the budgetary basis to GAAP efficient and reliable. As a result,
the financial information that agencies provide to the controller is
frequently insufficient for the controller to prepare the State’s general
purpose financial statements in accordance with GAAP.

However, the State is in the process of converting from the budgetary
basis to GAAP in certain areas. The DOF has rewritten some sections
of the State Administrative Manual covering proprietary funds to bring
them into conformity with GAAP under certain conditions. In addition,
in the governor’s budget, the DOF currently treats the State’s General
Fund encumbrances as a reservation of fund balance rather than as
expenditures and has extended this treatment to the year-end financial
statements. This treatment changes earlier practices and is consistent
with GAAP, in that encumbrances are obligations for which goods and
services have not been received, and they should not be shown as
expenditures. Additionally, in accordance with GAAP, the State now
recognizes in its financial statements the liability for Medi-Cal services
provided but not yet paid for and the liability for tax overpayments.
However, until the State incorporates all of the necessary generally
accepted accounting principles into state law, the State must continue
spending time and money to convert its financial records from the
budgetary basis to GAAP so that the financial statements are
comparable to those of other governmental entities and, therefore,
acceptable to the investment community and the federal government
under the single audit act.

The State is often deficient in its monitoring of recipients of state and
federal moneys. We found the administration of 19 federal programs in
8 departments deficient in a wide variety of required monitoring
practices. These deficiencies include failure to conduct audits or
reviews of recipients’ operations or records, to ensure the receipt of
audit reports completed by independent auditors on recipient
operations, and to monitor recipient cash balances. The table beginning
on page 199 lists the federal programs for which we found such
deficiencies. = We found the following examples of deficient
monitoring:

e The Department of Aging did not conduct required, annual on-site
performance evaluations of supportive services for 17 of 33 area
agencies or similar biennial evaluations of nutrition services
for 20 of 33 area agencies for the Special Programs for the
Aging—Title III. -



e For 19 of 52 recipients of Job Training Partnership Act funds, the
Employment Development Department did not enforce its
requirement that recipients maintain interest-bearing accounts. As a
result, the State could lose potential interest earnings.

e The Department of Health Services failed to conduct required
biennial site visits for the Special Supplemental Food Program for
Women, Infants, and Children at 26 of 80 local agencies.

e According to its records on close-out audits of school construction
projects funded by state bond moneys, the Office of Local
Assistance had 1,200 construction projects that were ready for audit,
204 of which had been ready for more than four years.

e The California Department of Education had numerous weaknesses
in its monitoring of local educational agencies participating in the
Eisenhower Mathematics and Science Education—State Grants
program. The weaknesses included inadequate control over
expenditure reports from local educational agencies and insufficient
monitoring to ensure that children and teachers from private,
nonprofit schools had equitable participation in the program.

e Ten of the 54 counties participating in the Alcohol and Drug Abuse
and Mental Health Services Block Grant administered by the
Department of Mental Health failed to submit a final cost report to
the department, limiting the department’s ability to monitor the
expenditure of federal block grant funds. In addition, quarterly
reports from four of the ten counties we reviewed indicated that the
counties had cash balances of block grant moneys that exceeded
their immediate needs.

e Five of the 16 Community Based Organizations participating in the
Job Training Partnership Act program administered by the
California Department of Education failed to submit required audit
reports more than 17 months after they were due. In addition, even
though the reports that were received identified control deficiencies,
the department did not send any of its own required reports, called
“Initial Determinations,” intended to help correct deficiencies. The
Initial Determinations, which are to be sent within 30 days, had not
been sent more than 17 months after the audit reports were due.

Without adequate monitoring of recipients of state and federal moneys,

the State cannot ensure the recipients are complying with regulations or
laws governing the receipt or use of these moneys.

13
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Inadequate
Reporting of
Leasing
Information

The State does not have centralized records that contain all the
necessary information for financial statement disclosures on lease
commitments required by GAAP. Without centralized records, the
State spends unnecessary time and effort in gathering and summarizing
the required information. The State’s lease commitments totaled
approximately $5.8 billion in fiscal year 1992-93, excluding leases
between the University of California and nonstate entities.

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

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

The records also do not include information on certain leases for which
the Department of General Services does not have oversight
responsibility. For example, the department’s records do not include
more than $1.7 billion in lease commitments with the State Public
Works Board or $8.2 million in lease commitments for the California
State Lottery Commission.

The Bureau of State Audits reported this weakness in its audit for fiscal
year 1991-92, and the Office of the Auditor General reported the
weakness for fiscal years 1986-87 through 1990-91.



Confusion Over
Requirements for
Approval for
Some Contracts

The State Administrative Manual does not provide adequate guidance
about which agreements for services are grants and which are contracts
requiring the approval of the Department of General Services (DGS).
The Public Contract Code, Section 10295, states that all contracts
entered into by any state agency for services are void unless and until
approved by DGS. In addition, the Health and Safety Code,
Section 38012, requires DGS’s approval of direct service contracts
entered into by departments in the Health and Welfare Agency. The
Attorney General’s Office has issued two opinions that precede the
effective date of the direct service contract legislation, one in 1975 and
one in April 1980. The opinions distinguish grants from contracts, and
they state that certain grants are not contracts for services and are,
therefore, not subject to DGS’s review and approval.

