REPORT BY THE
STATE AUDITOR
OF CALIFORNIA

- AREVIEW OF THE STATE'S CONTROLS

OVER ITS FINANCIAL OPERATIONS

92002

December 1993



The first copy of each California State Auditor report is free.
Additional copies are $3 each. You can obtain reports by contacting
the Bureau of State Audits at the following address:

California State Auditor
Bureau of State Audits
555 Capitol Mall, Suite 300
Sacramento, California 95814
(916) 445-0255 or TDD (916) 445-0255 x 216

OR
This report may also be available
on the World Wide Web
http://www.bsa.ca.gov/bsa/

Permission is granted to reproduce reports.



A Review of the State's Controls
Over Its Financial Operations

92002, December 1993

California State Auditor

Bureau of State Audits



CALIFORNIA STATE AUDITOR
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State Auditor Chief Deputy State Auditor

December 31, 1993 ' 92002

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

State Capitol

Sacramento, California 95814

Dear Governor and Legislative Leaders:

The Bureau of State Audits presents the results of our review of the State's control of its financial
activities and its compliance with federal grant requirements and state regulations. This review
was made as part of our examination of the State's general purpose financial statements. This
review and the report on the general purpose financial statements fully meet the requirements of
the 1984 Single Audit Act set forth by the United States Government as a condition of receiving
more than $18 billion in federal funds annually.

Some of the work referred to above was performed by the Office of the Auditor General, which
was closed in December 1992. The Bureau of State Audits was created in May 1993, pursuant to
California Government Code, Section 8543. The Bureau of State Audits is responsible for
performing the annual financial and compliance audit previously conducted by the Office of the
Auditor General. The federal government granted the State an extension for submitting the fiscal
year 1991-92 annual financial and compliance audit from July 31, 1993, to January 31, 1994.

The State continues to have weaknesses in its accounting, auditing, and administrative control
structure. In addition, the State continues to have shortcomings in its financial reporting system
that need to be resolved by the State's financial leadership. For example, the State does not have
an accounting system that presents the financial condition of the State based on generally
accepted accounting principles when reporting on the past execution of its budget. Instead, the
state fiscal control departments report the financial condition of the State by using inconsistent
accounting practices. This use of inconsistent accounting practices can cause the State's financial
decision-makers to be uncertain about the State's true financial condition.

Respectfully submitted,

KURT R. SYOBERG
State Auditor

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

Status of Internal
Controls

Statewide
Concerns

The State has many weaknesses to correct in its accounting, auditing,
and administrative control structure. These weaknesses result in
inaccurate financial statements, noncompliance with state and federal
regulations, and the waste, loss, and misuse of state resources. For
fiscal year 1991-92, 12 of the 18 agencies whose internal control
structure we reviewed had weaknesses in the controls over their
financial activities.

In conducting our audit, we selected agencies we determined to be the
most material in relation to the major segments of the various funds in
the general purpose financial statements. As a result, we audited 18
agencies, which represented approximately 64 percent of the State's
revenues and approximately 60 percent of the State's spending. Other
independent auditors audited an additional approximately 29 percent of
the State's revenues and an additional approximately 20 percent of the
State's spending.

Although the State has corrected numerous weaknesses we have
identified in recent years, it continues to have shortcomings in its
internal control and financial reporting systems that need to be
addressed by its financial leadership. Past weaknesses that the State has
corrected include the presentation of the general fixed asset account
group for the first time in the State's financial statements for fiscal year
1990-91 and, for fiscal year 1991-92, the recognition of expenses for
Medi-Cal services provided but not yet paid for. However, the State
did not correct several weaknesses related to its accounting practices,
financial reporting, and internal controls. For example, the State
Controller's Office and the Department of Finance use different
accounting practices. This use of inconsistent practices provides the
State's financial decision-makers with conflicting information relative to
the State's true financial condition. Further, the State must make
adjustments to its financial statements to prepare them in accordance
with generally accepted accounting principles (GAAP) so that the
statements may be comparable to the financial statements of other states
and acceptable to the investment community and the federal
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Weaknesses at
State Agencies

government. GAAP is the preferred method of accounting because it is
a nationally recognized set of accounting principles that improves
accountability, recognizing costs when they occur, not when they are
paid for.

Furthermore, the State currently does not recognize certain costs when
reporting on the past execution of the budget. For fiscal year 1991-92,
the State did not recognize approximately $89 million for the cost of
earned vacation for certain state faculty and approximately $94 million
in costs the State owed exceeding available appropriations, such as
lawsuits.

We noted other weaknesses that the Office of the Auditor General has
reported in recent years. For example, the State does not produce
audited financial statements within six months of the end of the fiscal
year, and it does not include in its audited financial statements the
combining statements that provide the financial statements of each of
the funds within the fund types. As a result of these two weaknesses, as
the Office of the Auditor General reported for the last five years, the
State does not qualify for the Certificate of Achievement for Excellence
in Financial Reporting. The State also continues to spend unnecessary
additional time and effort in preparing the financial statement disclosures
required by GAAP for the State's lease commitments because the State
does not have a central record of lease commitments that contains all
the necessary information. Further, the State's method of accounting for
federal assistance does not yet provide sufficient information on
expenditures of federal monies because it does not record its
expenditures by federal program.

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

Weak Controls Over Financial Activities

Seven of the 18 agencies we audited had weaknesses in their internal
controls over financial reporting. Problems we found included incorrect
or nonexistent reconciliations, inappropriate accounting practices, and
inadequate accounting for property and inventory. In some cases, these
problems resulted in inaccurate financial statements. For example, the
Department of General Services understated the due to local
governments account balances at June 30, 1992, in two of its funds by



approximately $2.6 million. In a third fund, the department overstated
the balance for due to local governments by approximately $1.0 million.
The department did not detect these errors because it does not reconcile
its subsidiary project cards with its general ledger account balances each
month.

Five of the agencies we audited had weaknesses in internal controls over
revenue activities. Problems we found included improper separation of
duties, failure to monitor and collect receivables, and failure to follow
proper procedures for recognizing revenue earned. These problems
resulted in receivables that may be difficult to collect and inaccurate
financial statements. For example, the Department of Health Services
did not have policies or procedures for monitoring and collecting
receivables, totaling approximately $102 million, related to the Medicaid
Drug Rebate Program, thus, increasing the risk that some of these
receivables will become uncollectible.

Problems involving expenditure and electronic data processing activities
existed at six of the agencies we audited. The problems we found
included insufficient controls over access to electronic data processing
data files, insufficient monitoring and control over revolving fund
activities, insufficient support and analysis of expenditure accruals, and
other weaknesses in controls over disbursements. For example, the
Department of Health Services did not adequately analyze its
expenditure accruals at June 30, 1992. As a result, the department
understated the liabilities and expenditures for two of its funds at
June 30, 1992, by approximately $35.7 million.

