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The Governor of California
Members of the Legislature
State Capitol

Sacramento, California 95814

Dear Governor and Legislative Leaders:

The Bureau of State Audits presents its special report for the legislative standing/policy
committees, which summarizes audits and investigations we issued during the previous two
years. This report includes the major findings and recommendations, along with the corrective
actions auditees reportedly have taken to implement our recommendations. This special report
also includes an appendix that summarizes monetary benefits auditees could realize if they
implement our recommendations or take appropriate corrective action.

This information will also be available in nine special reports specifically tailored for each
Assembly and Senate budget subcommittee on our Web site at www.bsa.ca.gov. Finally, we
notify auditees of the release of these special reports.

Our audit efforts bring the greatest returns when the auditee acts upon our findings and
recommendations. This report is one vehicle to ensure that the State’s policy makers and
managers are aware of the status of corrective action agencies and departments report they have
taken. Further, we believe the State’s budget process is a good opportunity for the Legislature to
explore these issues and, to the extent necessary, reinforce the need for corrective action.

Respectfully submitted,

ELAINE M. HOWLE
State Auditor
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Introduction

This report summarizes the major findings and recommendations from audit and investigative reports
we issued from January 2006 through December 2007. The purpose of this report is to identify what
actions, if any, these auditees have taken in response to our findings and recommendations. We have
placed this symbol @ in the margin of the auditee action to identify areas of concern or issues that we
believe an auditee has not adequately addressed.

Policy areas that generally correspond to the Assembly and Senate standing committees organize this
report. Under each policy area we have included report summaries that relate to an area’s jurisdiction.
Because an audit or investigation may involve more than one issue or because it may cross the
jurisdictions of more than one standing committee, a report summary could be included in more
than one policy area. For example, for an audit of the Batterer Intervention Program, the audit report
summary would be listed under three policy areas—Judiciary, Local Government, and Privacy and
Public Safety.

We have compiled the recommendations we directed to the Legislature and have summarized them in
a separate report we issued in January 2008. Additionally, we have summarized monetary benefits such
as cost recoveries, cost savings, or increased revenues that we estimated auditees could realize if they
implement our recommendations or take appropriate corrective action in the Appendix. We estimate
that auditees could have realized more than $1.16 billion of monetary benefits during the period

July 1, 2001, through December 31, 2007, if they implemented our recommendations. For example, in
our audit of the Department of Health Services” (Health Services) progress in implementing the Skilled
Nursing Quality Assurance Fee and Medi-Cal Long-Term Care Reimbursement Act, we evaluated
Health Services’ new facility-specific reimbursement rate system, which is used to reimburse facilities
for providing Medi-Cal services. Among other issues we reported, the Health Services’ contractor
responsible for authorizing payment of facility Medi-Cal claims authorized duplicate payments to

some facilities. We detected more than 2,100 duplicate payments totaling more than $3.3 million after
reviewing just 12 months worth of paid claims—duplicate payments the contractor was not aware it
had authorized. Because the scope of the audit was focused on only one of many types of claims this
contractor authorizes for payment, we recommended that Health Services further investigate for any
other duplicate payments, correct the flaw that caused the improper authorizations, and recoup all the
duplicate payments detected. Health Services did indeed investigate and, at the time of its response,
found an additional $2.8 million in duplicate payments that it plans to recover, for a total of $6.1 million.
During our audit of the State’s compliance with federal regulations, we will review what Health Services
has thus far investigated and will determine the magnitude of any additional overpayments.

For this report, we have relied upon periodic written responses prepared by auditees to determine
whether corrective action has been taken. The Bureau of State Audits’ (bureau) policy requests that the
auditees provide a written response to the audit findings and recommendations before the audit report
is initially issued publicly. As a follow-up, state law requires the auditee to respond at least three times
subsequently: at 60 days, six months, and one year after the public release of the audit report. However,
we may request that an auditee provide a response beyond one year or initiate a follow-up audit if
deemed necessary.

We report all instances of substantiated improper governmental activities resulting from our
investigative activities to the cognizant state department for corrective action. These departments are
required to report the status of their corrective actions every 30 days until all such actions are complete.

Unless otherwise noted, we have not performed any type of review or validation of the corrective
actions reported by the auditees. All corrective actions noted in this report were based on responses
received by our office as of January 2008.

To obtain copies of the complete audit and investigative reports, access the bureau’s Web site at
www.bsa.ca.gov or contact the bureau at 916.445.0255 or TTY 916.445.0033.
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Department of Health Services

It Has Not Yet Fully Implemented Legislation Intended to
Improve the Quality of Care in Skilled Nursing Facilities

REPORT NUMBER 2006-035, FEBRUARY 2007
Department of Health Services’ response as of August 2007

The Skilled Nursing Facility Quality Assurance Fee and Medi-Cal
Long-Term Care Reimbursement Act (Reimbursement Act),
Chapter 875, Statutes of 2004, directed the Bureau of State Audits
to review the Department of Health Services’ (Health Services)!
new facility-specific reimbursement rate system. Until the passage
of the Reimbursement Act, facilities received reimbursements for
Medi-Cal services based on a flat rate. The Reimbursement Act
required Health Services to implement a modified reimbursement
rate methodology that reimburses each facility based on its costs.

In passing the Reimbursement Act, the Legislature intended the
cost-based reimbursement rate to expand individual’s access to
long-term care, improve the quality of care, and promote decent wages
for facility workers. The Reimbursement Act also imposed a Quality
Assurance Fee (fee) on each facility to provide a revenue stream
that would enhance federal financial participation in the Medi-Cal
program, increase reimbursements to facilities, and support quality
improvement efforts in facilities.

The Reimbursement Act required us to evaluate the progress Health
Services has made in implementing the new system for facilities. It also
directs us to determine if the new system appropriately reimburses
facilities within specified cost categories and to identify the fiscal
impact of the new system on the State’s General Fund.

Finding #1: Health Services has not yet met all the auditing
requirements included in the Reimbursement Act, having reviewed
only about two-thirds of the State’s facilities.

When a facility reports costs, Health Services has an obligation to
perform an audit to ensure that those costs are reasonable. If an audit
reveals a discrepancy, Health Services must make an audit adjustment,
which becomes the amount Health Services uses to develop the
facility’s reimbursement rate. In fact, Health Services calculated
approximately one-third of all facilities’ reimbursement rates using
unaudited cost data.

We recommended that Health Services conduct all the audits of
facilities called for in the Reimbursement Act to reduce the risk of
using flawed data to calculate reimbursement rates.

1 Effective July 1, 2007, the Department of Health Services was renamed as the Department of
Health Care Services as a result of Senate Bill 162.

February 2008

Audit Highlights . ..

Our review of the Department of Health
Services’ (Health Services) progress in
implementing the Skilled Nursing Quality
Assurance Fee and Medi-Cal Long-Term
Care Reimbursement Act (Reimbursement
Act) revealed:

» Although Health Services promptly
obtained federal approval for the
reimbursement rate and fee systems, it
was delayed in installing the new rates
for Medi-Cal payments.

» Health Services has not yet met all of
the auditing requirements included
in the Reimbursement Act, but has
recently hired 20 additional auditors to
meet the requirement.

» Health Services has not reconciled the
fee payments made by facilities to its
record of anticipated collections.

» Health Services believes the
Reimbursement Act will result in
General Fund savings. However, the
savings projections do not consider
$5.2 million in ongoing costs prompted
by the act.

» Health Services did not follow sound
contracting practices when it contracted
with its consultant to develop a system
to calculate rates.

» Health Services was not able to provide
the methodology underlying the
reimbursement rate system. As a result,
we could not verify that the system
appropriately calculates rates. To
make such a verification in a separate
public letter, we asked Health Services
to provide a complete and accurate
methodology of the system within
60 days of this report’s publication.

continued on next page.. ..
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» Neither Health Services nor its
consultants formally made changes
to final reimbursement rates or to the
reimbursement rate system.

» Health Services’ contractor responsible
for receiving and authorizing payment for
Medi-Cal claims, authorized over
$3.3 million in duplicate payments to
some facilities for the same services.

» Health Services and its contractor have
begun the process of recouping the
duplicate payments.

Health Services’ Action: Partial corrective action taken.

Health Services reported that it plans to use the additional 19 auditor
positions and two audit manager positions approved in the 2006—07
budget to conduct audits of all free-standing skilled nursing facilities
(facility) as required in the Reimbursement Act. It plans to complete
all of the required audits during the 200708 production year.

Health Services does not plan to identify which audits it
conducted in 2004 stating that the Reimbursement Act was not
enacted until 2005. In addition, it believes the number of audits
completed in 2005 met the requirements of the Reimbursement
Act. However, as stated in the report, before passage of the
Reimbursement Act, Health Services conducted a field audit for
each facility once every three years. To meet the requirement

for the Reimbursement Act, Health Services must continue to
complete a field audit once every three years and also complete a
desk audit in the years in between. Since Health Services did not
distinguish between field and desk audits in its records, it cannot
be sure it has met the field audit requirement. We recommend
that Health Services look back to the audits completed in fiscal
years 2004—05 through 2006—07 to identify which facilities
received a field audit within those three years and adjust its audit
plan accordingly.

Finding #2: Health Services has not reconciled its fee receipts to its
records of anticipated collections.

In addition to new facility rates, the Reimbursement Act established
the quality assurance fee to provide a new revenue stream for Health
Services. Before it started collecting fee payments, Health Services
estimated each facility’s annual reported resident days and recorded
the estimate in a database. Since the fee amount each facility pays is
based on resident days, each facility reports actual resident days for
the period and the total fee due when it remits the fee payment. On
receiving this information, Health Services records it in the database
next to its estimates. However, Health Services had not reviewed
these records and as a result it may not have collected all the 2004 fees
due. By reviewing its records of fee payments received alongside its
estimates, Health Services could have promptly identified delinquent
facilities and facilities that have incorrectly reported resident days by
investigating reported resident days that vary by more than 5 percent
from its estimate.