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

In our current review of similar or identical contracts at these two
departments, we found that the Department of Health Services
continues to cite the opinions of the Attorney General’s Office in
classifying an Indian Health Program contract as a grant, even though
the Legislative Counsel concluded that the agreement in question was a
direct service contract and, therefore, subject to DGS’s review and
approval. During fiscal year 1992-93, the Department of Health
Services entered into agreements totaling $2.3 million for the Indian
Health Program. In contrast to the response of the Department of
Health Services to the 1989 audit, the Department of Aging reviewed
its contracts to determine if they met the legal definition of a grant.
The Department of Aging concluded that many contracts that it had
previously classified as grants were actually contracts subject to DGS’s
review and approval.

DGS provides an independent review of contracts to ensure that state

agencies are complying with laws and regulations and that the financial
interests of the State are preserved and protected. If a department
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Deficiencies in
Administering
State Contracts

incorrectly classifies a contract as a grant, the State’s system of controls
is circumvented, and the State has less assurance that its financial
interests are being protected.

The DGS should solicit a current opinion from the Attorney General’s
Office that clearly identifies the factors distinguishing grants from
contracts and that clearly identifies when an agreement is subject to
DGS’s review and approval. DGS should then ensure that the State
Administrative Manual accurately provides this information.

State agencies do not consistently comply with the California Public
Contract Code in establishing and reviewing contracts. During fiscal
year 1992-93, work began on some contracts before the contracts were
approved. In addition, the Department of General Services (DGS)
frequently fails to conduct required audits of state agencies to which
purchasing authority has been delegated.

In our review of 85 nonconsultant contracts at 17 departments, we
found 13 contracts (15 percent) that were not approved before the
beginning of contract work. When agencies do not ensure that
contracts are approved before work begins, the State cannot be assured
that its interests are protected. Further, if these contracts had not been
subsequently ‘approved, the State might still have been liable for the
work performed and might have incurred litigation costs regarding the
State’s obligation to pay for that work. The Bureau of State Audits
reported this weakness for fiscal year 1991-92, and the Office of the
Auditor General reported this same problem for fiscal years 1986-87
through 1990-91.

Table 1 below indicates the departments at which we reviewed
nonconsultant contracts, the number of contracts reviewed, and the
number of contracts reviewed for which work began before contract
approval. The table pertains specifically to our review of nonconsultant
contracts. We released a report in April 1994 that addresses our review
of consultant contracts for fiscal years 1991-92 and 1992-93.



Table 1 Deficiency in Administering State
Nonconsultant Contracts at Various Agencies
Fiscal Year 1992-93

Contracts That
Contracts Lacked Approval
Agency Name Tested Before Start of Work

Department of Health Services 5 4
California Department of Education 5 3
Stephen P. Teale Data Center 5 2
Health and Welfare Agency Data Center 5 1
State Treasurer’s Office 5 1
Department of General Services 5 1
Department of Transportation 5 1
Department of Motor Vehicles 5 0
Department of Social Services 5 0
Franchise Tax Board 5 0
Department of Water Resources 5 0
California Community Colleges,

Chancellor’s Office 5 0
State Controller’s Office 5 0
Department of Corrections 5 0
Employment Development Department 5 0
Board of Equalization 5 0
California State University,

Office of the Chancellor 5 0
Total 85 13

The California Public Contract Code, Section 10295, states that all
contracts, unless otherwise exempt, entered into by any state agency for
the purchase of equipment, supplies, materials, services, or construction
are void unless or until approved by DGS. In addition, Section 10335
states that, unless specifically exempted, a service contract is not
effective until the date of its approval. Moreover, the State
Administrative Manual, Section 1209, requires state agencies to submit
each contract in sufficient time for DGS to review and comment on it
before work on the contract begins, except in emergency cases to
protect human life or state property. This section of the manual also
states that a contractor who begins work before receiving notice of the
contract’s approval may be considered to have performed the work at
the contractor’s own risk and may not be paid. When contracts are
exempt from DGS’s approval, the issuing department should approve
the contract before work begins.

17
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Failure To
Require Agencies
To Prepare
Reconciliations
or Reports of
Accruals

In another departure from control procedures over the State’s
contracting process, DGS frequently fails to conduct required audits.
The Public Contract Code, Section 10333(b), requires DGS to audit
each state agency to which the department has delegated purchasing
authority at least once every three years. As of August 6, 1993, DGS
delegated purchasing authority valued at more than $214 million to 151
departments. However, it had not audited 80 of these departments
within the required three years. As a result, DGS cannot ensure that
almost $99 million in delegated purchasing authority is properly
managed and controlled.

