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SUMMARY

As part of our examination of the financial
statements of the General Fund of the State of California for
the year ended June 30, 1981, we studied and evaluated the
State's system of internal accounting control as required by
generally accepted auditing standards. We noted that 72 of the
96 state agencies or their affiliates that we audited had
weaknesses in internal accounting controls as well as internal
administrative controls. These weaknesses expose the State to

potential loss of resources.

More specifically, the procedures used by some state
agencies to handle and account for cash collections prevent the
State from earning all potential interest income from General
Fund investments. For example, at two campuses of the
California State University and Colleges, tuition receipts
remained undeposited for one to three weeks. In addition to
delaying the use of this money for expenditure purposes, this
failure to deposit receipts promptly precluded the State from

investing these funds to earn interest income.

Also, inadequate procedures for promptly collecting
amounts owed to the State cause the State to forego interest
earnings. For example, one department delayed an average of
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36 days the requesting of federal reimbursements and
reimbursements from counties for their share of program costs.
If the department had promptly collected and invested this
amount, which totaled approximately $102 million, the State

could have earned approximately $1,404,000 in interest income.

Moreover, state agencies lack control over revolving
fund accounts and accounts receivable. This problem also
affects collecting amounts owed to the State. For example, at
17 agencies many advances from the revolving fund for salary
and travel have been outstanding for over six months and, in
some instances, for a period of a year or longer. The amount
of advances outstanding over six months totaled at least
$213,700. Some departments also exceeded the authorized

limitations on their revolving fund accounts.

Overall, state agencies' inadequate procedures for
collecting receivables and handling cash delayed the receipt
and deposit of at least $184 million in federal and county
reimbursements, and 1in repayments of salary and travel
advances. These inadequate procedures prevented the State from

realizing at least $2,640,000 in interest earnings.
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In addition, half the state agencies we audited did
not adequately monitor expenditures. These agencies did not
separate accounting and custodial duties, they committed errors
and omitted information in processing and recording attendance,
and they did not adequately maintain the signature files used
to verify the authenticity of authorizations for expenditures.
These weaknesses expose the State to 1loss of funds from

improper and fictitious disbursements.

We reported our findings in management letters to the
individual agencies and to the Department of Finance. In our
letters, we included recommendations for correcting weaknesses
in internal controls and for improving operating procedures.
The agencies accepted most of these recommendations for
correcting weaknesses and improving procedures. However,
because procedures designed to protect the State's assets have
not been sufficiently adhered to, we recommend that the
Department of Finance monitor state agencies' controls over
cash collections, amounts owed the State, and expenditures in

order to ensure that the weaknesses are corrected.



INTRODUCTION

In response to a request by the Joint Legislative
Audit Committee, we examined the financial statements of the
General Fund of the State of California for the year ended
June 30, 1981. As part of this examination, we studied and
evaluated the State's system of internal accounting control as
required by generally accepted auditing standards. This audit
was conducted under the authority vested in the Auditor General

by Sections 10527 through 10528 of the Government Code.

The State Administrative Manual specifically
identifies the internal control procedures that are applicable
to state agencies. All agencies are required to follow the
manual unless specifically exempted by permission from the

Department of Finance.

In conducting our audits, we interviewed the
responsible personnel, tested the accuracy of financial
transactions, reviewed applicable laws and regulations, and
determined the propriety of transactions for timeliness,

adequacy, and sufficiency.



Our study and evaluation was designed solely to
determine the nature, timing, and extent of the auditing
procedures necessary for expressing an opinion on financial
statements of the General Fund. We did not perform tests
necessary for expressing an opinion on the State's system of
internal accounting control. Also, we did not audit or
evaluate internal accounting controls related to other funds

accounted for by the State.

The management of state agencies is responsible for
establishing and maintaining a system of internal accounting
control. In fulfilling this responsibility, management must
use Jjudgment in assessing the expected benefits and related
costs of control procedures. The objective of a system of
internal accounting control 1is to provide management with
reasonable assurance that assets are safeguarded against Tloss,
that transactions are executed in accordance with management's
authorization, and that transactions are recorded properly.
Proper recording of transactions permits the preparation of
financial statements 1in accordance with generally accepted

accounting principles.