Lack of Compliance With State Regulations

The State complied in all material respects with its regulations that
could significantly affect its financial statements. However, a few
agencies had certain immaterial instances of noncompliance in ensuring
that all state time deposits were collateralized, receiving approval of
contracts before work began, and apportioning funds to school districts.
Although these weaknesses did not have a material effect on the
financial statements, the weaknesses could result in the State's interests
being put at risk because of improper contracting, undercollateralized
deposits, and incorrectly calculated apportionments.
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Lack of Compliance With Federal Regulations

In fiscal year 1991-92, the State received approximately $18.8 billion in
federal grants. At many state agencies, we noted immaterial instances
of noncompliance with federal regulations for administering these
federal grants. Adherence to these regulations is a condition of
continued federal funding. The State did not fully comply with all
federal regulations in 35 of the 48 grants we reviewed.

These 48 grants represent approximately 98 percent of all federal money
the State received for fiscal year 1991-92, excluding that received by the
University of California. Our review showed that agencies failed to
adhere to requirements for reporting, for supporting expenditures, for
managing cash, and for monitoring and auditing programs. The federal
government could penalize the State because of its failure to comply
with federal regulations.



Introduction

As part of our examination of the general purpose financial statements
of the State of California for the fiscal year ended June 30, 1992, 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:

o Expressing an opinion on the State's general purpose financial
statements;

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

o 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
18 of the 325 state agencies included in the general purpose financial
statements.

Amounts that we audited at these agencies represented approximately
64 percent of the State's revenues and approximately 60 percent of the
State's spending.  Further, other independent auditors audited an
additional approximately 29 percent of the State's revenues and
additional approximately 20 percent of the State's spending. In addition
to this audit coverage of the State's revenues and spending, we
increased our coverage with centralized testing, which we performed by
selecting for review a cross section of items from the State as a whole.
For example, we selected a sample of payroll warrants the State
processed through its payroll system, and we selected a sample of
warrants other than payroll warrants that the State processed through its
claims payments system. We also reviewed electronic data processing
activities at selected state agencies that have significant data processing
operations.

We performed a limited review of the internal audit units at two 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 we can rely on the internal audit activities
relevant to our audit at these agencies.



We reviewed 15 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 Pell Grant Program, which is 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 48 of the 313 federal grants the State administers. These 48
grants represent approximately 98 percent of the federal funds the State
received in fiscal year 1991-92, excluding 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:

o The report on the internal control structure used in preparing the
general purpose financial statements and in administering federal
assistance programs (begins on page 27),

o The report on weaknesses and instances of noncompliance at state
agencies (begins on page 33);

e The report on federal assistance programs, including required
reports on (1) compliance with laws and regulations related to major
and nonmajor federal programs and (2) the resolution of prior year
findings related to federal programs (begins on page 179);

e The report on the accuracy of the supplementary schedule of federal
assistance (begins on page 185); and

o The report on compliance with state laws and regulations (begins on
page 225).



Between July 1, 1991, and December 31, 1992, the Office of the
Auditor General issued 45 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

Although the State has corrected numerous weaknesses that the Office
of the Auditor General identified in recent years, it continues to have
shortcomings in its internal control and financial reporting systems that
need to be addressed by its financial leadership. Weaknesses the State
has corrected include the recognition for the first time in the State's
financial statements for fiscal year 1991-92 expenses for Medi-Cal
services provided but not yet paid for and recognition of the liabilities
for tax overpayments identified at the Franchise Tax Board and Board
of Equalization. However, the State did not correct several other
weaknesses related to its accounting practices, financial reporting, and
internal controls. For example, partly because it does not use nationally
recognized accounting principles to report on the past execution of the
State's budget, the State has inconsistently reported its financial
condition. The State also does not provide sufficient instructions to
make an efficient and reliable conversion of the financial reports from
their presentation in accordance with the State's statutory and regulatory
requirements (budgetary basis) to a presentation in accordance with
generally accepted accounting principles (GAAP).

Furthermore, the State does not ensure that the charges of internal
service funds to federal programs are in compliance with federal
regulations. In addition, the State does not yet qualify for the
Government Finance Officers Association's Certificate of Achievement
for Excellence in Financial Reporting because it does not produce
audited financial statements within six months of the end of the fiscal
year and because it does not include the combining statements that
provide the financial statements of each fund within the fund types.
Further, the State does not have a central record of state leases that
contains all the information required by GAAP, and it does not have
sufficient control over contracts that are not subject to approval by the
Department of General Services. Moreover, the State's method of
accounting for federal assistance does not provide sufficient information
on expenditures of federal money for each federal program. Finally, the
State does not require the District Agricultural Associations to submit
financial reports to be included in the State's financial statements, and it
does not require other agencies to submit certain reconciliations and
reports.



Inconsistent
Financial
Reporting

The State Controller's Office and the Department of Finance each report
on the State's financial condition using different accounting practices.
This use of inconsistent accounting practices provides the State's
financial decision-makers with conflicting information relative to the
State's true financial condition. Further, the State spends additional time
and money making adjustments to its financial statements to prepare
them in accordance with GAAP so that they may be comparable to the
financial statements of other states and acceptable to the investment
community and the federal government. GAAP is the preferred method
of accounting because it is a nationally recognized set of accounting
principles that improve accountability, recognizing costs when they
occur, not when they are paid.

Further, although the State accounts for General Fund encumbrances,
Medi-Cal expenses, and tax overpayments in accordance with GAAP, it
still does not account for other expenses and revenues in accordance
with GAAP when reporting on the past execution of its budget. The
State still does not recognize expenses such as the cost of earned
vacation for certain state faculty and does not recognize liabilities that
were not included on a budgetary basis because no money remained in
the appropriation to pay for them. Also, the State has historically
recognized some events as expenses, even though no cost has been
incurred. For example, the State reports loans from its General Fund to
other funds as expenses rather than recognizing that money was lent to
another fund and will be returned to the General Fund.