At the end of each fiscal year, state agencies submit financial reports to
the State Controller’s Office (controller), which then issues a combined
financial report presenting the State’s financial position and results of
operations. However, the State Administrative Manual, Section 7951,
does not require agencies to submit to the controller two important
financial reports for more than 225 funds numbered 500 to 699 and 800
to 999. We found the following:

Report 15, Reconciliation of Agency Accounts With Transactions
Per State Controller, is not submitted. As a result, the controller
does not have evidence that agencies have reconciled financial
information that appears in the general purpose financial statements
with records of the controller. The State Administrative Manual,
Section 7900, discusses the importance of making regular
reconciliations. Reconciliations represent an important element of
internal control because they provide a high level of confidence that
transactions have been processed properly and that the financial
records are complete. The reconciliation with the records of the
controller is an important step in ensuring the accuracy of the
agencies’ financial statements.

Report 1, Report of Accruals to the Controller’s Accounts, also is
not submitted. As a result, information needed to distinguish
encumbrances from accounts payable and to present financial
information in accordance with GAAP is not available for all funds.
The California Government Code, Section 12460, requires the
controller to present the State’s financial position in a format that is
as close as possible to GAAP. In addition, Section 1100.101 of the
Governmental Accounting and Financial Reporting Standards,
issued by the Governmental Accounting Standards Board, requires



Ineligibilty for
Certificate of
Achievement

that agencies’ accounting systems make it possible to present fairly
the agencies’ financial positions and results of operations in
accordance with GAAP.

Included among these funds are more than 70 that had budget
appropriations for fiscal year 1992-93. Without the reconciliation and
accrual information for these funds, the controller cannot be assured
that expenditures for these funds are within the budgeted limits. The
Bureau of State Audits reported similar weaknesses for fiscal year
1991-92, and the Office of the Auditor General reported similar
weaknesses for the previous six fiscal years.

The State does not yet qualify for the Certificate of Achievement for
Excellence in Financial Reporting. The Certificate of Achievement
Program of the Government Finance Officers Association encourages
and recognizes excellence in financial reporting by governments. The
State does not qualify for the certificate primarily for the following two
reasons:

Late Audited Financial Statements

The State has not been able to produce the necessary financial reports
in time to issue audited financial statements within six months of the
end of the fiscal year, a time requirement established in 1980 by the
Government Finance Officers Association. While major corporations
such as IBM, General Motors, and Pacific Gas and Electric are required
to issue their audited financial statements within 90 days after the close
of the fiscal year, the State is allowed 180 days. However, the State has
repeatedly taken longer than 200 days to issue its audited financial
statements. The report on the financial statements for fiscal year
1992-93 was dated April 30, 1994, more than 300 days after the fiscal
year ended.

To address this concern, the Office of the Auditor General contracted
with Price Waterhouse to evaluate the State’s financial reporting
system. In its report, issued in May 1987, Price Waterhouse identified
shortcomings throughout the State’s financial reporting system and
made recommendations for correcting them. In response to Price
Waterhouse’s recommendations, the State formed a committee
consisting of representatives from various control agencies to improve
the State’s reporting system. The committee has initiated a pilot
project to make financial reporting more accurate and prompt. The
project involves the development of the following:
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e automated reconciliations of agency records with the controller’s
records;

e a proposed reduction in the number of reports required from
agencies; and

e apreliminary plan for electronic reporting of year-end financial data
to the controller.

Lack of Combining Statements by Fund Type

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

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

However, the State has made progress toward preparing combining
statements by fund type. Specifically, the State is in the process of
organizing the funds within each fund type into categories that have a
similar purpose for presentation in the Comprehensive Annual
Financial Report. In addition, the State is modifying its automated
system that produces the financial statements. The system will
summarize the budgetary basis statements into GAAP classifications
for presentation in the Comprehensive Annual Financial Report.

The Bureau of State Audits reported a similar weakness during its audit
for fiscal year 1991-92, and the Office of the Auditor General reported
a similar weakness during its audits for the previous six fiscal years.



Inability To
Account for
Expenditures of
Federal Money
by Each Federal
Program

Lack of
Centralized
Records for

Federal Receipts

The State is not in compliance with a requirement of OMB
Circular A-128 to present a schedule of federal assistance that shows
total expenditures for each federal assistance program. The State
cannot comply because it does not record its expenditures by federal
program. The schedule of federal assistance that we present, beginning
on page 175, shows total receipts by program, rather than expenditures.

The OMB’s Circular A-128 requires the State to submit an audit report
on a schedule of federal assistance that shows the total expenditures for
each federal assistance program. The California Government Code,
Section 13300, assigns the Department of Finance the responsibility for
establishing and supervising a complete accounting system to ensure
that all revenues, expenditures, receipts, disbursements, resources,
obligations, and property of the State are properly accounted for and
reported.

The Bureau of State Audits reported a similar weakness during the
audit for fiscal year 1991-92, and the Office of the Auditor General
reported a similar weakness during the audits for fiscal years 1985-86
through 1990-91. The Department of Finance has reported that making
the necessary modifications to the State’s automated systems would
require extensive effort.