Because of inherent Timitations in any system of
internal accounting control, errors or irregularities may occur

without being detected. Also, projecting an evaluation of the



system to future periods is subject to the risk that procedures
may become inadequate because of changes in conditions or that

the degree of compliance with the procedures may deteriorate.

OQur study and evaluation would not necessarily
disclose all material weaknesses in the State's system of
internal accounting control; thus, we do not express an opinion
on this system. Our study and evaluation did not disclose any
weaknesses that we believe to be material to the financial
statements of the General Fund. However, it did disclose
weaknesses material to the financial records of individual
agencies as well as certain conditions requiring the attention

of the management.

After completing our audits, we communicated our
findings to the management of each agency. We included
recommendations for correcting the weaknesses 1in internal
controls and for improving operating procedures. We also
provided a summary of our findings to the Department of
Finance. Appendix B contains the Department of Finance's

comments on our summary.



AUDIT RESULTS

STATE AGENCIES EXHIBIT
WEAKNESSES IN INTERNAL CONTROLS

Our examinations of 96 state agencies disclosed an

assortment of internal control weaknesses at 72 different

agencies or their affiliates. These weaknesses could prevent

the State from making the most efficient use of its resources.

Specifically, these weaknesses are as follows:

we found

Agencies do not always observe required procedures

for handling cash;

Agencies do not have adequate procedures for

collecting amounts owed to the State;

Agencies Tlack control over revolving fund accounts

and accounts receivable; and

Agencies do not adequately monitor expenditures.

Appendix A shows the distribution of the weaknesses

in internal controls at the agencies to which we

issued management letters.



Agencies Do Not Always
Observe Required Procedures
for Handling Cash

Because of a lack of adequate controls, some agencies
have exposed cash to loss and misuse. Overall, we noted cash
control weaknesses in 43 of the 96 agencies reviewed. Several
agencies did not promptly deposit all collections, reconcile
cash collections to supporting detailed records, or reconcile
bank accounts. In addition, some agencies did not adequately

separate certain accounting and cash handling duties.

For example, California State University, Sacramento,
and San Jose State University did not promptly deposit all
tuition receipts. Some of these collections, which exceeded
$5,000, remained undeposited for one to three weeks.
Section 8030.1 of the State Administrative Manual requires
collections in excess of $5,000 to be deposited daily so that

the State can earn interest income on money received.

At the Department of Health Services, the June 30,
1981 balance of the uncleared collection account totaled
approximately $13 million. However, only about $5 million of
this amount was supported by a detailed 1listing. The
department would have to analyze detailed records from previous
years in order to prepare a listing of the remaining

$8 million. Under the state accounting system, the uncleared
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collection account is used to show cash collections that are
being checked to determine whether they are to be remitted to a
fund in the State Treasury or to be refunded to payers who made
erroneous payments. Failure to identify these collections can
result in payers not receiving refunds due to them.
Additionally, until identification is made, there will be an
understatement of funds available for appropriation because no
remittance will have been made to the proper fund in the State
Treasury. Further, without a detailed listing to support the
amounts recorded, these amounts can be misapplied or misused
because an inappropriate payment charged to a particular

account may never be detected.

In addition, several agencies did not promptly
reconcile bank accounts. For example, the Parole and Community
Services Division of the Department of Corrections has been
unable to reconcile its general checking account since July
1976. At the Department of Rehabilitation, the general
checking account has not been in agreement with department
records since October 1977. As of February 1981,
San Francisco State University had not reconciled its bank

account for the last five months.



Finally, because some agencies do not adequately
separate certain duties, the same employee may have access both
to the blank warrant stock and to the check-signing machine.
At one state hospital, this control deficiency permitted an
accounting technician to prepare and issue unauthorized

disbursements to himself.

To the agencies that did not observe required
procedures for handling cash, we recommended that receipts in
excess of $5,000 be deposited daily and that agencies maintain
a detailed 1listing of uncleared collections. We also
recommended that agencies reconcile bank accounts promptly and
that they separate duties to ensure against improper
disbursement of funds. In addition to these recommendations,
we recommend that the Department of Finance monitor state
agencies to ensure that they correct the weaknesses in

procedures for handling cash.