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

Adjustments Due to Unreported Expenses:

Earned Vacation Leave $ 89,000
Costs Owed in Excess of Available
Appropriations 94,000

Total Adjustments Due to

Unreported Expenses 183,000
Adjustments Due to Loans That Will Be
Repaid to the General Fund (133,856)

Total Adjustments $ 49,144




Problems With
the State's
Conversion

to GAAP

Adjustments were also necessary to present the fund balances of the
State's other fund types (as reported by the State Controller's Office) in
accordance with GAAP. For example, the State recognizes as an
addition to its fund balance its authorized but unissued bonds. Under
GAAP, the proceeds from bonds should not be recognized until the sale
occurs. In addition, the State reports as 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, they are
reported in the notes to the financial statements as commitments.
Moreover, the State does not consistently recognize expenses such as
the cost of earned vacation and worker's compensation claims in its
internal service 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 8 would
be increased by approximately $5.3 million.

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

In addition, some of the financial information required under GAAP is
more extensive than the information provided by the budgetary basis of
accounting. As a result, the State must develop additional information
for proprietary funds, lease commitments, and the market value of the
State's investments in securities to create its general purpose financial
statements. The Office of the Auditor General has reported a similar
weakness in its audits for the last nine years.



Some Internal
Service Funds
Do Not Always
Comply With
Federal
Regulations

The State is in the process of converting from the budgetary basis to
GAAP in certain areas. The Department of Finance has rewritten some
sections of the State Administrative Manual covering proprietary funds
to bring them into conformance with GAAP. In addition, in the
governor's budget, the Department of Finance 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 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 cost of Medi-Cal services provided but not yet
paid for and the liabilities 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 they are comparable with those of other governmental
entities and, therefore, acceptable to the investment community and the
federal government under the single audit act.

The State has a possible liability to the federal government estimated to
be as much as $20.7 million for profits it has accumulated in its internal
service funds between July 1, 1984, and June 30, 1992. 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. Asa
result, the State was required to refund to the federal government
approximately $14.9 million of the profits accumulated in its internal
service funds. This amount represented the federal share of profits
accumulated by five of the State's internal service funds from July 1,
1969, to June 30, 1984. Because the State's internal service funds
continue to accumulate profits, the State may be liable to the federal
government for the portion of the additional surplus accumulated
between July 1, 1984, and June 30, 1992, that represents charges to
federal programs. Currently, the federal DHHS is conducting an audit
for July 1, 1984, through June 30, 1991, to determine the amount of



profit accumulated and the related federal share in three of the State's
internal service funds. However, as of November 1993, the final audit
report has not been issued.

Using procedures similar to those of the Department of Finance and
using 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
mentioned above and a revised percentage for the other, we estimate
that, under current federal regulations, the State may owe the federal
government as much as $20.7 million. This amount is the federal share
of profits accumulated by four of these funds from July 1, 1984, to June
30, 1992, less audit adjustments and undercharges to federal programs
of approximately $440,000 for the other fund. Since the federal
government and the State's executive branch are ultimately responsible
for negotiating any final settlement, we did not attempt to determine
whether the percentage that the federal government accepted to
determine the federal share of the State's accumulated profits in the
1984 audit for four of the five internal service funds is still acceptable
for the period from July 1, 1984, to June 30, 1992. Also, we did not
verify the accuracy of the revised percentage used in the calculation of
profits for the remaining fund. In addition, an October 1988 amendment
to the federal Office of Management and Budget's (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 liability for three of the funds to
approximately $8.9 million. The Office of the Auditor General has
reported a similar weakness in its audits for the last three years.

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 federal regulations.
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Delays
Producing
Audited
Financial
Statements

Lack of
Combining
Statements

by Fund Type

As we have reported for the last seven years, the State has been unable
to produce the necessary financial reports in time to issue audited
financial statements within six months of the end of the fiscal year, a
time requirement established in 1980 by the Government Finance
Officers Association. While major corporations such as IBM, General
Motors, and Pacific Gas and Electric are required to issue their audited
annual financial reports within 90 days after the close of the fiscal year,
the State has 180 days.

As mentioned in this report, the State did not have an independent
auditor from December 1992 to May 1993 because of the closure of the
Office of the Auditor General. However, even after excluding this
period, the State still exceeded the six-month requirement. In addition,
the State has repeatedly taken longer than 200 days to issue its audited
financial report. The report on the financial statements for fiscal year
1991-92 was dated November 19, 1993.

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

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



Ineligibility for
Certificate of
Achievement

Insufficient
Reporting
of Leasing

Information

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 as Trust and
Agency and Capital Project Fund Types on the budgetary basis, but
reports the same funds in the Special Revenue Fund Type in the general
purpose financial statements.

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 two reasons: it
does not produce audited financial statements within six months of the
end of the fiscal year, and its audited financial statements do not include
combining statements by fund type. We discussed these weaknesses in
the preceding sections. The Office of the Auditor General has reported
a similar weakness for the last six years.

As the Office of the Auditor General has reported for the last five fiscal
years, the State continues to spend unnecessary additional time and
effort in preparing the financial statement disclosures required by GAAP
for the State's lease commitments because the State does not have a
central record of lease commitments that contains all the necessary
information. The State's lease commitments totaled approximately
$5.1 billion in fiscal year 1991-92. GAAP requires the State, when it
leases space or equipment from outside vendors, 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
lease records for many lease commitments, it established these records
for its internal management purposes and did not intend the records to
be a complete listing of the State's leases that would meet GAAP
requirements. Thus, the records do not provide all the necessary
information.

For example, the records maintained by the Department of General
Services disclose only the current-year payment for each lease and do
not indicate how the payment will change in future years. The records
also do not separate future minimum lease and rental payments by fiscal
year, and the records do not include information on certain leases for
which the Department of General Services does not have oversight

11
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Inadequate
Control Over
Some
Contracts

responsibility. For example, because the Department of General
Services is not required to approve the California State Lottery
Commission's leases, the department's records do not include more than
$2.4 million in commitments that the California State Lottery
Commission has entered into for its leasing of space.

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.

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

In addition, certain contracts between the State and local governments
for grants are not being approved by the Department of General
Services. Various state agencies believe these contracts are not subject
to the Department of General Services' approval. Certain departments
have received and relied on legal opinions from the Attorney General's
Office and their own departmental legal counsel in determining whether
these types of contracts are subject to the Department of General



Failure To
Account for
Expenditures of
Federal Money
By Each Federal
Program

Improper
Omissions
From the State
Reporting
Process

Services' approval. Based on its interpretation of the present rules, the
Attorney General's Office has determined that contracts for federal
funds and contracts for grants of state funds are not required to be
approved by the Department of General Services.

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

The State's method of accounting for federal assistance does not provide
sufficient information on expenditures of federal monies because it does
not record its expenditures by federal program. The Office of the
Auditor General reported a similar weakness for the last six fiscal years.
As a result, the State is not able to present a schedule of federal
assistance that shows total expenditures for each federal assistance
program; therefore, the State is not in compliance with the OMB's
Circular A-128. The schedule of federal assistance that we present,
beginning on page 189, shows total receipts 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.