We recommended that Health Services reconcile the fee payments made
by facilities to the estimated payments due and follow up on significant
variances. For those facilities that have not paid the full fee, we
recommended that Health Services promptly initiate collection efforts.

Health Services’ Action: Partial corrective action taken.

Health Services reported that it has begun notifying facilities

of outstanding fee balances and is receiving regular responses
from those facilities. In addition, it reports that it has completed
reconciling its fee payment records and has a process in place for
collecting aged fee receivables.
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Finding #3: Although the Reimbursement Act allows contracting, we are concerned about Health
Services’ contracting practices and its continued reliance on contracted services to maintain and update
the new reimbursement rate system.

Health Services did not always follow sound contracting practices. The consultant it hired to provide
advice and research related to reimbursement rate methodologies was responsible for developing the
reimbursement rate system, even though development work was not included in the scope of

the contract. Health Services should have included detailed expectations in the contract for the final
product. Additionally, it should have required the consultant to document the process used to build

the system. Because it failed to include these details in the contract, Health Services does not have

a blueprint of the system, leaving it vulnerable in the event of a system failure and at greater risk

should the system fall short of Health Services’ needs. In fact, when we attempted to replicate the
reimbursement rate system that produced the 2005-06 rates, neither Health Services nor its consultant
were able to provide a complete methodology used to develop the system. As a result, we have asked
Health Services to develop and test formal, accurate and detailed documentation that includes all of the
complexities of the rate development methodology within 60 days of this report’s publication.

Additionally, Health Services anticipated taking over rate development but did not specify in its
contract with its consultant a date for doing so.

We recommended that Health Services amend the contract to clearly describe the scope of work,
include a statement that Health Services will obtain the logic and business rules of the reimbursement
rate system, and a specific date that Health Services will take over the reimbursement rate calculation.
In addition, we requested formal and detailed documentation that includes all of the complexities of the
reimbursement rate development with its 60-day response.

Health Services’ Action: Partial corrective action taken.

According to Health Services, it prepared a contract amendment that included a turnover plan. This
turnover plan required the consultant to provide the logic and business rules of the reimbursement
rate system and train Health Services’ employees to operate the system. Health Services reported
that the amended contract was approved in May 2007. Health Services further stated that its staff
has received the training necessary to operate the reimbursement rate system and is working with
the consultant to calculate and implement rates for the upcoming year.

Additionally, Health Services provided formal detailed documentation that included all of
the complexities of the reimbursement rate development methodology used to produce the
reimbursement rates Health Services published for fiscal year 2005-06 in its 60-day response.

Finding #4: Health Services does not have a mechanism in place to record changes made to published
rates or the reimbursement rate system.

Health Services does not formally document and record changes to its published rates or

changes to its reimbursement rate system. As a result of not keeping formal records, it could

not provide an overall record of changes it made to its published rates or the basis for changing

those rates. Health Services develops rates for facilities and forwards them to the Electronic Data
Systems (EDS), Health Services’ consultant. EDS is responsible for entering these rates into its system
and applying them to Medi-Cal claims. However, EDS authorized payment for some Medi-Cal claims
in fiscal year 2005—06 using rates that were different than those Health Services had published. When
asked about changes to the published rates, Health Services stated that most of the changes were
probably initiated by the facilities after the rates were finalized. However, since Health Services is
responsible for developing rates, it is also responsible for formally tracking changes made to those rates.

In addition, neither Health Services nor the consultant that developed the reimbursement rate system
have a formal change control process in place to record programming changes the consultant makes or
may need to make to the system.
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We recommended that Health Services formalize a rate change process that documents the reason for
rate changes and any changes either it or its contractor responsible for administering the system makes
to the reimbursement system’s programming language.

Health Services’ Action: Corrective action taken.

Health Services reported that it has implemented a system that provides an audit trail for any
facility rate change. It further stated that it has developed and implemented procedure changes in
the system’s programming language.

Finding #5: Health Services is to report information that reflects changes in quality of care to the
Legislature. Although the law does not require it, we believe including General Fund cost information in
those reports would show how the new rates are affecting the General Fund.

Because the Reimbursement Act sunsets on July 1, 2008, the Legislature will be reviewing its overall
impact on the quality of care in facilities and its fiscal impact on the State. The Reimbursement Act
mandates that Health Services issue reports to the Legislature in January 2007 and January 2008.

Both reports are to focus on elements outlined in the Reimbursement Act to give the Legislature an
idea of what improvements the increased rates produced. The Reimbursement Act, in its outline of

the information that Health Services should include in the reports, did not specify the inclusion of any
information related to the effect higher reimbursement rates and the new fee revenue have on overall
General Fund expenditures. In addition, although the Reimbursement Act requested that our audit
provide information regarding the impact of the new reimbursement rates on the General Fund, we can
provide only actual General Fund cost information for fiscal year 2005-06. By including General Fund
cost information in both of the required reports from Health Services, the Legislature would have more
information to assess the act’s true costs and benefits.

We recommended that Health Services include information on any savings to the General Fund in the
reports its licensing division is required to prepare.

Health Services’ Action: None.

Health Services’ Licensing and Certification Division (division) agrees that both cost and benefit
information may be useful to the Legislature. However, because General Fund cost information is
collected and maintained by either operational areas of the department, the division stated it would
have to be prepared by another operational area. Health Services did not state whether it included
or intends to include General Fund cost information in its reports to the Legislature.

Finding #6: Health Services‘ contractor responsible for receiving and authorizing payment of facility
Medi-Cal claims, authorized paying some facilities more than once.

Although this contractor was unaware that it was authorizing duplicate payments, we found more than
2,100 instances of such payments totaling over $3.3 million since October 2005. Because the scope of

the audit included only long-term care Medi-Cal payments for the 2005-06 fiscal year, we were unable
to reach a conclusion as to whether the duplicate payments extended beyond the population examined.

We recommended that Health Services further investigate the possibility that duplicate payments were
authorized by the contract consultant to ensure that the magnitude of the problem is identified and
controlled. In addition, we recommended that Health Services begin recouping those duplicate payments.
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Health Services’ Action: Partial corrective action taken.

After learning that its contractor, EDS, issued duplicate payments, Health Services reported that it
took immediate corrective action by implementing a special processing guideline that discontinued
the procedure to override suspended claims. It also conducted an investigation to determine the
magnitude of the flawed procedure. In its six-month response, Health Services stated that it has
also completed its investigation of Medical, Outpatient, and Vision claims and found a similar
processing error that resulted in additional erroneous duplicate payments of certain claims. It
further reported that it immediately issued a special processing guideline to temporarily correct the
processing error while it develops the edit criteria that will permanently correct the error.

Health Services stated that it expects to recover the duplicate payments by issuing two Erroneous
Payment Corrections (EPC). Health Services stated that the first EPC will recover approximately
$5.3 million in duplicate Long Term Care payments and an additional $780,000 for duplicate or
overlapping payments made to one or more different provider entities. The second EPC will recover
funds for the Medical, Outpatient and Vision claims by October 2007. However, Health Services
stated that it does not yet know the total dollar overpayment for that EPC.
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Department of Health Services

Its Licensing and Certification Division Is Struggling to
Meet State and Federal Oversight Requirements for Skilled
Nursing Facilities

REPORT NUMBER 2006-106, APRIL 2007
Department of Health Services’ response as of October 2007

The Joint Legislative Audit Committee requested the Bureau of
State Audits to conduct an audit assessing the Department of Health
Services’ (Health Services)! oversight of skilled nursing facilities.
Specifically, we found the following:

Finding #1: Health Services has been unable to initiate and close its
complaint investigations promptly.

We found that Health Services has struggled to investigate and close
complaints promptly. The Health and Safety Code requires Health
Services to initiate investigations of all but the most serious complaints
within 10 working days. Additionally, according to its policy, Health
Services’ goal is to complete a complaint investigation within

45 working days of receiving the complaint. To measure how promptly
Health Services initiated and closed complaint investigations, we use
data from its complaint-tracking system. We found that data related to
the dates Health Services received complaints, initiated investigations,
and closed complaints were of undetermined reliability. The data

were of undetermined reliability primarily because of weaknesses

in application controls over data integrity. According to these data,
Health Services received roughly 17,000 complaints and reports

of incidents that facilities self-reported between July 1, 2004, and

April 14, 2006. Although not every complaint Health Services receives
and reviews warrants an investigation, we found that Health Services
promptly initiated investigations for only 51 percent of the 15,275
complaints for which it began investigations and promptly completed
investigations only 39 percent of the time. To proactively manage its
complaint workload, we recommended that Health Services periodically
evaluate the timeliness with which district offices initiate and complete
complaint investigations. Based on this information, Health Services
should identify strategies, such as temporarily lending its staff to address
workload imbalances occurring amongst district offices.

Health Services’ Action: Partial corrective action taken.

In its 60-day response, Health Services indicated that it continued
to facilitate the deployment of staff from one district office to
another for the purpose of addressing survey deadlines and the
investigation of complaints. As of October 2007 Health Services

T On July 1, 2007, the California Department of Health Services was reorganized and became two
departments—the Department of Health Care Services and the Department of Public Health.
The Department of Public Health is now responsible for monitoring skilled nursing facilities.

February 2008

Audit Highlights . ..

Our review of the Department of Health
Services’ (Health Services) oversight

of skilled nursing facilities revealed

the following:

» Health Services has struggled to initiate
and close complaint investigations and
communicate with complainants in a
timely manner.

» Health Services did not correctly prioritize
certain complaints and understated the
severity of certain deficient practices it
identified at skilled nursing facilities.

» Health Services has yet to implement an
Internet-based inquiry system as required
by state law to provide consumers with
accessible public information regarding
skilled nursing facilities.