The State does not have centralized records for recording the receipt of
federal moneys, potentially resulting in an impairment of the State’s
ability to satisfy federal requirements for the continued receipt of
federal moneys. The federal OMB Circular A-128 identifies these
requirements. Specifically, it requires the State to prepare and render
an opinion annually on a schedule of federal assistance. In addition, the
circular requires the State to identify all federal grants from which the
State receives more than $20 million in a single year and ensure that the
grants are audited for that year.

In 1978, the State took steps to establish a centralized record of federal
receipts. In that year, the State created the Federal Trust Fund for the
deposit of all moneys received by the State from the federal
government where the expenditure was administered through or under
the direction of any state agency. The purpose in creating the fund was
to provide better accountability for the State’s receipts and expenditures
of federal funds. If the State consistently required all federal receipts to
be recorded in the Federal Trust Fund, the centralized records to help
satisfy requirements under Circular A-128 would exist. '

21



22

Lack of
Compliance
With Drug-Free
Workplace
Requirements

However, the State has allowed exceptions to the rule that all federal
receipts are to be recorded in the Federal Trust Fund. For example,
Section 89725 of the Education Code, which was established by statute
in 1991, allows the Federal Trust Fund to be bypassed for receipts for
student financial aid at the California State University. During fiscal
year 1992-93, these receipts totalled almost $140 million. In addition,
the Department of Finance administratively created the State
Legalization Impact Assistance Fund to account for receipts and
expenditures from the federal State Legalization Impact Assistance
Grants. These receipts totaled more than $1.4 bllhon for fiscal years
1988-89 through 1992-93.

The absence of the centralized records results in additional work to
prepare the schedule of federal assistance required by Circular A-128.
For example, to determine fiscal year 1992-93 receipts to include in the
schedule, the State had to request that the California State University
separately identify receipts for each of the student financial aid grants.
In addition, the potential exists that the State will fail to identify all
receipts. This lack of identification could result in material
misstatements in the schedule of federal assistance or the failure to
identify all grants requiring an audit under Circular A-128.

Many departments do not comply with state and federal drug-free
workplace requirements. To comply with the federal Drug-Free
Workplace Act of 1988 and to continue receiving federal grants and
contracts, the State must certify that it provides a drug-free workplace.
In 1989, the State took steps to comply with the requirements of the
federal legislation. In a management memorandum, dated April 14,
1989, the Department of Personnel Administration directed
departments to provide to their employees a copy of the State’s formal
drug-free workplace statement. The statement complies with the
federal requirements by disclosing the State’s policy on the drug-free
workplace; indicating the penalties for violations of the policy; and
providing notification of the availability of assessment, counseling, and
rehabilitation services through the State Employee Assistance Program.
Further, the Government Code, Section 8355, requires any contractor
with the State to publish a similar statement of notification to the
contractor’s employees. The State Administrative Manual,
Section 1253, further clarifies contracting requirements for the
Drug-Free Workplace Act.

Despite the extensive sources of information about the requirements,
we found that state departments often do not fully comply with the
drug-free workplace procedures. Six departments that we reviewed for



Salary Warrants
Are Not Always
Promptly
Returned

compliance with contracting procedures lacked drug-free workplace
certificates for some of the contracts we examined. In addition, for the
departments at which we reviewed internal controls for selected federal
programs, seven departments either had no procedures in place for
ensuring a drug-free workplace or had inadequate procedures. For
example, the Office of Statewide Health Planning and Development
and the Emergency Medical Services Authority do not have continuing
policies for ensuring their employees are aware of the requirements of
the Drug-Free Workplace Act.  Without such programs, the
departments cannot ensure their employees are aware of the drug-free
workplace policy and any assistance available to them.

State departments do not always return undelivered salary warrants to
the State Controller’s Office within 90 calendar days of receipt. We
performed tests for undelivered salary warrants more than 90 days old
at 40 locations and found that, at 21 locations, department staff did not
return a total of 388 salary warrants to the State Controller’s Office
within 90 days of receipt. These warrants ranged in amount from
$0.68 to $10,658.44. The oldest warrant found was written more than 8
years ago. Although failure to return the undelivered warrants to the
State Controller’s Office does not cause any financial harm to the State,
it increases the risk of their loss or misappropriation. The following
table provides, by department, the number of undelivered salary
warrants that were more than 90 days old.
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Improper
Omissions From
the State
Reporting Process
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Salary Warrants Not Returned

Within 90 Days
Number of
Warrants
More Than Amount of
Agency 90 Days Old Warrants
California Conservation Corps 50 $ 11,363.00
California State University
(Four campuses) 106 36,133.51
Corrections, Department of
(Five institutions) 36 11,947.74
Developmental Services, Department of
(Four developmental centers) 27 8,715.21
Mental Health, Department of
(One hospital) 52 9,903.17
Motor Vehicles, Department of 99 29,257.36
Parks and Recreation, Department of 3 11,404.32
Rehabilitation, Department of 3 3,189.32
Toxic Substances Control,
Department of 9 1,873.65
Transportation, Department of
(Two districts) . 3 189.28
Total 388 $123,976.56