As the Office of the Auditor General has reported for the last four fiscal
years, District Agricultural Associations, which are organized to hold
fairs and expositions, are not treated as part of the state reporting entity.
To determine whether the District Agricultural Associations should be
treated as such, the Office of the Auditor General 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 support of the
District Agricultural Associations are appropriated in the State's annual
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Failure

To Require
Agencies

To Submit
Reconciliations

Failure

To Require
Agencies
To Prepare
a Report of
Accruals

budget. For these reasons, the Legislative Counsel concluded that the
State Controller's Office is required to include the financial information
of the District Agricultural Associations in the State's general purpose
financial statements. Currently, this financial information is not
included, and as a result, the State's general purpose financial statements
are incomplete.

For approximately 228 funds numbered 500 to 699 and 800 to 999, the
State Administrative Manual, Section 7951, does not require agencies to
prepare Report 15, Reconciliation of Agency Accounts With
Transactions Per State Controller. As a result, the State Controller's
Office does not have evidence that agencies have reconciled financial
information that appears in the general purpose financial statements with
records of the State Controller's Office. The Office of the Auditor
General has reported a similar weakness for the last six fiscal years.

The State Administrative Manual, Section 7900, discusses the
importance of making regular reconciliations. Reconciliations represent
an important element of internal control because they provide a high
level of confidence that transactions have been processed properly and
that the financial records are complete. The reconciliation with the
records of the State Controller's Office is an important step in ensuring
the accuracy of the agencies' financial statements.

The State Administrative Manual, Section 7951, does not require
agencies to prepare Report 1, Report of Accruals to the Controller's
Accounts, for funds numbered 500 to 699 and 800 to 999. Included
among these funds are more than 72 that had budget appropriations for
fiscal year 1991-92. As a result of not preparing this report, information
needed to distinguish encumbrances from accounts payable and to
present financial information in accordance with GAAP is not available
for all funds. The Office of the Auditor General has reported a similar
weakness for the last six fiscal years.

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



Summary of Audit Results by Area of Government

Summary

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

Table 1, which begins on page 16, shows the distribution by state
agency of weaknesses in control over financial activities and weaknesses
in compliance with state and federal regulations. A more detailed table
for weaknesses in federal compliance begins on page 211. The page
number column in Table 1 provides the location of the specific report on
the indicated state agency. The numbers in the other columns are the
item numbers for each weakness as presented in the agency reports.

Beginning on page 19, we present a summary of the most significant

findings by area of government. At the beginning of each section, we
present additional information regarding our audit work.

15
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Business,
Transportation
and Housing

In fiscal year 1991-92, the State spent more than $6.2 billion,
approximately 6 percent of the State's expenditures, on programs in the
Business, Transportation and Housing Agency. The agency oversees
the operations of 20 departments and other budgeted activities. In
addition to our centralized testing and the audits performed by other
independent auditors, our financial and compliance audit focused on five
departments: the Department of Housing and Community
Development, the Department of Insurance, the Department of Motor
Vehicles, the Stephen P. Teale Data Center, and the Department of
Transportation. For compliance with federal regulations, we audited
three federal programs with receipts of approximately $1.7 billion.
Since July 1991, ten special topic reports were released that include
issues relating to Business, Transportation and Housing programs.
These special topic reports required reviews of selected operations of
four additional entities: the California Transportation Commission, the
Department of Corporations, the California Housing Finance Agency,
and the Department of the California Highway Patrol. (The Appendix
lists the reports that the Office of the Auditor General issued from
July 1, 1991, to December 31, 1992.)

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

Stephen P. Teale Data Center

The Stephen P. Teale Data Center (data center) does not always charge
state agencies for services provided based on its published rate schedule.
Specifically, the published rate for telecommunication lines is $905 per
line, but we found that the data center had made an arrangement with
the Governor's Office to charge a rate of $250 per telecommunication
line. According to the data center staff, the Governor's Office uses the
same type of telecommunication lines as other state agencies, yet the
other state agencies are charged the published rate of $905. As a result,
we determined the data center lost revenues totaling $31,440 during
fiscal year 1991-92. In addition, the data center does not always fully
recover service costs. For example, during fiscal year 1991-92, the data
center provided data processing services to the Department of Housing
and Community Development (HCD) worth approximately $7,000.
However, the data center reduced its receivable by approximately
$4,000 to allow the HCD to stay within its budget limits. Moreover, the
data center cannot always support reductions of amounts receivable
from state agencies.

19



20

Education

Department of Transportation

We noted 19 instances when the Department of Transportation
(department) did not promptly request reimbursements totaling
approximately $9.9 million for federal aid projects at the highest rate
allowed by the federal government. For 17 federal aid projects, the
department did not promptly adjust its reimbursement rate to reflect the
highest rate allowed by the federal government. For another project, the
department did not promptly bill the federal government for $3.9 million
it paid from January to April 1992. Finally, the department did not
make a retroactive adjustment for another project that had an increased
reimbursement rate. As a result of these delays, we estimated the
department lost approximately $146,000 in interest earnings.

In fiscal year 1991-92, the State spent more than $39.8 billion,
approximately 38 percent of the State's expenditures, on education
programs. This area of government consists of 16 departments and
other budgeted activities. In addition to our centralized testing and the
audits performed by other independent auditors, our financial and
compliance audit focused on five departments: the California
Postsecondary Education Commission; the California Community
Colleges, Chancellor's Office; the California State University; the
California Student Aid Commission; and the California Department of
Education. For compliance with federal regulations, we audited
15 federal programs with receipts of approximately $2.2 billion, and
other independent auditors audited one federal program with receipts of
approximately $101 million. Further, since July 1991, ten special topic
reports were released that include issues relating to education programs.
These special topic reports required reviews of selected operations of
three additional entities: California Polytechnic State University,
San Luis Obispo; the University of California system; and the University
of California, San Francisco. (The Appendix lists the reports that the
Office of the Auditor General issued from Julyl, 1991, to
December 31, 1992.)

We reported weaknesses for four departments within the area of
education. In the following section, we discuss the most significant
weaknesses we reported.