» The system Health Services uses to track
complaint investigations regarding
skilled nursing facilities has weak controls
over data integrity that could allow
erroneous data to be entered into the
system without being detected.

» The timing of some federal recertification
surveys is more predictable than others,
which diminishes the effectiveness of
these reviews.

» Health Services has weak controls over its
disbursements of funds from the Health
Facilities Citation Penalties Account,
which limit its ability to ensure that funds
are used for necessary purposes.

» Despite efforts to increase staffing,
Health Services has struggled to fill
its vacant facility evaluator positions
with registered nurses. This reliance on
registered nurses is also problematic
because of the current nursing shortage
and higher salaries offered elsewhere.
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reports that only 19 of the 1,925 complaints it has received since April 17, 2007, were initiated
beyond the 10 working-day requirement. However, Health Services provided no comparable
information related to its efforts to close complaints promptly.

Finding #2: Health Services did not always communicate with complainants within required time frames.

Health Services’ staff could not demonstrate that they have consistently communicated with complainants
promptly. Program statutes require Health Services to acknowledge its receipt of complaints within

two working days and inform complainants in writing of the results of their investigations within 10 working
days of completing their work. For 21 of the 35 complaints we reviewed, the files contained copies of the
initial letters to the complainants. In seven of these 21 cases, we found that Health Services notified the
complainant beyond the two working-day time frame. For the most delayed case, it took Health Services
104 days to notify the complainant. Similarly, for all 22 cases that contained copies of the second letter,
we found that Health Services notified the complainant of the results of the investigation beyond the

10 working-day time frame. In the most delayed case, it took Health Services 273 days to provide this
notification to the complainant. The main cause for delays in providing the second notice appears to be
Health Services’ practice of waiting for the facility to first submit its plan of correction, which can take
another 10 to 15 days beyond the date the facility was notified, before informing the complainant of the
investigation results. By failing to consistently meet deadlines for communicating with complainants,
Health Services unnecessarily exposes complainants to continued uncertainty about the well being of
residents at skilled nursing facilities.

To ensure that it fully complies with state law regarding communication with complainants, we
recommended that Health Services reassess its current practice of delaying notification to complainants
about investigation results until after it receives acceptable plans of correction from cited skilled
nursing facilities. If Health Services continues to support this practice, it should seek authorization from
the Legislature to adjust the timing of communications with complainants accordingly.

Health Services’ Action: Corrective action taken.

Health Services has inserted additional guidance in its complaint investigation procedures

to address our recommendation. Specifically, Health Services now requires its staff to notify
complainants of the results of investigations within 10 days following the last day of the on-site
inspection. Further, Health Services” quality assurance process includes auditing complaint files to
see if the letter was sent in a timely manner and included in the hard copy file.

Finding #3: Health Services has not consistently investigated complaints and included all relevant
documentation within complaint files.

Our review noted that, although there is a policy to close complaints within 45 working days of
receiving them, Health Services’ complaint investigation procedures do not establish guidelines for the
timely completion of the various stages of the complaint investigation process. Without timelines for
individual steps in the complaint investigation process linked to the parties responsible for performing
them, Health Services cannot be sure its objectives are being met and will have difficulty holding staff
accountable for the timely completion of work. Further, we found that Health Services’ complaint

files did not always contain sufficient documentation to help explain where delays in the process were
occurring, and to evidence the completion of required activities.

To evaluate Health Services’ practices for investigating complaints, we reviewed five complaint
investigation files at each of the seven district offices we visited. We found that for 18 of the

35 complaints, just the time it took between starting an on-site investigation and notifying the facility
in writing of the results equaled or exceeded the 45 working-day policy for closing complaints. In 15 of
these 18 instances we were able to identify the cause of these delays, such as facility evaluators needing
more time to complete their work prompted by obtaining additional information or interviewing
other individuals not located at skilled nursing facilities. However, in three cases we could not make
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this determination either because of missing investigation reports or reports that were completed
after Health Services notified the facility about the results. We saw similar documentation problems
regarding Health Services’ efforts to provide timely notifications to complainants. Specifically,
Health Services could not provide evidence that it acknowledged receipt of a complaint for four of
the 35 complaints we reviewed, while similarly being unable to produce evidence that it informed
complainants of the results of investigations in seven instances.

To ensure that district offices consistently investigate complaints and include all relevant documentation
in the complaint files, Health Services should clarify its policies and procedures, provide training as
necessary, and periodically monitor district office performance to ensure compliance. At a minimum,
Health Services should:

+ Clarify its 45 working-day policy for closing complaints by establishing target time frames for facility
evaluators, supervisors, and support staff to complete key stages in the complaint process.

+ Ensure that each complaint file includes a workload report (timesheet), an investigation report, and
copies of both letters sent to complainants.

« Clarify that investigation reports should be signed and approved prior to notifying skilled nursing
facilities about the results of investigations.

+ Attempt to obtain mailing addresses from all complainants that do not wish to remain anonymous.

Health Services’ Action: None.

Although Health Services’ initial response to the audit indicated that it would revise its policy and (=
procedures manual to include “clearly established timeframes and expectations for work products
to be completed, reviewed, and processed,” its more recent 60-day and six-month responses were
less committal on this issue. Specifically, Health Services’ 60-day response simply indicated that it
would “consider development of target timeframes for staff to complete key stages of the complaint
process” Its six-month response indicated that the recommendation had been met; however,
Health Services’ response was silent on whether these target time frames had been established in

its revised policies and procedures. Our review of Health Services’ revised policies and procedures
manual indicated that it has not developed these time frames. As noted above, without these
timelines for individual steps in the complaint investigation process, Health Services’ cannot insure
that its objectives are being met and will have difficulty holding staff accountable for the completion
of their work. Although Health Services’ new quality assurance process reviews various aspects of
the complaint investigation process, including whether complaints were correctly prioritized and
investigated, it does not review how long it takes to complete complaint investigations and the
cause for any delays beyond its stated policy of 40 days.

Finding #4: Health Services may have understated the priority levels of complaints received and the
severity levels of deficiencies identified during recertification surveys.

We found that Health Services may not have correctly prioritized complaints it received against skilled
nursing facilities. For 12 of the 35 complaints we reviewed, Health Services may have understated

the priority of complaints that, according to requirements, would have warranted more urgent
investigations. We also found that Health Services may have understated the severity of the deficiencies
it identified for nine of the 35 recertification surveys we reviewed. When Health Services does not
classify deficiencies at a sufficiently severe level, the enforcement actions Health Services imposes on
skilled nursing facilities may not be adequate, and facility stakeholders may form misperceptions about
the quality of care offered at those facilities.

We recommended that Health Services ensure that staff correctly and consistently prioritize complaints
and categorize the deficient practices of skilled nursing facilities.



12

California State Auditor Report 2008-406
February 2008

Health Services’ Action: Corrective action taken.

Health Services’ new quality assurance program includes reviewing randomly selected complaint
investigations to ensure, among other things, that complaints are appropriately prioritized and that
complaint dispositions are appropriate.

Finding #5: Health Services has failed to meet state requirements for providing public access to
information on skilled nursing facilities.

To enhance the quality and public accessibility of information on long-term care facilities, the
Legislature passed Assembly Bill 893 (Chapter 430, Statutes of 1999), which required Health Services to
provide the public with an on-line inquiry system accessible through a toll-free telephone number and
the Internet. This inquiry system must provide information to consumers regarding a skilled nursing
facility of their choice, including its location and owner, number of units or beds, and information on
state citations assessed. Our audit found that Health Services has been unable to fully implement this
system nearly five years after the Legislature’s deadline of July 1, 2002. Health Services’ management
asserted that budget shortfalls in fiscal years 2003—04 and 2004—05 have hampered its efforts to
implement the Internet-based system.

We recommended that Health Services continue in its efforts to implement an Internet-based inquiry
system and take steps to ensure that the data it plans to provide through the system are accurate.

Health Services’ Action: Partial corrective action taken.

In September 2007 Health Services entered into a contract with a vendor for the design,
development, and implementation of the “Health Facilities Consumer Information System. It
expects this system will provide the public with access to long-term care facility information.
Health Services expects to deploy the first phase of this system between February and March 2008,
which will include information regarding long-term care facilities. The system will subsequently
include information regarding hospitals. To address data reliability concerns, Health Services
reports that 95 percent of all district office management and support staff have attended training
regarding data processing and entry practices for its current systems.

Finding #6: The system Health Services uses to track complaint investigations is governed by weak
application controls.

Health Services complaint-tracking system is one module in the Automated Survey Processing
Environment (ASPEN), a database developed and maintained by the Centers for Medicare and
Medicaid Services (CMS). Health Services’ district offices enter complaint investigation and federal
recertification survey data into ASPEN for all facilities within California. Our audit found that

the complaint-tracking system has weak application controls that preclude Health Services from
preventing erroneous data from being entered into the system or detecting data errors or omissions
within the system. We also found that district office data entry staff are not consistently using the
complaint-tracking system to record data regarding complaint investigations. For example, data entry
staff record two different events in the field designed to capture the on-site investigation completion
date. Some data entry staff record the date that the on-site investigation ended, while others record
the date when the facility evaluators have determined the type of enforcement action to take. In
addition, we found instances in which various dates in the complaint-tracking system conflicted with
the normal sequence of events that occurs when Health Services investigates a complaint. For example,
677 of the 17,042 records in the system’s population of complaints that were prioritized at either the
immediate-jeopardy or non-immediate-jeopardy level and were received between July 1, 2004, and
April 14, 2006, have entries indicating that some step in the investigation process occurred before the
complaint was recorded as received.
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To improve the accuracy of complaint data used to monitor its workload and staff performance, we
recommended that Health Services develop strong application controls to ensure that its data are
accurate, complete, and consistent. This process should include validating the data entered into key data
fields, ensuring that key data fields are complete, and training staff to ensure consistent input into key
data fields, such as the field designed to capture the date on which the investigation was completed.