Agencies Do Not Have Adequate
Procedures for Collecting
Amounts Owed to the State

A number of state agencies have inadequate procedures
for collecting amounts owed to the State. As a result,
receivables are either not collected at all or are collected
long after they are due. Consequently, the State loses the use

of millions of dollars of uncollected amounts as well as the
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interest income that would accrue if all receivables were
collected and deposited promptly. Twenty-eight of the 96
agencies we audited had weaknesses in their systems for

collecting receivables.

One of the more common weaknesses was agencies'
failure to request prompt reimbursement. The Department of
Health Services, for example, could have increased the State's
interest earnings by approximately $1,404,000 if it had more
promptly collected reimbursements totaling approximately
$102 million. These interest earnings were lost because the
department did not promptly request federal reimbursements;
because it did not promptly sign an interagency contract, which
precluded the Department of Social Services from requesting
federal funds; and because it did not require prompt

reimbursement from counties for their share of program costs.

Also, because of a delay in signing an interagency
agreement between the Department of Developmental Services and
the Department of Health Services, portions of the federal
reimbursement to the State's General Fund, totaling
approximately $43 million, were delayed up to five months.
Based upon the interest rate that the State's investments
earned during the five-month period involved, the State's
General Fund would have earned an additional $955,000 in
interest had this reimbursement been made earlier. Further,

-8-



the State's General Fund would have earned an additional
$281,000 in interest if the Department of Social Services had
promptly requested approximately $39 million in reimbursements

for the federal share of program costs.

In our management letters, we recommended that state
departments involved establish procedures to ensure that
federal and county reimbursements are requested as soon as the
State is entitled to them. We also recommended that
interagency agreements between the state departments mentioned
above be executed by July 1 of each fiscal year. Further, we
recommend that the Department of Finance monitor the agencies
involved to ensure that they promptly collect amounts owed to

the State.

Agencies Lack Control Over
Revolving Fund Accounts
and Accounts Receivable

At 17 agencies or their affiliates, we found a lack
of accountability over revolving fund accounts. Specifically,
advances for salary and travel expenses were outstanding for
unreasonably long periods, and 13 of the 17 agencies or their
affiliates overdrew their revolving fund authorizations.
Generally, employees should not have outstanding salary and
travel advances for prolonged periods. However, many advances

had been outstanding for over six months and, in some
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instances, for periods of a year or longer. At these agencies,
the amount of advances outstanding over six months was at least

$213,700.

In our management Tletters, we recommended that the
agencies or their affiliates establish procedures to ensure the
recovery of salary, travel, and other advance payments within
reasonable time limits. Also, each agency should periodically
review its revolving fund expenditure levels and, when
necessary, request new authorized revolving fund Tlimits to
reflect actual needs. We further recommend that the Department
of Finance monitor the agencies to ensure that they strengthen

controls over revolving fund accounts.

Further, one state hospital, six California State
University and College campuses, and six correctional
institutions spent more than the authorized total of their
revolving funds. All revolving funds have dollar limitations
that provide an external control to limit any potential loss.
However, agencies can exceed these dollar limitations because
agencies' revolving funds are commingled in an account with
other state monies and trust funds. Thus, even though an
agency may spend the total of the authorized amount of its
revolving fund, the agency can, for example, continue to issue

checks on the unexpended balance of the commingled funds.
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In addition, some departments do not maintain
current, adequate, or in some cases, any files on outstanding
accounts. Thus, these departments are wunable to monitor
collection efforts. For example, the Department of Health
Services did not adequately  document accruals for
reimbursements totaling $4.2 million. As a result, the
department could have submitted inaccurate information to the
State Controller for use in the State's financial statements.
Also, without proper documentation for recorded accounts
receivable, the department cannot determine the total amount
that is due. Thus, the department may not collect all amounts

to which it is entitled.

In cases such as the above, we recommended that
agencies establish collection programs that include periodic
reviews of delinquent accounts, prompt and systematic
follow-ups in cases of nonpayment, and assignment of delinquent
accounts to collection personnel when correspondence fails.
Also, we recommended that agencies prepare and maintain
adequate documentation for the reimbursement balance of their
accounts receivable. We further recommend that the Department
of Finance monitor agencies to ensure that their procedures for
collecting delinquent amounts owed and documenting accruals

made are adequate.
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Agencies Do Not Adequately
Monitor Expenditures

Fifty-nine of the agencies we audited did not
adequately monitor expenditures. Specifically, there was a
lack of separation of accounting and custodial duties, errors
and omissions in the processing and recording of attendance,
and inadequate maintenance of signature files used to verify

the authenticity of authorizations for expenditures.