California Department of Education

The California Department of Education has significant weaknesses in
the contracting procedures used within its Office of Healthy Kids,
Healthy California (office). The office receives both federal and state
grants that have restrictions on specific activities. We determined that



General
Government

Health and
Welfare

the office has entered into contracts that do not ensure these funds are
used for the purposes intended by law. For example, we noted that for
four contracts, the office combined funding from federal and state grants
to sponsor comprehensive health education activities. Sponsoring of
these activities is not permitted according to the grant specifications.
One of these four contracts was, in part, for state-sponsored health
promotion conferences. This contract did not contain a complete
description of the amounts to be paid for the services provided. For
two other contracts with private organizations, we identified costs
totaling $10,500, paid with federal funds that are not allowable under
federal laws and regulations. In addition, the office used federal and
state funds in a contract that circumvented state civil service hiring
practices. Moreover, the office does not have a systematic method of
determining the funding sources for the payment of invoices. Finally,
the office allowed two contractors to begin work before the related
contracts were approved.

In fiscal year 1991-92, the State spent more than $8.4 billion,
approximately 8 percent of the State's expenditures, on general
government. This area of government consists of 54 departments and
other budgeted activities. In addition to our centralized testing and the
audits performed by other independent auditors, our financial and
compliance audit focused on four departments: the Office of Criminal
Justice Planning, the Department of Economic Opportunity, the
Department of Finance, and the Department of Industrial Relations. For
compliance with federal regulations, we audited four federal programs
with receipts of approximately $142 million. Since July 1991, six
special topic reports were released that include issues relating to general
government. These special topic reports required reviews of selected
operations of two additional entities: the Public Utilities Commission
and the Board of Control. (The Appendix lists the reports that the
Office of the Auditor General issued from July 1, 1991, to
December 31, 1992.)

We reported weaknesses for three of the departments that we audited
within the area of general government. See Table 1 on page 16 for the
classification of these weaknesses.

In fiscal year 1991-92, the State spent more than $38.4 billion,
approximately 37 percent of the State's expenditures, on programs in the
Health and Welfare Agency. The agency oversees the operations of
20 departments and other budgeted activities. In addition to our
centralized testing, our financial and compliance audit focused on eight
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Legislative,
Judicial, and
Executive

departments: the Department of Aging, the Department of Alcohol and
Drug Programs, the Employment Development Department, the Health
and Welfare Agency Data Center, the Department of Health Services,
the Department of Mental Health, the Department of Rehabilitation, and
the Department of Social Services. For compliance with federal
regulations, we audited 25 federal programs with receipts of
approximately $13.9 billion. Further, since July 1991, 12 special topic
reports were released that include issues relating to Health and Welfare
Agency programs. These special topic reports required reviews of
selected operations of two additional entities: the Camarillo State
Hospital and Developmental Center and the Office of Statewide Health
Planning and Development. (The Appendix lists the reports that the
Office of the Auditor General issued from July1, 1991, to
December 31, 1992.)

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

Department of Health Services

The Department of Health Services (department) did not follow
procedures that the State Administrative Manual requires to account for
and to collect receivables, totaling approximately $102 million, related
to the Medicaid Drug Rebate Program. For example, the department
did not maintain appropriate separation of duties. The employee who
mailed the invoices and recorded the invoiced amounts in the accounts
receivable ledger also received, deposited, and recorded the invoiced
remittances. Failure to maintain proper separation of duties can result in
errors and irregularities that may go undetected. In addition, the
department did not have policies or procedures for monitoring and
collecting receivables for the Medicaid Drug Rebate Program. Without
adequate procedures for monitoring and collecting accounts receivable,
the department increases the risk that some receivables will become
uncollectible.  Finally, the department did not perform a monthly
reconciliation between the subsidiary accounts receivable ledger and the
general ledger account. Without properly prepared reconciliations, the
department lacks assurance that the transactions have been adequately
recorded and that the financial records are complete.

In fiscal year 1991-92, the State spent more than $1.9 billion,
approximately 2 percent of the State's expenditures, on the legislative,
judicial, and executive area of government. This area of government
consists of 41 departments and other budgeted activities. In addition to



Resources

our centralized testing and the audits performed by other independent
auditors, our financial and compliance audit focused on five
departments: the Office of Emergency Services, the Board of
Equalization, the Department of Justice, the State Controller's Office,
and the State Treasurer's Office. For compliance with federal
regulations, we audited two federal programs with receipts of
approximately $186 million. Further, since July 1991, eight special
topic reports were released that include issues relating to the legislative,
judicial, and executive areas of government. These special topic reports
required reviews of selected operations of two additional entities: the
Secretary of State and the California State Lottery Commission. (The
Appendix lists the reports that the Office of the Auditor General issued
from July 1, 1991, to December 31, 1992))

We reported weaknesses for four departments within the legislative,
judicial, and executive areas of government. In the following section,
we discuss the most significant weakness we reported.

Board of Equalization

The Board of Equalization (board) should seek a change in the Vehicle
Fuel License Tax Law that would allow the board to assess penalties on
prepayments that do not meet the minimum requirement as stipulated by
law. Currently, the Vehicle Fuel License Tax Law requires that motor
vehicle fuel distributors whose estimated tax liability averages $900,000
or more per month make a prepayment of at least 95 percent of either
the tax liability for the month to which the prepayment applies or at least
95 percent of the tax liability reported for the previous month.
Currently, the board assesses a penalty of 6 percent on late payments.
However, there is no provision for assessing penalties on prepayments
that are made promptly but that do not meet the 95 percent requirement.
Based on our testing of revenue for the Motor Vehicle Fuel Account,
we calculated that the board could have collected additional revenues of
$128,000 in fiscal year 1991-92 and $138,000 in fiscal year 1992-93 if
the board could have assessed penalties on prepayments that did not
meet the 95 percent requirement.

In fiscal year 1991-92, the State spent more than $2.4 billion,
approximately 2 percent of the State's expenditures, on programs in the
Resources Agency. The agency oversees the operations of
27 departments and other budgeted activities. In addition to our
centralized testing and the audits performed by other independent
auditors, our financial and compliance audit focused on four
departments: the Department of Parks and Recreation, the State Lands
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State and
Consumer
Services

Commission, the State Water Resources Control Board, and the
Department of Water Resources. For compliance with federal
regulations, we audited one federal program with receipts of
approximately $120 million. Further, since July 1991, four special topic
reports were released that included issues relating to programs in the
Resources Agency. These special topic reports required reviews of
selected operations of three additional entities: the California
Conservation Corps, the Department of Forestry and Fire Protection,
and the Energy Resources Conservation and Development Commission.
(The Appendix lists the reports that the Office of the Auditor General
issued from July 1, 1991, to December 31, 1992.)

We reported weaknesses for one department within the Resources
Agency. See Table1 on page 16 for the classification of these
weaknesses.