Health Services’ Action: Partial corrective action taken.

Health Services indicated that it has been working aggressively with CMS to enhance the ASPEN
system. For example, Health Services reports that it met with the director of CMS’ survey and
certification division in April 2007 to discuss the results of our audit and to emphasize the need
for “hard edits” in the ASPEN system. In addition, Health Services indicated that on May 22, 2007,
program managers discussed the data accuracy problems identified by CMS during its annual
“State Agency Evaluation of Performance Review” As part of its corrective action measures in
response to this annual review, Health Services was required to develop written procedures for
data entry and that staff would receive training on these procedures. Further, Health Services
indicated that its managers would be responsible for pulling complaint and survey files throughout
the year to check data entry accuracy with paper files. In its most recent response to the audit in
October 2007, Health Services reported that in September 2007 it had reminded its managers to
conduct these random reviews. Finally, Health Services reviews data accuracy in ASPEN through
its new quality assurance program.

Finding #7: Health Services could enhance the value of its recertification surveys by making its visits
less predictable.

Federal regulations prescribe the frequency with which Health Services must conduct its recertification
surveys of skilled nursing facilities, requiring a survey no later than 15 months after a facility’s prior
survey, with an average of 12 months between all of its recertification surveys of skilled nursing facilities
statewide. In interpreting these regulations, the CMS actually allows states more generous time frames
of 15.9 months between recertification surveys and a statewide average survey interval of 12.9 months.
As of June 2006 Health Services’ survey interval averaged 12.2 months, and only one survey had
occurred more than 15.9 months after the facility’s last survey.

Although Health Services has been able to meet recertification survey frequency requirements
statewide, it could improve the randomness with which it schedules the surveys. According to CMS,
“states have a responsibility for keeping surveys unannounced and their timing unpredictable. This
gives the state agency doing the surveying greater ability to obtain valid information” Our own
analysis indicates that some district offices may have performed better than others in managing their
workloads and varying the timing of their recertification surveys. For example, most recertification
surveys conducted within the jurisdiction of the Daly City district office occurred near the end of the
15.9-month federal deadline, allowing little room for variability. In contrast, the Chico district office
was less predictable in its scheduling of surveys because it did not concentrate its activity immediately
before a known deadline.

To reduce the predictability of its federal recertification surveys, we recommended that Health Services
institute a practice of conducting surveys throughout the entire survey cycle, ensuring that each facility
has a greater probability of being selected at any given time.

Health Services’ Action: Pending.

Health Services reports that it plans to use CMS” ASPEN system to help schedule recertification
surveys in a way that will reduce their predictability. In preparation for using ASPEN in this way,
Health Services indicated that it has provided training to its staff on the use of ASPEN’s Scheduling
and Tracking System (AST). Health Services expects to implement AST in January 2008.
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Finding #8: Health Services has weak controls for disbursing certain funds from the Health Facilities
Citation Penalties Account (citation account).

We generally found that Health Services’ controls over the expenditure of funds from the citation account
were weak. Allowable uses of citation account funds are prescribed within state law and include paying for
the costs of ensuring the continued operation of a skilled nursing facility pending its correction of cited
deficiencies or closure, including the appointment of temporary management or receivership, in the event
that revenues form the facility are insufficient. Our review of citation account expenditures revealed that
Health Services relied on high-level forecasts of expected revenues and expenses submitted in e-mails

by temporary management companies as a basis to request funding. Given the magnitude of some of
these payments—we noted one instance in which a single payment exceeded $700,000—we would have
expected Health Services to eventually request evidence beyond the e-mails to gain some assurance that
the payments made were necessary.

In addition, Health Services provided more than $10.5 million to one temporary management company
and had only one other approved temporary management company available for use. With such a small
pool of qualified and available temporary management companies, Health Services may have less ability
to employ such firms as a means of effecting change in underperforming skilled nursing facilities and
has less assurance that it is getting a competitive price for these services. Finally, our review found that
Health Services did not maintain adequate support for $581,000 in citation account funds that it used to
purchase computers for its licensing and certification division.

To ensure it can adequately justify the expenses it charges to the citation account, we recommended
that Health Services take steps to gain assurance from temporary management companies that the
funds they received were necessary. This should include reviewing the support behind temporary
management companies’ e-mails requesting payments. In addition, Health Services should take steps
to expand its pool of temporary management companies to ensure that it has sufficient numbers of
temporary management companies available and receives competitive prices. Finally, when Health
Services charges general support items to the citation account, it should be able to document its
rationale for determining the amounts charged.

Health Services’ Action: Pending.

Health Services reports that it has drafted new policies and procedures regarding the appointment
of temporary managers. These draft policies define the roles and responsibilities of Health Services’
staff and the temporary management company, as well as include the reporting responsibilities and
financial process including requesting payment for services. Health Services indicates that it is now
developing a solicitation of applications aimed at increasing the pool of eligible temporary managers.

Finding #9: Staffing shortages hamper Health Services’ enforcement efforts, and filling its vacant
positions remains difficult.

Health Services cited staffing shortages as the cause of many of its oversight problems. We believe
that Health Services’ explanation has some merit. Our review of the staffing levels within the Field
Operations Branch (branch) of the Licensing and Certification Division indicated that securing
adequate staffing has been a problem. In the fiscal year 2005-06 budget, the Legislature approved
funding for 485 positions within the branch, of which 397 were facility evaluator positions. During the
same year, the branch reported it was able to fill 426 of these approved positions, of which 347 were
facility evaluators. Most of these facility evaluators are registered nurses, accounting for 78 percent of
the 397 health facility evaluator positions authorized in fiscal year 2005—06. Annual vacancy rates for
these positions averaged about 16 percent between fiscal year 2002—03 and 2005—-06 but have declined
slightly each year since fiscal year 2003—04. Health Services primarily focuses on hiring candidates
that are registered nurses; however, a nursing shortage and higher salaries elsewhere make filling these
positions problematic.
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To fill its authorized positions and manage its federal and state workloads, we recommended that
Health Services consider working with the Department of Personnel Administration (DPA) to adjust
the salaries of its staff to make them more competitive with those of other state agencies seeking
similarly qualified candidates. In addition, Health Services may want to consider hiring qualified
candidates who are not registered nurses. Finally, if these options prove unsuccessful, Health Services
should develop additional strategies, such as temporarily reallocating its staff from district offices that
are less burdened by their workloads to those facing the highest workloads.

Health Services’ Action: Pending.

Health Services reports that it formed a workgroup to draft new classification specifications for

its health facility evaluator employees. With the draft specifications complete, Health Services has
come to an agreement with a vendor to validate the new classification specifications and develop
the necessary documents for submission to the DPA. As of December 2007 Health Services reports
that General Services is still reviewing the contract and that it has not been fully executed. Health
Services plans to submit the classification package to DPA in June 2008. In addition, Health Services
indicated that it has temporarily redirected staff on a voluntary basis to those district offices that
are overburdened with workload due to difficulty in recruiting qualified staff.
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State Water Resources Control Board

Its Division of Water Rights Uses Erroneous Data to
Calculate Some Annual Fees and Lacks Effective
Management Techniques to Ensure That It Processes
Water Rights Promptly

REPORT NUMBER 2005-113, MARCH 2006
State Water Resources Control Board’s response as of March 2007

The Joint Legislative Audit Committee (audit committee) requested
that the Bureau of State Audits conduct an audit of the operations

of the Division of Water Rights (division) within the State Water
Resources Control Board (water board). Specifically, the audit
committee requested that we (1) examine the division’s policies and
procedures for carrying out its roles and responsibilities, including
those for complying with the California Environmental Quality Act
and other relevant laws; (2) evaluate the timeliness and effectiveness
of the division’s processing of applications for new water rights
permits and petitions to change existing water rights permits
(petitions); (3) determine how the division allocates its resources

to fulfill its responsibilities and determine if the division uses those
resources to address matters other than the processing of applications
and permits—including enforcement, complaint resolution, and
board-initiated amendments of the terms of permits and licenses;

(4) identify the extent of any demands placed on the division’s
resources by other agencies, including the Department of Fish and
Game, and by other interested parties that have not filed applications
and petitions; (5) determine how the division established its new fee
structure and assess its reasonableness and fairness, including the
validity of the data the division used when it established its fees; and
(6) determine what procedures and mechanisms the division has in
place to review the fee structure and modify the fees when necessary.
We found that:

Finding #1: The division uses erroneous data to determine some of its
annual fees for permits and licenses.

The California Water Code (Water Code), Section 1525, requires the
water board to implement a fee-based system so the total amount it
collects each year equals the amount necessary to support the program’s
costs. It specifies that the division is to develop a fee schedule that
consists of annual fees and filing fees and also requires the division to
review and revise its fees each year to conform to the revenue levels set
forth in the annual budget act and to make up for undercollection or
overcollection of revenues from the previous fiscal year. The division’s
annual fees for permits, licenses, and certain pending applications
consist of a $100 minimum fee plus a fixed rate per acre-foot (which is
about 326,000 gallons) of water authorized for beneficial use in excess of
10 acre-feet. The division assesses other annual fees for petitions, water
leases, and certain hydroelectric projects. Holders of riparian water
rights, which usually come with ownership of land bordering a water
source, or other water rights obtained before 1914 are not under the
water board’s jurisdiction and are not assessed fees.
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Audit Highlights.. ..

Our review of the operations of the State
Water Resources Control Board’s Division
of Water Rights (division) revealed

the following:

» Because the division’s database does not
always contain the correct amount of
annual diversion authorized, some of the
annual fees the division charged over
the past two fiscal years were wrong.

» The division’s method of charging annual
fees may disproportionately affect
holders of multiple water rights that
authorize them to divert small amounts
of water.

» Because the division does not factor
in certain limitations on permits and
licenses, it charges some fee payers based
on more water than they are authorized
to divert.

» The number of permits and licenses the
division has issued over the past five fiscal
years has significantly decreased.