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

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



The Bureau of State Audits reported a similar finding for fiscal year
1991-92, and the Office of the Auditor General reported a similar
finding for fiscal years 1987-88 through 1990-91.
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Audit Information by Area of Government

Summary The State of California continues to incur unnecessary costs and face
the reduced efficiency and effectiveness of its operations because of
weaknesses in its internal control structure. Although the State has
corrected some of the problems the Bureau of State Audits reported for
its audit of fiscal year 1991-92 and the Office of the Auditor General
reported for audits of prior years, the State can still significantly
improve its accounting and administrative controls.

Table 3 below summarizes state expenditures and the financial and
compliance audit activity of the Bureau of State Audits during fiscal
year 1992-93. Other audits issued by the Bureau of State Audits and
the former Office of the Auditor General are also summarized in the
final column of the table and cover the period from July 1, 1992,
through December 31, 1993. The table organizes this information
according to the nine areas of government recognized in the Governor’s
Budget for fiscal year 1992-93. The Bureau of State Audits conducted
financial and compliance audit work in each of the nine areas of
government. Two areas of government, the Health and Welfare area
and Education area, have significant expenditures, totaling more than
75 percent of the State’s expenditures, and receive moneys from 38
major federal grant programs. The Bureau of State Audits conducted
extensive financial and compliance audit work in the departments in
these two areas of government.
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Table 3

Summary of Audit Work by Area of Government

Number of Departments
Total Amount/
Percent of With Amount/Number Number of
State In Area of Reported of Federal Special Topic
Area of Government Expenditures* Government Audited* Weaknesses  Grants Audited Reports
Business, Transportation $6.9 billion 18 $5.9 billion 4 $1.314 billion 2
and Housing 6.2% 5 2
Education $44.6 billion 16 $30.8 billion 4 $2.161 billion 3
39.6% 5 15
Environmental Protection $.6 billion 6 $.3 billion 0 $.097 billion 1
5% 1 2
General Government $7.5 billion 54 $.4 billion 4 $.157 billion 2
6.7% 4 4
Health and Welfare $46.8 billion 20 $39.3 billion 7 $15.366 billion 4
37.1% 10 27
Legislative, Judicial and $2.1 billion 39 $.8 billion 1 $.227 billion 3
Executive 1.8% 5 4
Resources $2.0 billion 23 $.9 billion 0 0 1
1.8% 3
State and Consumer $3.8 billion 13 $.7 billion 2 0 1
Services 3.4% 3
Youth and Adult $3.2 billion 6 $3.2 billion 1 $.007 billion 1
Correctional 2.9% 3 2

* Amounts reported in these columns are total estimated expenditures for all state departments in the agency or for all departments audited
during fiscal year 1992-93. Estimated amounts are from the Governor’s Budget for fiscal year 1994-95. The estimates do not reflect actual
amounts audited.
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Table 4, which begins on page 30, summarizes the results of the
financial and compliance audit work that the Bureau of State Audits
conducted for fiscal year 1992-93. The Bureau of State Audits reports
the results of these audits in management letters addressed to the
administrators of each of the departments with audit issues to report.
These management letters are included in this report, beginning on
page 39.

Table 4 shows the distribution by state department of weaknesses in
control over financial activities and weaknesses in compliance with
state and federal regulations. The page number column in the table
provides the location in this report of the beginning of the specific
management letter for the indicated state department. The numbers in
the other columns are the item numbers for each weakness reported in
the management letters for the departments. A more detailed table
describing the type of weaknesses found in compliance with federal
regulations begins on page 199.
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CALIFORNIA STATE AUDITOR

BUREAU OF STATE AUDITS "
KURT R. SJOBERG MARIANNE P. EVASHENK
State Auditor Chief Deputy State Auditor

The Governor and Legislature of
the State of California

We have audited the general purpose financial statements of the State of California as of and for
the year ended June 30, 1993, and have issued our report thereon dated April 30, 1994. We did
not audit the financial statements of the pension trust funds, which reflect total assets constituting
78 percent of the fiduciary funds. We also did not audit the financial statements of certain
enterprise funds, which reflect total assets and revenues constituting 92 percent and 94 percent,
respectively, of the enterprise funds. In addition, we did not audit the University of California
funds. The financial statements of the pension trust funds, certain enterprise funds, and the
University of California funds referred to above were audited by other auditors who furnished
their reports to us, and our opinion, insofar as it relates to the amounts included for the pension
trust funds, certain enterprise funds, and the University of California funds, is based solely upon
the reports of other independent auditors. We have also audited the State of California’s
compliance with requirements applicable to major federal financial assistance programs and have
issued our report thereon dated April 30, 1994.