In fiscal year 1991-92, the State spent more than $4.1 billion,
approximately 4 percent of the State's expenditures, on programs in the
State and Consumer Services Agency. The agency oversees the
operations of 13 departments and other budgeted activities. In addition
to our centralized testing and the audits performed by other independent
auditors, our financial and compliance audit focused on three
departments: the Franchise Tax Board, the Department of General
Services, and the Public Employees' Retirement System. Further, since
July 1991, ten special topic reports were released that include issues
relating to programs for the State and Consumer Services Agency.
These special topic reports required reviews of selected operations of
five additional entities: the State Athletic Commission, the Department
of Consumer Affairs, the Contractors' State License Board, the
Department of Fair Employment and Housing, and the Board of
Vocational Nurse and Psychiatric Technician Examiners.  (The
Appendix lists the reports that the Office of the Auditor General issued
from July 1, 1991, to December 31, 1992.)

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

Department of General Services

As of the end of fiscal year 1991-92, the Office of Local Assistance
(OLA) of the Department of General Services did not have adequate
procedures to identify and report interest earned by school districts on
funds received from the State for participating in the state school



Youth and Adult
Correctional

building lease-purchase program. Because procedures were not
implemented, as of June 30, 1992, the OLA did not record in its
accounting records or report to the State Controller's Office
approximately $58.4 million of interest earned by school districts on
lease-purchase funds not yet spent. As a result, the amount due to local
governments that the OLA reported to the State Controller's Office on
its year-end financial reports was overstated by approximately
$58.4 million.

In fiscal year 1991-92, the State spent more than $3.4 billion,
approximately 3 percent of the State's expenditures, on programs in the
Youth and Adult Correctional Agency. The agency oversees the
operations of six departments and other budgeted activities. In addition
to our centralized testing and the audits performed by other independent
auditors, our financial and compliance audit focused on three
departments: the Board of Corrections, the Department of Corrections,
and the Department of the Youth Authority. We audited one program
for compliance with federal regulations. Since July 1991, six special
topic reports were released that include issues relating to programs for
the Youth and Adult Correctional Agency. These special topic reports
required reviews of selected operations of four additional entities: the
California Institution for Men, the California Institution for Women, the
California Rehabilitation Center, and the California Correctional
Institution at Tehachapi. (The Appendix lists the reports that the Office
of the Auditor General issued from July1,1991, to
December 31, 1992.)

We reported one weakness for one department within the Youth and
Adult Correctional Agency. See Tablel on page 16 for the
classification of this weakness.

25



Report on the Study and Evaluation of Internal Controls

27



CALIFORNIA STATE AUDITOR

BUREAU OF STATE AUDITS
KURT R. SJOBERG MARIANNE P. EVASHENK
State Auditor Chief Deputy State Auditor
In nt Auditors' R n Evaluation of Intern ntrol
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, 1992, and have issued our report thereon dated November 19, 1993. 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 93
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 November 19, 1993.

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 planning and performing our audits for the year ended June 30, 1992, 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 and on its 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, but not to provide assurance on the internal control structure.

The Department of Finance and the State's management are 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

660 J Street, Suite 300, Sacramento, California 95814 29
Telephone: (916) 445-0255 Fax: (916) 327-0019



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 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.

During the year ended June 30, 1992, the State of California received 98 percent of its total
federal financial assistance through major federal financial assistance programs. We performed
tests of controls, as required by OMB Circular A-128, to evaluate the effectiveness of the design
and operation of internal control structure policies and procedures that we considered relevant to
preventing or detecting material noncompliance with specific requirements, general requirements,
and requirements governing claims for advances and reimbursements and amounts claimed or
used for matching that are applicable to each of the State of California's major federal financial
assistance programs, which are identified in the accompanying schedule of federal financial
assistance. Our procedures were less in scope than would be necessary to render an opinion on
these internal control structure policies and procedures. Accordingly, we do not express such an
opinion.

We noted certain matters involving the internal control structure and its operation that we
consider to be reportable conditions under standards established by the American Institute of
Certified Public Accountants. Reportable conditions involve matters coming to our attention
relating to significant deficiencies in the design or operation of the internal control structure that,
in our judgment, could adversely affect the State's ability to record, process, summarize, and
report financial data consistent with the assertions of management in the general purpose financial
statements or to administer federal financial assistance programs in accordance with applicable
laws and regulations.
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We discuss the reportable conditions and present recommendations to correct them on pages 43
through 177 of our report. Management's comments regarding the recommendations appear on
page 233 of this report. Additionally, beginning on page 221, 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 1990-91 that have not been corrected are included in the section beginning on page 43.

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, 1991, to December 31, 1992,
begins on page 216 of this report.

This report is intended for the information of the Governor and Legislature of the State of
California and the management of the executive branch. However, this report is a matter of

public record and its distribution is not limited.

BUREAU OF STATE AUDITS

K SLlima)

SALLY L. FILLIMAN, CPA
Deputy State Auditor

November 19, 1993
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Deficiencies Common to Various Agencies

Summary

Deficiencies in
Administering
State Contracts

Certain deficiencies in internal control are common to more than one
agency. For example, many state agencies do not comply with the
California Public Contract Code in establishing and maintaining
contracts with vendors. Furthermore, many state agencies do not
promptly use federal funding that has already been received.
Additionally, not all state agencies promptly return undelivered salary
warrants to the State Controller's Office.

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

State agencies do not always comply with the California Public Contract
Code in establishing and maintaining contracts with vendors. In our
reviews of 84 nonconsultant contracts at 17 departments, we found 23
contracts 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. In
addition, 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. Table 2 on page 38 indicates the departments at which we
reviewed nonconsultant contracts, the number of contracts reviewed at
each department, and the number of reviewed contracts for which work
began before contract approval.
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TABLE 2

DEFICIENCY IN ADMINISTERING STATE NONCONSULTANT
CONTRACTS AT VARIOUS AGENCIES
FISCAL YEAR 1991-92

Contracts Lack of Approval
Agency Name Tested Before Start of
Contract Work

Health and Welfare Agency Data Center
Department of Motor Vehicles
California Department of Education
Department of Social Services
State Treasurer's Office
Teale Data Center
Franchise Tax Board
Department of General Services
Department of Health Services
Department of Water Resources
California Community Colleges,
Chancellor's Office

Department of Transportation
State Controller's Office
Department of Corrections
Employment Development Department
Board of Equalization
California State Universities,

Office of the Chancellor
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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 the department. 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 the Department of General
Services 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.

Table 2 above pertains specifically to our review of nonconsultant
contracts. We plan to release a report in February 1994 that addresses
our review of consultant contract for fiscal years 1991-92 and 1992-93.