» Although the process of approving
a water right is complex and can be
legitimately time-consuming, the division
may cause unnecessary delays because
it has a poor process for tracking its
pending workload and is sometimes
slow to approve documents to be sent
to applicants.

» The data in the division’s electronic
tracking systems related to applications
and petitions are unreliable for the
purpose of tracking the progress and
status of those files.

continued on next page.. ..
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» The electronic bar-code system the
division uses to track the location of
its files has limited usefulness as a
management tool because more than
5,200 of its permit and license files are
not present in the system.

The division relies on its Water Rights Information Management
System (WRIMS) to calculate the annual fees it charges for permits
and licenses. However, we found that the WRIMS data fields that the
division uses to calculate the fees did not always contain the correct
amount of annual diversion authorized by permits or licenses. Because
this information is necessary to calculate annual fees accurately, the
fees that the division charged over the past two fiscal years for 18 of the
80 water rights we tested were wrong. Specifically, during this period
the division undercharged the holders of 10 of the water rights in our
sample by a total of $125,000, and it overcharged the holders of eight
of the water rights by a total of $1,300. In addition, the division did not
bill two water rights a total of $406 because WRIMS did not list them
as active in the system. Furthermore, the division could potentially

be setting its rate per acre-foot too high or too low by not having the
correct amount of annual authorized diversion for all the permits and
licenses in the system.

Contributing to the problem, the invoice the Board of Equalization
(Equalization) sends on the division’s behalf does not contain sufficient
detail for fee payers to recalculate the annual fee. Specifically, critical
details of the terms of the permit and license, such as the total annual
amount of acre-feet of authorized diversion and the rate the division
charges for each acre-foot, are not included. By relying on fee payers
to identify billing errors, the division assumes that permit and license
holders are able to recalculate their fees based on the terms of their
water rights and the division’s fee schedule. Furthermore, the largest
problems we found related to undercharging rather than overcharging,
and fee payers who are undercharged do not have a monetary incentive
to report that their bills are too low.

At a cost of $3.2 million, the water board is seeking to replace the
division’s current WRIMS with a new system that purportedly will
deliver a variety of enhanced features. However, the division must first
ensure that its current system contains key data that are accurate and
complete, such as the maximum annual diversion amounts that are
specified on permits and licenses, before it implements a new system.
If it does not ensure the accuracy of its current data, the division is at
risk of continuing to assess incorrect annual fees. Further, the division’s
new system would not be implemented for more than one year, so
ensuring that its current system has accurate and complete data would
greatly enhance its ability to bill fee payers accurately before converting
to the new system.

We recommended that the division review all the water rights files

for those that pay annual fees and update WRIMS to reflect all

the necessary details specified on a permit or license, such as the
maximum authorized diversion and storage and the applicable seasons
and rates of diversion to ensure that its WRIMS contains all the
necessary information needed to calculate annual fees accurately for
the next billing cycle. We recommended this be completed before the
division’s conversion to any new database system, so that the data are
accurate and complete.

To ensure that fee payers have sufficient information to review the
accuracy of their bills, we recommended that the division work with
Equalization to include more detail on its invoices, such as listing all the
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water rights identification numbers or application numbers for which the fee payer is subject to fees, along
with the corresponding maximum amount of authorized diversion and the cost per acre-foot. Alternatively,
the division could provide this information as a supplement, using its own resources, by sending out a mailer
at about the same time that Equalization sends the invoice to fee payers, or by providing the information on
its Web site.

Water Board’s Action: Partial corrective action taken.

The water board stated that it has developed a plan to update its WRIMS data associated with

annual fee calculations. The water board indicated that its plan has seven priority groups of water

right records, with a goal of correcting all necessary data before the water board implements its

final conversion to its new database system in September 2007. The water board asserts that, as of
February 2007, it has reviewed and corrected 2,737 of the 12,571 water right files and it intends to

review another 1,899 by September 7, 2007. However, the water board stated that it believes the C
marginal returns of completing the work associated with the remaining 7,935 water right files do

not warrant redirecting staff to complete those reviews.

The water board also stated that it intends to work with Equalization to include more detail on its
invoices and until that time, it intends to provide the recommended information on its Web site. The
water board stated that it has posted an example invoice on its Web site. In addition, the water board
stated that it intends to send a letter to all of the fee payers in its next billing providing instructions on
how to read the bill and directions to Web site locations for more detailed information.

Finding #2: The division’s method for calculating annual fees may disproportionately affect certain
holders of multiple water rights.

We also found that the division’s method for calculating annual fees may disproportionately affect some
fee payers who divert small amounts of water under multiple water rights. The division’s approach is to
generally distribute the fees among its fee payers in proportion to their overall authorized diversion of
water. However, because the division charges a $100 minimum fee for each individual water right, fee
payers who have multiple water rights with small authorized diversion amounts pay proportionately
more than those holding a single water right with the same, or in some cases an even greater, amount
of diversion. Although we agree that assessing a minimum fee is reasonable, the division could address
this issue by charging a single minimum fee for each fee payer rather than for each water right. Our
suggested modification to the division’s current approach would continue to use existing data sources
but would require the division to change the way it sorts the data. In addition, such a change would
require a slight increase in the fee rate per acre-foot to offset the reduction in revenues from the
minimum fees. Nevertheless, we believe this approach would more precisely distribute the fees in
proportion to the authorized diversion of water. We recognize that there may be a variety of ways to
structure valid regulatory fees. Therefore, this change is not required in order for this fee to retain its
validity as a regulatory fee.

To more precisely distribute the fees in proportion to the annual fee payers’ authorized diversion, we
recommended that the division consider revising its emergency regulations to assess each fee payer a
single minimum annual fee plus an amount per acre-foot for the total amount of authorized diversion
exceeding 10 acre-feet, or other specified threshold.

Water Board’s Action: None.

The water board stated that it met with its Fee Stakeholder Group (stakeholder group) on

April 11, 2006, to explain and discuss our recommendation and again on September 5, 2006, and C
February 7, 2007, to discuss pertinent water right fee issues. The water board stated that to date,

there has been no support for the recommended change from members of the stakeholder group.
According to the water board, on January 17, 2007, the State of California Third District Court of

Appeal (court) ordered the water board to revise its water rights fee regulations within 180 days of

the date the court’s order becomes final and to direct Equalization to provide refunds to parties
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where applicable. The water board asserted that the court overturned the annual water right permit
and license fee because a segment of the regulated community (primarily riparian and pre-1914 water
right holders) benefits from the regulatory program but does not pay fees. However, the water board
stated that the court did not find the $100 minimum fee the water board charges per water right to

be unreasonable. The water board stated that it and Equalization are seeking review by the Supreme
Court. In the meantime, the water board states that it will continue to meet with its stakeholder group
when it revises its fee regulations.

Finding #3: Some fee payers are charged based on more water than they are authorized to divert.

Some fee payers hold multiple water rights that include a term limiting their combined authorized
diversion to an amount that is less than the total diversion authorized for their individual rights. Their
annual fees are calculated in a manner that is inconsistent with the calculation of annual fees for fee
payers who hold a single water right that includes a term limiting the authorized diversion.

The California Code of Regulations, Title 23, Section 1066(b)(3), states that if a person or entity holds
multiple water rights that contain an annual diversion limitation that is applicable to a combination of
those rights, but may still divert the full amount authorized under a particular right, the fee shall be based
on the total annual amount for that individual right. For example, a person may hold five water rights,
each with a face value of 200 acre-feet, for a total of 1,000 acre-feet, but the overall authorized diversion
on those five water rights may be limited by one of the rights to 800 acre-feet. The division implements the
regulation just described by charging holders of multiple water rights annual fees based on the face value
of each permit or license and does not take into account the overall limitation on authorized diversion.
Consequently, the fee charged to the holder of these five water rights would be based on 1,000 acre-feet
rather than the 800 acre-feet the fee payer actually is authorized to divert. The division does take a
diversion limitation into account when it is a specific term on a single permit or license. Although the
division has considerable discretion in interpreting its regulations, we find this inconsistency in the
treatment of single and multiple water rights holders particularly noteworthy, given that the division

may bring an enforcement action against a water right holder who violates the terms and conditions of

a permit or license by exceeding the annual use limitation applicable to combined water rights.
Consequently, the holder of multiple water rights may be required to pay an annual fee for an amount of
water that, if actually diverted, could subject the holder to an enforcement action.

We recommended that the division revise its emergency regulations to assess annual fees consistently
to all fee payers with diversion limitations, including those with combined limitations, so fee payers are
not assessed based on more water than their permits and licenses authorize them to divert.

Water Board’s Action: None.

The water board stated that it met with its stakeholder group on April 11, 2006, to explain and
discuss our recommendation and again on September 5, 2006, and February 7, 2007, to discuss

<  pertinent water right fee issues. The water board stated that to date, there has been no support for
the recommended change from members of the stakeholder group. According to the water board,
on January 17, 2007, the court ordered the water board to revise its water rights fee regulations.
The water board asserted that the court did not express concern over the water board assessing
fees based on face value of individual water right permits and licenses or over the way in which the
water board addressed diversion limitations. However, the water board stated that if its stakeholder
group supports the Bureau of State Audits’ recommended change, the water board will consider
implementing such a change in its revised regulations.

Finding #4: The division has weaknesses in its process of tracking applications and petitions.

The division does not have an effective method of tracking its pending workload. The division has
two independent electronic systems designed to track information pertaining to pending applications: the
application tracking system, which tracks general information relating to an application; and
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the environmental tracking system, which tracks information more specific to the application’s
environmental review process. The division uses another system to track information pertaining

to pending petitions. Our review of these systems found the information to be unreliable because the
division failed to ensure that the systems contain accurate and complete data necessary to track pending
workload. As a result, the division cannot rely on these systems as an effective management tool to
track the progress and status of its pending workload, which may contribute to delays in processing
applications and petitions.