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

In planning and performing our audits for the year ended June 30, 1993, we considered the
internal control structure of the State of California in order to determine our auditing procedures

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

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

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

During the year ended June 30, 1993, the State of California received 97 percent of its total
federal financial assistance through major federal financial assistance programs. We performed
tests of controls, as required by OMB Circular A-128, to evaluate the effectiveness of the design
and operation of internal control structure policies and procedures that we considered relevant to
preventing or detecting material noncompliance with specific requirements, general
requirements, and requirements governing claims for advances and reimbursements and amounts
claimed or used for matching that are applicable to each of the State of California’s major federal
financial assistance programs, which are identified in the accompanying schedule of federal
financial assistance. Our procedures were less in scope than would be necessary to render an
opinion on these internal control structure policies and procedures. Accordingly, we do not
express such an opinion.

36



We noted certain matters involving the internal control structure and its operation that we
consider to be reportable conditions under standards established by the American Institute of
Certified Public Accountants. Reportable conditions involve matters coming to our attention
relating to significant deficiencies in the design or operation of the internal control structure that,
in our judgment, could adversely affect the State’s ability to record, process, summarize, and
report financial data consistent with the assertions of management in the general purpose
financial statements or to administer federal financial assistance programs in accordance with
applicable laws and regulations.

We discuss the reportable conditions and present recommendations to correct them on pages 39
through 164 of our report. Management’s comments regarding the recommendations appear on
page 219 of this report. Additionally, beginning on page 207, we present a schedule listing
instances of noncompliance that we consider to be minor. Specific responses to the reportable
conditions identified at each state agency are on file with the Bureau of State Audits and the
Department of Finance. The reportable conditions identified in the State’s single audit report for
fiscal year 1991-92 that have not been corrected are included in the section beginning on
page 39.

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

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

In addition to the work we performed in accordance with OMB Circular A-128 and the Single
Audit Act of 1984, the Office of the Auditor General performed other reviews related to federal
programs. A schedule of the pertinent reports issued from July 1, 1992 to December 31, 1993,
begins on page 203 of this report.

37



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

BUREAU OF STATE AUDITS
utey ot Feroe

SALLY L. FILLIMAN, CPA
Deputy State Auditor

April 30, 1994
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Department of Housing and Community Development

Item 1.

Failure To
Follow Required
Procedures for
Purchase of EDP
Equipment

Our contractor, Pierini, Clark and Brown, reviewed the Department of
Housing and Community Development’s (department) administration
of the U.S. Department of Housing and Urban Development grants,
Federal Catalog Numbers 14.219 and 14.228.

Finding

We found an instance involving both federal and state funds in which the
department’s purchase of EDP equipment did not follow required state
procedures. Specifically, during the tests of allowable costs and indirect
cost allocations, we identified nine separate invoices under $100,000
from a single vendor that were found to be part of a larger planned
purchase of EDP equipment that was not submitted for review to the
Department of General Services’ Office of Procurement, as required.

The purchase requests from one division were split into two requests on
the same date to keep each request below $100,000, and personnel of the
department’s EDP Branch admitted to processing all requests as separate
invoices for the purpose of avoiding the State’s requirements on purchase
orders in excess of $100,000. Department personnel acknowledged that
this planned purchase was made because excess funds were found to be
available in the budget at the end of the fiscal year, and these funds
would have been lost had the expenditure not been made immediately.

Criteria

Section 36 of the Common Rule states that when procuring property and
services under a grant, a state must follow the same policies and
procedures that it uses for procurements using nonfederal funds. The
State entered into a contract with the vendor that would allow state
agencies to purchase goods and services through the vendor’s computer
store. However, the contract specifically states that single purchases
greater than $100,000 must be forwarded to the EDP Acquisitions Unit
within the Department of General Services’ Office of Procurement for
review.

Recommendation

Department  personnel responsible for approving purchases should be
reminded of the importance of adhering to existing controls, laws, and
regulations. Deliberate violations of federal and state regulations raise
questions about the integrity of the department and jeopardize the
continued funding of certain federal programs.
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Item 2.
Overspending of
Federal Funds
for the Costs of
Administering
the Community
Development
Block Grant

Item 3.
Inadequate

Documentation To

48

Support Requests
for Transfers of
Federal Funds

Finding

For fiscal year 1991-92, the Bureau of State Audits reported that the
department spent $619,076 of federal funds in administering the
Community Development Block Grants (CDBG). This amount was
$42,536 more than the $576,540 that it was allowed to spend for this
purpose. During fiscal year 1992-93, the department did not
satisfactorily resolve this item. According to the department, this error
occurred because expenditures were incorrectly charged to the 1991
block grant. However, 1991 block grant funds were not drawn down to
cover these expenditures. The department plans to correct the mistake by
transferring the expenditures to block grants from other years.

Criteria

The United States Code, Title 42, Section 5306(d)(3)(A), allows
state-level expenditures for administrative costs of $100,000 plus
2 percent of the grant amount, which for 1991-92 amounted to $576,540.