Improper Cash During fiscal year 1991-92, many state agencies maintained balances of
Management federal funds that exceeded their immediate cash needs in appropriations
related to prior years. For example, the Department of Social Services
retained approximately $800,000 for seven months during fiscal year
1991-92 of excess federal funds in the state treasury for certain prior
year appropriations. Further, the Department of Economic Opportunity
retained between $244,000 and $1.8 million during fiscal year 1991-92
of excess federal funds in the state treasury for certain prior year
appropriations.

The State as a whole had on deposit approximately $148.4 million in
federal funds as of June 30, 1992, for all fiscal years' appropriations.
Table 3 on page 40 provides bimonthly end-of-month balances of these
deposits during fiscal year 1991-92 by year of appropriation. Some of
the balances, particularly those for fiscal year 1991-92, may be amounts
representing the State's cash needs to make payments in the immediate
future. Also, some of the balances represent amounts that have not
been transferred to the State's General Fund even though the General
Fund is entitled to the money. For example, the Department of Parks
and Recreation had approximately $472,000 of federal funds on deposit
even though the money should have been transferred to the General
Fund. In addition, some of the balances represent settlements received
by the State, such as Outer Continental Shelf funds, that the State is
allowed to maintain until it uses the funds. For example the Department
of Transportation had approximately $4.2 million of Outer Continental
Shelf funds on deposit as of June 30, 1992. However, we believe many
of the balances, particularly those for prior years' appropriations,
represent pools of federal funds that exceed the immediate needs of the
State.
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TABLE 3

BALANCES OF FEDERAL FUNDS ON DEPOSIT
DURING FISCAL YEAR 1991-92

(In Thousands)
12-Month
Appropriation August October  December  February April June Annual
Fiscal Year 1991 1991 1991 1992 1992 1992 Average
1984-85 s 18 s 2
1985-86 $ 4009 $ 4,009 § 4,009 4054 $ 4,033 § 4,150 4,060
1986-87 1,839 1,648 1,604 1,642 412 268 1,264
1987-88 2,983 6,725 2,788 3,383 1,672 31 2,733 -
1988-89 22,003 34,681 7,512 3319 2,039 1,555 10,983
1989-90 11,777 10,135 8,692 9,147 9,170 6,119 9,311
1990-91 35,795 13,165 24,907 25,902 21,580 13,023 24,716
1991-92 63,084 121,831 125,582 139,483 86,696 43,917 174,734
Continuously
Appropriated 165462 137,578 63,607 64,686 99.506 79369 106,115
Total $306,952  $329,772  $238,701  $251,634  $225,108  $148,432

Because the State did not properly limit its request for federal funds to
its immediate cash needs, the federal government lost interest that it
could have earned on these funds. In addition, maintaining excess cash
may result in the termination of advanced financing by the federal
government.

The Code of Federal Regulations, Title 31, Section 205.4, requires that
cash advances be limited to the actual immediate cash needed for
carrying out the purpose of the program. This section also stipulates
that the timing and amount of cash advances be as close as
administratively feasible to the actual disbursement by the recipient
organization.

Salary Warrants State agencies do not always return undelivered salary warrants to the

Are Not Always State Controller's Office within 90 calendar days of receipt. We
performed tests for undelivered salary warrants more that 90 days old at
63 locations and found that 24 locations did not return a total of 286
salary warrants to the State Controller's Office within 90 days of receipt.
These warrants ranged in amount from $0.29 to $2,630.98. The oldest
warrant found was dated October 24, 1985, and amounted to $227.96.
Failure to return the undelivered warrants to the State Controller's
Office increases the risk of their loss or misappropriation. Table 4 on
page 41 provides, by agency, the number of undelivered salary warrants
that were more than 90 days old.

Promptly
Returned



TABLE 4

SALARY WARRANTS NOT RETURNED

WITHIN 90 DAYS
Number of Warrants
Agency More Than 90 Days Old

California State University

(Three campuses) 35
Corrections, Department of

(One division and eight institutions) 33
Developmental Services, Department of

(Two hospitals) 27
Fish and Game, Department of 6
General Services, Department of 2
Health Services, Department of

(Two divisions) 31
Justice, Department of 26
Mental Health, Department of

(Three hospitals) 107
Motor Vehicles, Department of . 17
Youth Authority, Department of

(One institution) 2
Total 286

The State Administrative Manual, Section 8580.5, specifies that salary
warrants not delivered within 90 calendar days of receipt must be
returned to the State Controller's Office for monthly deposit in the
special deposit fund.
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Business, Transportation and Housing
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Department of Housing and Community Development

Item 1.
Overspending for
Federal Funds for
the Costs of
Administering the
Community
Development
Block Grant

Item 2.

Required Reports
Not Always
Obtained From
Grantees

The Office of the Auditor General 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 14.228 and 14.857.

Finding

For fiscal year 1991-92, the department spent $619,076 of federal funds
in administering the Community Development Block Grant (CDBG).
This amount was $42,536 more than the $576,540 that it was allowed
to spend for this purpose.

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.

Recommendation
The department should reimburse the appropriate federal account as
soon as practical.

Finding

In a sample of ten CDBG grantees who were required to submit to the
department 24 quarterly narrative reports during fiscal year 1991-92,
five grantees failed to submit nine reports. In addition, five grantees
were between one and 59 days late in submitting quarterly reports.
Finally, as of October 13, 1992, one grantee had not submitted the
annual grantee performance report due on July 31, 1992. Late or
unsubmitted reports reduce the department's ability to assist grantees in
resolving problems and to promptly detect inappropriate activities.

The Office of the Auditor General reported a similar weakness in its
financial audit for fiscal year 1989-90.

Criteria

The Code of Federal Regulations, Title 24, Section 85.40, requires a
state that administers CDBG funds to monitor grantees' performance.
In addition, the California Code of Regulations, Title 25, Section
7108(e), requires that grantees submit to the department quarterly
reports no later than 30 days after the end of the quarter. Further, the
department's Grant Management Manual requires grantees to submit an
annual performance report no later than July 31 of each year.
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Item 3.
Slow

Disbursement of
Federal Funds for

the Section 8

Rental Certificate

Program

Item 4.
Lack of

Documentation
To Support the
Balance Sheet
Report for the
Section 8 Rental

48

Certificate
Program

Recommendation

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

Finding

We reviewed the disbursement of approximately $2.3 million of
Section 8 Rental Certificate Program (RCP) funds disbursed in
June 1992. Of this amount, approximately $1.6 million had been
requisitioned by the department and received in the state treasury from
one to four months before it was disbursed to subrecipients. According
to the RCP manager, these delays occurred because the State
Controller's Office would not release warrants payable to subrecipients
until the department amended its contracts with them.