For example, in over one-third of the agencies we
audited, employees who certify employees' attendance and
process other payroll documents also receive and distribute
salary warrants. Good internal control requires that the
duties of processing personnel and payroll documents be
separated from those of handling payroll warrants. Unless
these duties are separated, an employee could authorize a
fictitious payroll transaction and then direct the payment for

personal use.

Additionally, several agencies did not accurately
post vacation and sick leave to employees' records. At the
Correctional Training Facility, for example, the personnel
office did not accurately transfer hours used for vacation and
sick leave from monthly attendance reports to employees' leave
records. A lack of accountability over Tleave credits may
result in overpayments.
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Finally, in many instances, files on authorized
signatories maintained by the agencies and by the State
Controller did not agree. We found that some agencies failed
to update certain approved signatories for claim schedules or
payroll documents to include separations, retirements, and new
or transferred personnel. This condition exposes the agencies
to potential loss of payroll, cash, and equipment because
unauthorized signatories can be wused to direct fraudulent

payments.

We recommended that the responsible officials at the
agencies strengthen internal controls over payroll operations
by separating the responsibilities and duties among employees.
We also recommended that the agencies maintain employee leave
records on a current basis and that they review files of
authorized signatories at scheduled intervals and update these
files to agree with the State Controller's records. Further,
we recommend that the Department of Finance monitor the
agencies to ensure that they have corrected the existing
weaknesses and that they have established procedures to monitor

expenditures adequately.
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CONCLUSION

While auditing 96 state agencies or their affiliates,
we noted an assortment of weaknesses in internal
accounting and administrative controls. For the most
part, these weaknesses exist because state agencies
have not followed procedures prescribed in the State
Administrative Manual. Because of these weaknesses,
the State could possibly lose both money that is due

and potential interest income.

RECOMMENDATION

Date:

Staff:

We recommend that the Department of Finance review
the findings we reported in our management letters to
the individual agencies and monitor these agencies to
ensure that they have corrected the weaknesses we

found.

Respectfully submitted,

\%m«/ﬂ/%u'/

THOMAS W. HAYES
Auditor General

March 15, 1982

Curt I. Davis, CPA, Audit Manager
Jeffrey A. Winston, CPA

Romero Zamora

Pat Duncan

Robyn Graves
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Agency

Aging, Department of
Air Resources Board, State

California Community Colleges,
Board of Governors

California Conservation Corps

California Exposition and
State Fair

California Maritime Academy .

California Museum of Science
and Industry

California State University
and Colleges

Bakersfield
Chancellor's Office
Chico

Dominguez Hills
Fresno
Fullerton
Hayward
Humbo1dt

Long Beach

Los Angeles
Northridge
Pomona
Sacramento

San Bernardino
San Diego

San Francisco
San Jose

San Luis Obispo
Sonoma

California Youth Authority

Departmental Administration

E1 Paso De Robles School

Northern California Youth
Center

Northern Reception Center -
Clinic

Preston School of Industry

Southern Reception Center -
Clinic

Ventura School

Youth Training School

DISTRIBUTION OF WEAKNESSES IN INTERNAL
CONTROLS REPORTED TO THE RESPONSIBLE AgENCIES
FOR_THE YEAR ENDED JUNE 30, 1981

Agencies Do Not Always
Observe Procedures
for Handling Cash

XX

XX

XX

XX

XX
XX

XX
XX

XX
XX
XX
XX
XX

XX
XX
XX
XX
XX

Agencies Do Not Have Adequate
Procedures for Collecting
Amounts Owed to the State

APPENDIX A

Agencies Do Not
Adequately
Monitor Expenditures

XX

XX

XX
XX
XX

XX
XX
XX
XX
XX

XX
XX
XX
XX

XX
XX

XX
XX

XX

XX
XX
XX
XX
XX
XX
XX
XX
XX

XX
XX
XX
XX
XX
XX
XX
XX
XX

XX
XX

XX

XX
XX

XX
XX
XX

2 Weaknesses have been noted only once, even though they may have occurred several times within an agency.

b This column includes weaknesses relating to agencies' lack of control over revolving fund accounts and

accounts receivable.
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Agency

Corrections, Department of

California Correctional Center
at Susanville
California Correctional
Institution
California Institution for Men
California Institution for
Women
California Medical Facility
California Men's Colony
California State Prison at
- Folsom
California State Prison at
San Quentin
Correctional Training Facility
Departmental Administration
Duel Vocational Institution
Parole and Community Services
Sierra Conservation Center