Recommendation
The department should correct the mistake immediately.

Finding

In testing a sample of 25 requests for transfers of federal funds, the
related State Controller's Remittance Advice (RA), and the subsequent
receipt of funds, we found 3 RAs did not have adequate support for either
the amount of funds received or the amount of funds spent. Two RAs
and subsequent receipt of funds in the amount of $1,171,442 had
documentation in claim schedules, warrants, and disbursements that
supported only $963,740 of those funds. The reconciliation of these
differences was possible only through the memory, notes, and personal
attention of the person responsible for these differences.

Criteria ‘

The OMB Common Rule for Uniform Administration Requirements for
Grants and Cooperative Agreements to State and Local Governments,
Subpart C, Section .20, paragraph(a), (Standards for Financial
Management Systems), and 44 CFR, Chapter 1, Part 13, Subpart C,
Section 13.20, both require that a State must expend and account for
grant funds sufficient to: (1) permit preparation of reports required, and
(2) permit the tracing of funds to a level of expenditure adequate to
establish that such funds have not been used in violation of the
restrictions and prohibitions of applicable statutes. 24 CFR,
Part 570.490(a), requires the State to establish and maintain such records



Item 4.

Federal Cash
Transaction Reports
for Specific Grants
Do Not Agree With
the Department's
Accounting Records

as may be necessary to facilitate review and audit by the Department of
Housing and Urban Development (HUD), and also audits in accordance
with 24 CFR, Part 44.

Recommendation

Adequate documentation should be prepared and maintained for all
requests for federal funds. Such documentation should permit the tracing
of funds requested to a level of expenditure adequate to establish how the
funds have been used. The personal notes and memory of an individual
employee should not be a substitute for adequate documentation, and the
records must provide for an accounting system which can be accessed
and understood by other employees in the organization.

Finding

Seven out of ten Schedule of Federal Cash Transaction Reports as
supported by the CDBG drawdown worksheets for CDBG grants
submitted to HUD for the year ended June 30, 1993, did not agree with
detailed accounting records maintained by the department's CALSTARS
accounting system and CDBG drawdown worksheets. We were able to
establish, however, that the total receipts of federal funds for the fiscal
year are supported by the total expenditure of federal funds for the
CDBG program.

Criteria

44 CFR, Chapter 1, Part 13, Subpart C, Section 13.41(c), requires that a
Federal Cash Transactions Report (Form 272) be submitted. These

reports are used bv the federal agency to monitor cash advanced to
grantees and to obtain disbursement or outlay information for each grant
from grantees. These reports should reflect the grantee’s performance,

and be supported bv accounting records. OMB Circular A-128 (8b.2)

requires positive assurance that federal financial reports contain accurate,

reliable financial data. The State Administrative Manual, Sections 20011

and 20014, requires all state agencies receiving federal funds to reconcile
federal financial repnorts to the official accounting records and retain all
supporting schedules and worksheets for a minimum of three years.

Recommendation

The CDBG drawdown worksheets maintained by the department's
accounting office should be reconciled each month to both the SCO "R"
accounts for receipts of federal funds, and the CALSTARS accounting
records for the expenditure of federal funds.
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Item 5.

- The Department's

50

Annual Cost
Allocation Plan
Has Not Been
Updated and
Approved for
Two Years

Item 6.
Compliance With
the Drug-Free
Workplace Act Is
Not Required of
Grantees

Finding

The department's annual cost allocation plan has not been developed and
submitted to the Department of Finance and to HUD for approval for
fiscal years 1991-92 and 1992-93. An indirect cost rate proposal for
actual costs was presented to HUD (the federal cognizant agency) after
the close of fiscal year 1992-93 which shows that the allocations usedj
were within the guidelines for the total amount of the administrative co.

of the grant and for the amount of matching expenses required. Ac
costs were reasonably close to budgeted estimates.

Criteria

24 CFR, Parts 570.502 and 570.610, requires States to comply with
OMB Circular A-87. OMB Circular A-87 requires local governments to
establish a cost allocation plan to support the distribution of any joint
costs related to the grant program, that all costs included in the plan will
be supported by formal accounting records, and that this plan be retained
at the local government level for audit by a designated federal agency
except in those cases where that federal agency requests that the cost
allocation plan be submitted to it for negotiation and approval.

Recommendation
The department should develop an updated cost allocation plan for fiscal
year 1993-94.

Finding
The department has not required that the subrecipients of CDBG grants
comply with the Drug-Free Workplace Act of 1988.

Criteria
The Drug-Free Workplace Act of 1988 requires all subrecipients of
federal grants to comply with the Drug-Free Workplace Act of 1988.

Recommendation

The requirements of the Drug-Free Workplace Act should be
incorporated into the statement of assurances that subrecipients must sign
prior to receiving CDBG grants, and consideration should be given to
including this as a follow-up item during the grant monitoring process.



Department of Motor Vehicles

Item 1.