Criteria

According to the United States Department of the Treasury,
Circular 1075, Section 205.4, the timing and amount of cash advances
to a recipient organization must be as close as administratively feasible
to the actual disbursements by that organization.

Recommendation

The department should ensure its contracts with program subrecipients
are current and support the amounts payable to the subrecipients before
requisitioning funds from the federal government.

Finding

The department could not produce support for or demonstrate the
accuracy of the data in its Balance Sheet report (HUD-52595) for the
RCP. Without such information, the federal Department of Housing
and Urban Development could have difficulty in evaluating the
department's financial management of the RCP.

Criteria

Circular A-102, Subpart C, of the federal Office of Management and
Budget, requires states to account for grant funds in accordance with
state laws and procedures. The California State Administrative Manual,
Section 20014, requires agencies receiving federal funds to reconcile
federal financial reports with official accounting records.

Recommendation
The department should reconcile its Balance Sheet report with its
accounting records.



Item S.
Weaknesses in
Control Over the
Revolving Fund

Finding
The department has weaknesses in control over its revolving fund. For
fiscal year 1991-92, we noted the following deficiencies:

o The department did not promptly request reimbursement for its
revolving fund. As of June 30, 1992, the department had
62 unreimbursed travel, expense, and salary advances that had been
outstanding for more than 60 days. According to the department's
records, these unreimbursed advances totaled approximately
$397,000 and included approximately $364,000 that was part of one
advance made from the revolving fund in fiscal year 1989-90.

« The department improperly used its revolving fund to pay for certain
items. For 5 of the 24 revolving fund payments we reviewed, the
department made payment by revolving fund check rather than using
the normal claims processing procedure through the State
Controller's Office. Improper use of the revolving fund circumvents
state controls over disbursements and could result in a misuse of
state funds.

The Office of the Auditor General reported similar weaknesses in the
department's control over the revolving fund in its audit for fiscal year
1989-90.  Although weaknesses still exist, the department has
significantly improved its management of its revolving fund since the
last audit.

Criteria

The State Administrative Manual, Section 8047, requires that state
agencies schedule claims for reimbursement of office revolving funds
promptly. In addition, the State Administrative Manual, Sections 8100
et seq., specifies permissible uses of revolving funds.

Recommendation

The department should immediately file a claim with the State Board of
Control seeking reimbursement to its revolving fund for the outstanding
balance of approximately $364,000 on an advance it made in fiscal year
1989-90. The department should also immediately schedule claims or
seek reimbursement for other advances made from the revolving fund
that have been outstanding for more than 60 days. Finally, the
department should restrict its use of the office revolving fund to the
permissible uses set forth in the State Administrative Manual.
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Department of Motor Vehicles

Item 1.
Inadequate

Control Over

50

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 the collection of
dishonored checks. As of June 30, 1992, the department had
approximately $18.6 million in checks that banks had not honored.
According to the department's fiscal officer, the department had
approximately 87,000 dishonored checks on its records as of June 30,
1992. During our review of the controls over dishonored checks, we
found that:

o Dishonored checks are not always properly recorded in the
accounting system.  Although the revenue collection unit is
responsible for updating the dishonored check system with
subsequent payment information, two of the three units responsible
for the collection of dishonored checks are not notifying the revenue
collection unit when they receive payment on these checks. As a
result, individuals could receive a collection notice even though the
department has received payment on the dishonored checks.

e We also found that dishonored checks are not always submitted to
the State Controller's Office for relief of accountability when
collection efforts have been exhausted. None of the three units
responsible for the collection of dishonored checks notify the
revenue collection unit when they determine that certain checks are
uncollectible. Consequently, these uncollectible checks are not
added to the relief of accountability listing that is submitted to the
State Controller's Office for write-off. During our current audit, we
reviewed 15 checks from the department's listing of dishonored
checks. These checks were dated from July 1990 through
June 1992. For five of these checks, totaling $1,388, we determined
that collection efforts had been exhausted. = However, the
department had not submitted any of the dishonored checks to the
State Controller's Office for write-off or the Franchise Tax Board
for offset.

« Further, only the revenue collection unit participates in the Franchise
Tax Board's (FTB) Offset Program, which offsets the amount owed
to a state agency by reducing an individual's tax refund for the
amount owed. Because of this limited use, the department may not
recover amounts due from dishonored checks. The FTB Offset



Program is not consistently used because the FTB requires agencies
to provide social security numbers (SSN) for each dishonored check
before they can offset the dishonored checks against tax refunds
due. In response to the fiscal year 1990-91 management letter, the
department stated that recent legislation passed requires the
department to obtain SSNs from persons registering vehicles and
applying for drivers licenses beginning January 1, 1992. The
department does not expect to complete their collection of SSNs
until 1995.

A lack of centralized control over the collection of dishonored checks
has caused these weaknesses. The department has not given primary
responsibility for the processing of dishonored checks to any one of the
units involved in the collection of dishonored checks. In response to the
management letter for fiscal year 1990-91, the department stated that
the process for identification and collection of dishonored checks would
be in place by September 30, 1992, and that written procedures
regarding the proper processing of dishonored checks would be
developed and distributed by October 1992. To date, none of the above
responses have been implemented.

Criteria

The California Government Code, Section 13403(a)(3), states that the
elements of a satisfactory system of internal accounting and
administrative control should include, but are not limited to, a system of
authorization and recordkeeping procedures that effectively control
assets, liabilities, revenues and expenditures. Moreover, the State
Administrative Manual, Section 8776.6, states that departments must
develop collection procedures that will ensure prompt follow-up on
receivables.

Recommendation

The department should centralize the process for identifying and
collecting dishonored checks. In addition, the department should
establish written procedures to ensure that the units responsible for the
collection of dishonored checks notify the revenue collection unit when
they receive payment on dishonored checks and the appropriate unit
submits dishonored checks to the State Controller's Office for relief of
accountability. Moreover, the department should continue its effort to
participate in the FTB's Offset Program and ensure that staff involved in
the collection of dishonored checks are aware of these procedures.

‘
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Item 2.
Insufficient
Control Over
Access to

Electronic Data
Processing Data

52

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 that are
unrelated to their job duties.

In response to the fiscal year 1990-91 management letter, the director
stated that the department would implement an automated process to
restrict access to data files by August 1993. However, the automated
process has not been implemented. According to the department's
information security officer, this automated process will allow the
department manager who is responsible for certain data files to limit
access by EDP personnel to the specific EDP personnel who must have
access to the data files in order to serve the department manager's
information needs. However, until this plan is implemented, the
programmers still have unrestricted read capabilities. As of October
1993, a targeted implementation date has not been established. 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 are
allowed access to EDP systems and only during the performance<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>