Of the 615 pending applications in the division’s application tracking system, 41 percent were assigned
to supervisors who no longer are employed by the division and 44 percent did not have any staff
assigned to them. Furthermore, we found that the “next step date” field in the application tracking
system, used to track upcoming stages of the application process, such as the dates the division expects
to send public noticing instructions or issue a permit, was not always updated or was blank. The
division identified future action for fewer than 30 applications. The remaining applications indicated
activity that was long past due, and 189 applications did not have any “next step date” Therefore, the
application tracking system is incomplete and inaccurate for the purpose of tracking the progress

and status of applications. The division’s environmental tracking system is unreliable as well because

it too is incomplete and inaccurate for the purpose of tracking applications. For example, 74 percent

of the applications in the environmental tracking system did not have any staft assigned to them, and
85 percent of the applications did not contain any data in the “activity target date” field, which could be
used to identify when the division is supposed to complete a certain activity. When a tracking system
does not accurately reflect the staff assigned to process an application, it cannot be used to monitor
staff progress or to ensure that workload is distributed in a manner that facilitates efficient and timely
processing. Moreover, a tracking system that lacks reliable dates cannot be used to determine workload
status or to monitor processing times.

Similar to the division’s application and environmental tracking systems, we found that its petition tracking
system does not contain accurate or complete data in some fields necessary for effective management.
Specifically, of the 530 active petitions in the petition tracking system as of December 2005, 44 petitions did
not show what action has been taken, 65 petitions did not include the date that the last action occurred,
and 219 petitions did not include information regarding which staft members were assigned. In addition

to finding that critical information was missing, we found inaccuracies in some of the populated fields.
Namely, for three of the six petitions we examined, the information regarding the last action taken by staft
and when that action occurred was incorrect.

We recommended that the division ensure that its tracking systems for pending applications and petitions
are complete and accurate by reviewing its pending workload and updating the systems to reflect current
information before it upgrades to a new system. The division also should strengthen its procedures to
ensure that staff maintain the accuracy of the data in the systems.

Water Board’s Action: Partial corrective action taken.

The water board stated that to ensure the applications, petitions, and environmental tracking systems
are complete and accurate, it is in the process of reviewing each of these tracking databases. By
February 23, 2007, the water board stated that it had reviewed and updated 533 of the 571 pending
applications in its application and environmental tracking databases. It further stated that the
information is being updated by designated staff and will be reviewed by the division's management
for accuracy. The water board also stated that it has implemented procedures to ensure staff maintains
the accuracy of the tracking systems.

Finding #5: Unexplained delays exist between various phases of water rights processing.

In our sample of 15 recently issued permits and licenses, we found significant and sometimes
unexplained delays between various phases of the water rights application process. The California Code
of Regulations (regulations) requires the division to review permit applications for compliance with the
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requirements of the Water Code and the regulations. The regulations also specify that an application
will be accepted for filing when it substantially complies with the requirements, meaning the application
is made in a good faith attempt to conform to the rules and regulations of the water board and the law.
Generally, the Water Code does not specify the length of time in days within which the division must
complete each step of processing an application. In November 2003, the division directed staff to accept
permit applications in one working day. However, we question whether this goal is realistic because the
division would not have met it for any of the 12 permits and licenses for which we could determine

the number of days. Specifically, in 11 of the 12 cases, the division took 29 to 622 days to accept the
applications. Moreover, the division stated that its goal is to send noticing instructions to applicants
within 30 days after it accepts an application. However, it did not meet this goal for 14 of the 15 recently
issued permits and licenses we tested.

Contributing to some of the delays in the water rights application process was the time taken by

the division’s management to approve and issue some of the documents it sent to applicants. In one
example, the division took 85 days to approve a permit and cover letter, and it did not send them for an
additional 56 days. The permitting section chief stated that it took about three months to review the file
to ensure technical accuracy, but he did not know why it took 56 days to mail the final permit after the
chief approved the letter. In another example, the division issued a permit cover letter to an applicant
60 days after it approved the letter for issuance. According to the permitting section chief, this delay
occurred because the division’s file room had a backlog of assignments. However, we are uncertain why
a backlog of assignments would delay for 60 days the issuance of a letter that was ready for mailing.

We recommended that the division consider establishing more realistic goals that are measurable in
days between the various stages of processing an application and implement procedures to ensure
that staff adhere to these goals. In addition, the division should develop procedures for improving the
timeliness of management review and issuance of documents.

Water Board’s Action: Partial corrective action taken.

The water board stated that it has a number of efforts underway to address this recommendation,
such as reviewing its business practices to identify needed improvements, updating the procedures
manual, revising route slips, and revising templates, as appropriate. Further, the water board stated
that the chief of the division (division chief) directed all of the division’s staff to identify where

the “log jams” occur in processing. The program managers have been tasked to set a realistic goal
measurable in days to complete each step in each process.

Moreover, the water board stated that it convened a group of stakeholders who are concerned with
pending applications in northern California coastal counties. According to the water board, this is
the geographic area where the bulk of its pending applications are located. The water board indicated
that the stakeholder group has discussed a number of issues related to improving the water right
application and petition process, and has discussed appropriate time frames for various processes.
The water board asserted that, based on these discussions, it initiated a pilot project with a subgroup
of these stakeholders to simultaneously process a group of pending water right applications within a
single watershed and to coordinate the environmental and technical analyses for these applications to
obtain a comprehensive and expeditious conclusion. The water board asserted that it hopes this pilot
project will be successful and result in a model that can be used to expedite application processing in
other watersheds.

Lastly, to improve management review times, the water board stated that the division chief has started
areview of current delegations to determine if certain actions that are currently performed by division
management should instead be delegated to lower level staff.

Finding #6: Weak file tracking causes inefficiency.

The division does not effectively track water rights files, causing its staff to spend valuable time searching
for files when they could be involved in more productive activities. The division uses an electronic
bar-code scanning system to track the location of several types of water rights files. The files scanned



California State Auditor Report 2008-406 23
February 2008

into the system as of September 2005 generally were related to permits, licenses, and small domestic use
registrations. Ideally, scanning allows the division to identify the location of the file and the individual who
possesses it. However, when we compared the data in the bar-code system to application numbers that
were billed in fiscal year 2005-06, we found that more than 5,200 permit and license files did not appear
to have been scanned into the division’s bar-code system. We selected a random sample of 30 of these files
to determine whether they in fact had a bar-code label and to see if we could readily locate the files in the
division’s records room. From this sample, we found 28 of the files in the records room and each file had

a bar-code label. One of the remaining two files was in the records room, but it did not have a bar-code
label. We could not locate the last file, and since it was not in the bar-code system we could not determine
its location using the system. Thus, the division’s bar-code system as currently implemented is not as
effective a management tool as it could be for tracking the location of its files.

Moreover, we found that the bar-code system does not have the necessary controls over data entry,
resulting in invalid entries in the system. The system is designed to capture an employee’s name and the
file number that the employee is trying to scan. However, some scanning errors can occur if an employee
scans a file number before scanning his or her name, or if the employee simply scans a file number too
quickly, which results in the system capturing the file number more than once in the same field. The
system does not have controls to reject these incorrect entries. For example, we queried the list of files that
had been checked out to a staff member and found instances where there were employee names in the
application number field for several files and multiple application numbers in a single entry.

We recommended that the division continue to work with the water board’s Office of Information
Technology to improve the controls over data entry in its bar-code system. We also recommended that
the division conduct a complete physical inventory of its files and ensure that each file has a bar-code label
and is scanned into the system.

Water Board’s Action: Partial corrective action taken.

The water board stated that it is implementing a replacement of its existing bar-coding system with

a wireless bar-coding feature to simplify and increase frequency of file inventory and reduce the
number of scanning errors. The water board asserts this new wireless bar-coding scanning system
will also allow file room staff to move freely around the water board to scan files on a weekly basis,
providing an updated record of file locations. In addition, the water board stated that its Office of
Information Technology will ensure that proper controls are in place to provide quality assurance in
the data. Furthermore, the water board asserted that it conducted a complete physical inventory of its
water right files and has ensured that each file has a bar code label and is scanned into the system.
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Department of Water Resources

Its Administration of Grants Under the Flood Protection
Corridor Program Needs Improvement

REPORT NUMBER 2007-108, NOVEMBER 2007
Department of Water Resources’ response as of December 2007

The Joint Legislative Audit Committee (audit committee) requested
that the Bureau of State Audits review the Department of Water
Resources’ (Water Resources) administration of the Flood Protection
Corridor Program (flood protection program). California’s voters
created the flood protection program by approving the Safe Drinking
Water, Clean Water, Watershed Protection and Flood Protection
Bond Act (Proposition 13) in March 2000. With an initial funding

of $70 million, of which $57 million was available for projects,

the program aims to increase flood protection, agricultural land
preservation, and wildlife habitat protection throughout the State by
taking various actions, such as acquiring real property interests and
setting back and strengthening existing levees. The audit committee
asked us to review and evaluate Water Resources’ processes for
selecting projects under the flood protection program. We were

also asked to assess Water Resources’ policies and procedures for
monitoring projects and its fiscal controls over payments to grantees.
In addition, the audit committee asked us to assess how Water
Resources holds grantees accountable to the terms of their grant
agreements and to determine whether it has properly reported on
project status.

In November 2006 California’s voters approved two propositions—the
Safe Drinking Water, Water Quality and Supply, Flood Control,

River and Coastal Protection Bond Act of 2006 (Proposition 84) and
the Disaster Preparedness and Flood Prevention Bond Act of 2006
(Proposition 1E)—that will provide Water Resources an additional
$330 million for similar flood protection projects.

Finding #1: Water Resources selected projects using poorly defined
criteria and made funding decisions based on incomplete information.