Inadequate
Control Over
Inventory Of
Dishonored Checks

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

Finding

The department does not have sufficient control over its inventory of
dishonored checks. According to the department's fiscal officer, as of
June 30, 1993, the department had approximately 108,000 checks
totaling $23.6 million that banks had not honored. In our management
letter for fiscal year 1991-92, we identified weaknesses in the
department's process for recovering dishonored checks and stated that
the weaknesses were caused by a lack of centralized control over the
collection process. In response to our management letter, the
department centralized the responsibility for processing dishonored
checks for the Financial Responsibility Unit and the Drivers License
Unit into a dishonored check unit. Furthermore, the department
developed procedures for staff in these units to follow when processing
dishonored checks.

In addition to implementing our recommendations, the department
transferred the responsibility and authority for collection of delinquent
vehicle registration fees to the Franchise Tax Board (FTB) as required
by Section 10878 of the Revenue and Taxation Code. In September
1993, the department began sending all dishonored checks for vehicle
registration that exceed $300 to the FTB for collection. However,
during our review we determined that the department is not periodically
confirming with the FTB the dollar amount and number of dishonored
checks that it transferred to the FTB for collection. As a result, the
department cannot ensure that all of the dishonored checks for vehicle
registration are accounted for.

Criteria

The California Government Code, Section 13403(a)(3), states that the
elements of a satisfactory system of internal accounting and
administrative controls should include, but are not limited to, a system
of authorization and record keeping procedures that effectively control
assets, liabilities, revenues, and expenditures.

Recommendation

The department should develop procedures to periodically confirm with
the FTB the dollar amount and number of dishonored checks located at
the FTB.

51



52

Item 2.
Insufficient
Control Over
Access to EDP
Data Files

Finding

The department's electronic data processing (EDP) programming
personnel have unrestricted access to data files. For example, EDP
personnel can access confidential and restricted data files even though
such access is not necessary for these employees to fulfill their job
duties.

In its response to the fiscal year 1991-92 management letter, the
department stated that in January 1994, it would begin implementing a
process to approve required access levels for programmers and restrict
access to all other data files. However, as of April 1994, the
department had not implemented any procedures to limit the
programmer's access to data files. Furthermore, according to the
information security officer, the department pushed back the
implementation process indefinitely because of other priorities. Failure
to restrict access to data files could result in possible disclosure or
misuse of confidential and restricted information.

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

Recommendation

The department should ensure that only authorized personnel have
access to EDP systems and that such access is necessary for the
performance of authorized duties.



Stephen P. Teale Data Center

Item 1.

Failure To Record
Software Costs as
Intangible Assets

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

Finding

The data center records the cost of the software it purchases as an
operating expense rather than an intangible asset. Intangible assets are
assets that lack physical substance but give valuable rights to the
owner. State regulations require state agencies to record software costs
that exceed $5,000 and that have a useful life of four years as intangible
assets, and to systematically allocate the cost of the software to
expenses over its useful life. Because the data center records its
software purchases as expenses, it may overstate its operating expenses
during years that it makes large software purchases. In addition, the
cumulative effect of not recording intangible assets in the past was to
understate assets (net of amortization) at June 30, 1993, by
approximately $4.8 million.

The Bureau of State Audits reported a similar weakness during the
audit for fiscal year 1991-92, and the Office of the Auditor General
reported a similar weakness during its audits for fiscal years 1988-89
through 1990-91. In its response in December 1993, the data center
stated that it is in the process of developing and implementing policies
to inventory and amortize intangible assets. As of April 1994, the data
center has substantially completed its inventory of software, and is
finalizing the process to amortize its intangible assets. The data center
plans to complete this process so intangible assets and the related
amortization can be included in its financial records at June 30, 1994.

Criteria

The State Administrative Manual, Section 8615.1, requires state
agencies to record intangible assets that have an expected life of at least
four years and cost at least $5,000. Also, Section 8615 describes the
costs of purchasing software as an intangible asset. Finally, the State
Administrative Manual, Section 8621, requires proprietary funds such
as the Stephen P. Teale Data Center Revolving Fund to record
amortization. The State Administrative Manual, Section 8617,
describes amortization as allocation of the cost of software, less its
estimated residual value, to expense over the periods benefited.
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Item 2.

Possible Liability

54

to the Federal
Government

Recommendation

The data center should record software costs that exceed $5,000 as
intangible assets and should allocate those costs to expense over the
periods that it expects to use software to generate revenues.

Finding

The data center has a possible liability to the federal government
estimated to be as much as $3.6 million for profits it has accumulated
in its Stephen P. Teale Data Center Revolving Fund (revolving fund)
between July 1, 1984, and June 30, 1993. The data center’s revolving
fund is an internal service fund that accounts for centralized electronic
data processing services to state agencies. The data center has charged
these agencies more than its costs for providing services. In turn, state
agencies have passed these charges on to federal programs. The
revolving fund accumulates profits when the data center’s charges for
services exceed its costs. Federal regulations prohibit the State from
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