Developmental Services, Department of

Diagnostic School for Neurologically
Handicapped Children

Education, State Department of
Employment Development Department
Equalization, Board of

Fair Employment and Housing,
Department of

Forestry, Department of
Health Services, Department of

Housing and Community Development,
Department of

Insurance, Department of
Justice, Department of
Mental Health, Department of
Parks and Recreation, Department of
Rehabilitation, Department of
Social Services, Department of
Solid Waste Management Board
State Hospitals

Agnews

Camarillo

Fairview

Lanterman

Patton

Porterville

Sonoma
Veterans Home of California

Water Resources, Department of

NUMBER OF AGENCIES WHERE
WEAKNESSES WERE NOTED

Agencies Do Not Always

Observe Procedures
for Handling Cash

XX

XX
XX

XX
XX
XX
XX
XX
XX

XX

C XX
XX

XX

XX

XX
XX

XX
XX
XX
XX

XX

XX
XX
XX
XX

A-2

Agencies Do Not Have Adequate
Procedures for Collecting
Amounts Owed to the State

Agencies Do Not
Adequately
Monitor Expenditures

XX
XX
XX
XX
XX
XX
XX
XX XX
XX
XX
XX
XX
XX
XX
XX
XX XX
XX
XX
XX XX
XX
XX XX
XX
XX XX
XX
XX
XX
XX XX
XX
XX
XX
XX
XX
XX XX
XX XX
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State of California

Memorandum APPENDIX B
Date JAN 2 4 1982
To

From

Subiject:

Thomas W. Hayes

Auditor General Telephone: ATSS ( )

( )

Department of Finance

Management Letter 4495--State's System of Internal Accounting Control

In your letter dated December 30, 1981, you asked for my comments regarding
weaknesses in internal accounting and administrative controls found by your
staff in the review and evaluation of 96 State agencies. These findings,
which were summarized in your letter and detailed in the 31 management letters
appended to the letter, are similar to the findings reported by my audit staff
working within our Financial and Performance Accountability Unit (FPA). For
this reason, I do not feel it is necessary for me to comment on the specific
findings.

As I stated in testimony given to the Joint Legislative Audit Committee, we
recognized that weaknesses had developed in State agencies in internal
accounting and controls. To bring about improvements, I directed my FPA Unit
to initiate a program whereby major State departments would be reviewed on a
two-year cycle utilizing an internal control audit program. This program was
placed into operation in fiscal year 1980-81 and is following the five-year
plan, a copy of which I have attached.

In addition, the FPA Unit is working cooperatively with the staff of the State
Controller to coordinate their respective audit plans. We have also been
engaged in developing new procedures for inclusion in the State Administrative
Manual which will give guidance to departmental internal auditors in carrying
out their responsibilities. These actions have been taken to avoid any
duplication of effort and ensure that we have maximum audit coverage through
the utilization of our respective staffs.

During fiscal year 1980-81, we issued 24 internal control audit reports which
contained findings and recommendations which will lead to improvements in the
agencies reviewed. For fiscal year 1981-82, we have completed or have plans
for 53 additional internal control reviews by FPA. When these reviews have
been completed and the recommendations implemented, we believe major
improvements in internal accounting and administrative controls will be
evidenced.

B-1



Thomas W. Hayes -2-

I fully support the concept of improved management through systematic internal
control reviews and have implemented a program to carry out this view. I
appreciated your sending me a report regarding your findings which we will
utilize in our program to ensure that agencies have established and are
maintaining effective systems of internal control. -

MARY ANN GRAVES

Director of Finance
Attachment
4480A

B-2
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cc:

Members of the Legislature

Office of the Governor

Office of the Lieutenant Governor
Secretary of State

State Controller

State Treasurer

Legislative Analyst

Director of Finance

Assembly Office of Research

Senate O0ffice of Research

Assembly Majority/Minority Consultants
Senate Majority/Minority Consultants
California State Department Heads
Capitol Press Corps