Decisions made by Water Resources to award first $28 million and

then $29.1 million more in local grants were based on poorly defined
selection criteria and incomplete information. Water Resources awarded
the initial $28 million to five projects without a scoring process to
consistently compare the benefits in flood protection, agricultural land
conservation, and wildlife habitat protection specified in each project
proposal. Although Water Resources had developed a scoring tool for
this purpose, it chose not to use the tool based on the advice of its legal
counsel. As a result, it is unclear why the five projects Water Resources
chose to fund were better investments of Proposition 13 funds from the
flood protection program than the six projects it rejected. Most notably,
the flood protection program’s highest priced grant, the purchase of
Staten Island at a cost of $17.6 million, has yet to result in a tangible
flood protection project.

February 2008

Audit Highlights.. ..

Our review of the Department of
Water Resources’ (Water Resources)
administration of the Flood Protection
Corridor Program revealed that:

» When Water Resources awarded
$28 million for grants in 2001, it based
the decisions on a weak selection process
with poorly defined selection criteria.

» Itis unclear whether the highest priced
grant, the acquisition of Staten Island,
will result in a tangible flood protection
project in return for the $17.6 million in
funds awarded.

» Water Resources awarded an additional
$29.1 million for grants in 2003 without
the aid of key information called for in its
regulations to evaluate potential projects’
flood protection benefits.

» Water Resources has not enforced
many of the monitoring procedures
it established.

» Water Resources has not contacted the
city of Santee since March 2004, when
it disbursed the final $3.65 million
remaining on a $4.75 million project,
despite the city’s failure to submit
required reports.

» Water Resources neither resolved its
appraisal staff’s concerns nor those of
the Department of General Services
that the appraised value of Staten Island
was too high, and as a result, the State
potentially paid more than fair market
value for the property.
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When awarding $29.1 million in a second round of grants, Water Resources did not require applicants
to submit two key types of information mandated in the flood protection program’s regulations—
hydrologic studies and evidence that owners were willing to sell their properties—for Water Resources
to evaluate the relative merits of potential projects. Water Resources was also inconsistent when
deciding whether to approve funding requests for structural and recreational enhancements, like
pedestrian bridges and bike trails.

To provide consistency in its project selection process and to better justify its future funding decisions

for the additional $330 million that it will receive from propositions 84 and 1E, we recommended that
Water Resources select projects in a manner that allows it to justify its funding decisions. One way Water
Resources could achieve this would be to develop and use a consistent scoring process and use the scores
as a basis for making funding decisions. We also recommended that Water Resources adhere to the flood
protection program regulations by requiring applicants to submit hydrologic studies and evidence that
owners are willing to sell their properties. Finally, Water Resources should develop policies and procedures
to consistently evaluate whether proposed structural and recreational enhancements conform to the goals
of the flood protection program and are the most effective use of funds.

Water Resources’ Action: Pending.

The department indicates it will implement a number of actions to improve its evaluation of
proposed projects. Specifically, the department will use its existing scoring process for competitive
grants to evaluate direct expenditure grants until it develops a new scoring process for direct
expenditure grants. Further, the department states that it will require hydrologic studies either with
a grantee’s application or early in the project scope of work and provide for early termination of the
project if the hydrologic study does not support the hydrologic benefits anticipated in the project
application. For projects involving land acquisitions, the department now requires a willing seller
letter as part of the project application and projects will not be scored without this letter. Finally,
the department is developing criteria for evaluating scope changes and procedures for evaluating
whether a proposed project’s structural and recreational enhancements conform to the goals of the
flood protection program. The department is incorporating these actions into its funding decisions
for propositions 84 and 1E and expects to implement them by May 2008.

Finding #2: Water Resources has not adequately monitored projects.

Although Water Resources has established a monitoring approach that would be effective if enforced, it
did not always follow good monitoring practices. Progress reports for nine of 12 projects we reviewed
failed to discuss schedule and budget status, did not include records of project expenditures to support
costs incurred, and did not report on any key issues affecting timely project completion. This lack

of critical information has compromised Water Resources’ ability to effectively monitor these flood
protection program projects.

Further undermining the inadequate progress reports received was Water Resources’ inability to
meet its goal of regularly visiting project sites to monitor progress, inconsistent documentation of
communication with grantees, and inadequate tracking of project expenditures against their budgets.
Additionally, Water Resources chose not to withhold a percentage of each progress payment to
grantees to ensure project completion, which may have contributed to the delays that most projects
have encountered. Water Resources claims that staff turnover, staff redirection, vacancies caused by
the hiring freeze, and travel restrictions due to budget restrictions contribute to these monitoring
weaknesses, but its lack of formal procedures to guide staff also likely contributed to its inconsistent
monitoring approach.

To effectively monitor projects, we recommended that Water Resources develop policies and
procedures to ensure that it receives sufficiently detailed and complete progress reports from grantees;
communicates to staff its expectations for conducting and documenting site visits; develops a process to
consistently record communication with grantees; and accurately track and monitor funds disbursed
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to grantees. To help ensure projects are completed timely and in accordance with the grant agreements,
Water Resources should withhold a percentage of payments to a grantee when appropriate and release
the funds only after it is satisfied that the project is reasonably complete.

Water Resources’ Action: Partial corrective action taken.

The department reports it will take several actions to improve its monitoring of projects. For
example, it indicates that grantees’ progress reports are now required to contain a description

of actions taken since the previous report, key issues to resolve, whether the project remains

on budget and on schedule, and also include supporting expenditure records. In regards to site
visits, the department states it now uses a standardized site visit form and is developing a policy
manual to describe program expectations, prescribed staff activities during site visits, and expected
communication with grantees. Further, the department indicates hiring an analyst who will be
responsible for ensuring that project budget-tracking sheets are accurate and kept up to date.
Finally, the department states that it will not withhold payments for projects that are on track and
where doing so would not further the program’s objectives. However, the department indicates the
new policy manual, which it expects to complete by May 2008, will address when it is appropriate
to withhold payments from grantees.

Finding #3: Water Resources failed to adequately monitor the $5 million project with the city of Santee.

Even though Water Resources executed what appears to be a strong letter of agreement with the

city of Santee, its efforts to enforce the fiscal and reporting provisions governing the project were
minimal. Proposition 13 specifically earmarked $5 million to Santee for flood protection of its streets
and highways, of which Water Resources withheld $250,000 for its administrative costs. We found
that Water Resources had not contacted the city of Santee since March 2004, when it disbursed the
remaining $3.65 million to the city. Although Water Resources’ agreement with Santee required the
city to submit semiannual progress reports detailing the project’s progress and expenditures, we noted
that Santee had submitted only two progress reports to Water Resources since November 2000, when
the agreement between them was executed. Water Resources issued a letter in March 2004 asking the
city to provide an accounting of its spending, but did not follow up or take any further action when

it did not receive the requested information. Additionally, Water Resources has not received from
Santee an audit report with an accounting of how the $4.75 million disbursed to the city was spent

or a final inspection report by a registered civil engineer, even though they are required in the letter
of agreement. Our inquiry of Santee resulted in obtaining expenditure records that were not always
consistent with the invoices the city had previously submitted to Water Resources for payment.

We recommended that Water Resources follow up with Santee to determine how the city spent its
allocated funds. Additionally, because Water Resources has not spent most of the $250,000 withheld for
its administrative costs, it should release these funds to the city only after Santee demonstrates it can
use the funds for flood protection purposes, provides an audit report with an accounting of how the city
used the $4.75 million previously disbursed, and submits a final inspection report by a registered civil
engineer as the letter of agreement with Santee requires.

Water Resources’ Action: Pending.

The department indicates that the manager of the flood protection program has contacted
Santee to arrange a site visit and to obtain the requested accounting and engineering reports by
April 1, 2008.
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Finding #4: Water Resources needs to develop a process for reporting future costs of the flood
protection program.

Although Water Resources has informally reported project status in the past, it lacks an adequate
internal reporting process on the flood protection program. Because the flood protection program
will administer additional grants and projects with the $330 million it will receive from propositions
84 and 1E, Water Resources will need to develop processes to report to the Legislature and the
Department of Finance to comply with the State General Obligation Bond Law and a January 2007
executive order from the governor that directs agencies to exhibit greater accountability over
expenditures financed by bonds.

To comply with reporting requirements for projects it funds with propositions 84 and 1E, and to ensure
that its management is kept apprised of key issues, we recommended that Water Resources develop

a process for reporting project status. This process should include regular reporting of each project’s
budget and costs, progress in meeting the goals and time schedules of the grant agreement, and any key
events affecting the project.

Water Resources’ Action: Pending.

To improve project management, the department indicates it has implemented a software package
for use on propositions 84 and 1E projects. It states that the software has an automated reporting
capability and that department management will receive reports at least quarterly. However, the
automated reporting capability of the software is still under development because the department
has not yet selected projects for funding under propositions 84 or 1E. The department anticipates
that reporting will take place at the end of each quarter and that the reports will include a variety of
information on projects including issues that may affect project deliverables or schedule.

Finding #5: Although it is not legally required to do so, Water Resources has voluntarily chosen to seek
General Services’ advice on some land acquisition grants.

Water Resources is not legally required to obtain the advice of the Department of General Services
(General Services) on appraisals for land acquisitions unless it is taking title to property valued at
$150,000 or more. Nevertheless, on several occasions Water Resources did seek General Services’
advice but did not always heed it, potentially resulting in overpaying for land. In the case of

the acquisition of Staten Island, Water Resources did not resolve the concerns noted by its staft

or General Services that the appraised value of the land was too high. Specifically, both its staft and
General Services noted problems with the appraisal for Staten Island, which General Services noted at
that time could be a basis for negotiating a lower overall value for the island.

To avoid paying more than fair market value for properties, we recommended that before disbursing
funds, Water Resources take steps to ensure that it resolves concerns about the quality of appraisals
raised by its staff, and General Services, when its advice is sought.

Water Resources’ Action: Pending.

The department indicates that all appraisals are reviewed by its land and right-of-way staff or sent
to General Services for review. It states that if department staff has concerns or a different opinion
than General Services’ staff, the conflicting opinions will now be elevated to upper management of
the department for resolution. The department indicates the new policy manual, which it expects to
complete by May 2008, will include the policy for resolving conflicting opinions on appraisals.



California Student Aid Commission

Changes in the Federal Family Education Loan Program,
Questionable Decisions, and Inadequate Oversight Raise
Doubts About the Financial Stability of the Student

Loan Program

REPORT NUMBER 2005-120, APRIL 2006
California Student Aid Commission’s response as of April 2007

The Joint Legislative Audit Committee (audit committee) requested
that the Bureau of State Audits (bureau) review California Student
Aid Commission’s (Student Aid) governance and oversight of its
auxiliary organization, known as EDFUND, including EDFUND’s
financial management and business practices. The audit committee
was interested in ensuring the proper use of state assets in maximizing
support for financial aid purposes.

Finding #1: Federal changes will affect Student Aid’s ability to earn
surplus funds from the Federal Family Education Loan (FFEL) Program.

Student Aid’s ability to generate an operating surplus from the

FFEL Program will be affected significantly by a change required
under the Federal Higher Education Reconciliation Act of 2005
(Reconciliation Act) contained in the Federal Deficit Reduction
Omnibus Reconciliation Act of 2005. How Student Aid and its
competitors choose to implement one change in particular ultimately
could determine whether the State should continue to participate as a
guaranty agency in the FFEL Program. The change requires guaranty
agencies to charge borrowers a 1 percent federal default fee on the
principal amount of all FFEL Program loans issued after July 1, 2006,
and deposit the proceeds into the Federal Student Loan Reserve Fund
(Federal Fund) or transfer an equal amount from nonfederal sources
into the Federal Fund. Guaranty agencies with sufficient resources can
elect to pay the fee on behalf of borrowers, while agencies with limited
resources, such as Student Aid, will have to charge borrowers the fee.
These guaranty agencies will be at a distinct competitive disadvantage
and may experience a reduction in their market share.

EDFUND staff performed two analyses to determine the impact on
FFEL Program operations depending on whether or not other guaranty
agencies elect to pay the federal default fee on behalf of borrowers.
However, EDFUND’s legal counsel asserts that these analyses are
confidential and proprietary. Thus, we cannot discuss the specific details
of the analyses. Nevertheless, recent announcements by some of the
other guaranty agencies indicate that they will not charge borrowers the
fee. Conversely, Student Aid has announced it would charge borrowers
the fee.

Because of the recent announcements by other guarantors, it will
be necessary for EDFUND to revise its forecasts for federal fiscal
years 2006 and 2007. It is our belief that FFEL Program revenues
could be reduced to the point where EDFUND’s role as an auxiliary
organization assisting Student Aid in administering the program is

California State Auditor Report 2008-406
February 2008

Audit Highlights.. ..

Our review of the California Student Aid

Commission (Student Aid) and EDFUND’s

administration of the Federal Family

Education Loan (FFEL) Program revealed

the following:

» Changes in federal laws governing the
will be able to sustain the program.

» Ongoing tensions between Student Aid
and EDFUND have hampered Student
Aid’s ability to renegotiate a revenue
agreement with the U.S. Department
of Education, which may have cost the
year 2005. These tensions also have
EDFUND’s financial services.

» Student Aid approved sizeable bonuses

FFEL Program had an operating deficit.

» Student Aid has maintained poor
oversight over EDFUND. For example,

travel and business policies are fiscally
conservative, which results in less

its mission.

FFEL Program raise doubts that the State

State at least $24 million in federal fiscal

delayed attempts to expand and diversify

for EDFUND executive staff even when the

Student Aid has not ensured that EDFUND

funding available to Student Aid to fulfill

29



30

California State Auditor Report 2008-406
February 2008

no longer warranted. EDFUND states that it has many tactics to minimize the impact of any changes
in its competitive position. These tactics include strategies it and other guarantors in the industry use
to maintain effective relations with and competitive services for schools, and to work with lenders to
strike new relationships that include payment of the default fee. However, EDFUND cannot determine
what, if any, impact these tactics will have on its ability to remain competitive in the student loan
guaranty market.

The Reconciliation Act imposes other changes that likely will reduce Student Aid’s FFEL Program
revenues. Specifically, on or after October 1, 2006, the Reconciliation Act prohibits guaranty agencies
from charging borrowers collection costs that exceed 18.5 percent of the outstanding principal and
interest of a defaulted loan that is paid off through consolidation by the borrower. It also requires the
agencies to remit to the U. S. Department of Education (Education) 8.5 percent of the collection charge.
Effective October 1, 2009, the Reconciliation Act will require guaranty agencies to remit to Education
the entire amount of collection costs for each defaulted loan that is paid off with excess consolidation
proceeds, which are the proceeds of consolidated defaulted loans that exceed 45 percent of the guaranty
agency’s total collections on defaulted loans in each federal fiscal year. Because it has relied so heavily
in the past on using consolidations to collect on defaulted loans, these changes will almost certainly
result in a decrease to the portion of Student Aid’s net recoveries on loan defaults that result from this
collection method. Although these changes in federal law do not become operative until federal fiscal
year 2010, according to EDFUND it is aggressively reducing its use of consolidations to collect on
defaulted loans.

To manage the FFEL Program in a manner that benefits the State, we recommended that Student Aid
continue to reassess the financial impact on the FFEL Program caused by changes in the federal Higher
Education Act and the recent announcements made by some large guaranty agencies that they will pay the
federal default fee for borrowers. Additionally, Student Aid should monitor EDFUND’s progress toward
reducing its reliance on defaulted loan consolidations.

To determine if it remains beneficial for the State to participate in the FFEL Program as a guaranty agency,
we recommended that the Legislature closely monitor Student Aid and EDFUND to ensure that they are
able to remain competitive with other FFEL Program guaranty agencies.

Additionally, we recommended that the Legislature closely monitor the Student Loan Operating Fund
(Operating Fund) to ensure that the FFEL Program is generating a sufficient operating surplus so that
it can supplement funding for Student Aid’s other services and programs. If it is unable to generate

a sufficient operating surplus, the Legislature should require Student Aid to dissolve EDFUND and
contract with another guaranty agency to administer the FFEL Program. The contract should include,
among other things, a provision that allows Student Aid to receive a share of the revenues generated
by the guaranty agency, which then could be used to supplement funding for Student Aid’s other
financial aid programs. In addition, the contract should include a provision for Student Aid to hire
external auditors to ensure that the guaranty agency is complying with federal laws and regulations.
Alternatively, the Legislature could reconsider the need for a state-designated guaranty agency.

Student Aid’s Action: Partial corrective action taken.

Student Aid and EDFUND staff continue to inform and discuss with the commission and
EDFUND board members the fiscal impact caused by changes in the federal Higher Education
Act. Additionally, Student Aid paid the federal default fee on behalf of borrowers on loans issued
from July 1, 2006, through September 30, 2006, which, according to Student Aid, accounts for the
bulk of the fee incurred during the entire academic year. According to Student Aid, it determined
that it would not be able to pay the fee on behalf of all borrowers for loans guaranteed on or after
October 1, 2006. To remain competitive in the market, private lenders—those who provide the funds
for the loans made to the FFEL Program, such as banks and other financial institutions—decided to
pay the fee for loans guaranteed from October 1, 2006, through June 30, 2007. Beginning July 1, 2007,
EDFUND implemented an annual default fee strategy in which EDFUND and lenders will form
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partnerships beginning with the 2007—08 academic year to pay the federal default fee through
nonfederal sources. This cost sharing policy was designed to pay 100 percent of the federal default fee
on behalf of borrowers and be open to any lender who voluntarily agreed to participate.

Furthermore, EDFUND has successfully shifted its collection strategy and has seen an increase in
loan rehabilitations, wage garnishments, and voluntary borrower payments while moving away
from a focus on consolidations.

However, new proposed federal changes could again affect FFEL Program revenues. As of
September 7, 2007, both houses of Congress approved House of Representatives Bill 2669

(H.R. 2669), which will reduce the guaranty agency collection retention rate on borrower payments
from 23 percent to 16 percent beginning October 1, 2007. H.R. 2669 also contains provisions that
will reduce the account maintenance fee paid to FFEL Program guarantors from 0.10 percent to
0.06 percent of the original principal amount of outstanding loans issued by the guaranty agency.
These changes are likely to significantly impact the revenues earned by FFEL Program guarantors
throughout the student loan industry. The President signed H.R. 2669 on September 27, 2007.

Legislative Action: Legislation enacted.

Senate Bill 89 (SB 89), an urgency measure enacted as Chapter 182, Statutes of 2007, which took
effect immediately, may affect the ownership of EDFUND. This bill authorizes the director of
Finance to act as an agent for the State in the sale and transfer of the student loan guarantee
portfolio and certain related assets and liabilities of the FFEL Program held by EDFUND.
Alternatively, this bill authorizes the director of Finance to enter into an arrangement other than
the sale and transfer of EDFUND’s assets if the director, in consultation with the state treasurer,
determines that arrangement will meet the goals specified in SB 89. SB 89 also prohibits the
commission from authorizing EDFUND to perform any new or additional services unless they are
deemed necessary or convenient by the Finance director for the operation of the loan program or
for maximizing the value of the state student loan guarantee program. Similarly, the director must
approve any expenditure by EDFUND. Moreover, SB 89 provides that all actions, approvals, and
directions of the commission affecting the state student loan guarantee program are effective only
upon approval of the director. Thus, the Finance director now has significant authority over the
commission and EDFUND. Finally, the bill requires the Finance director to conduct the activities
authorized by SB 89 no later than January 10, 2009.

Finding #2: Tensions between Student Aid and EDFUND have delayed critical activities, resulting in
lost revenue.

The inability of Student Aid and EDFUND to agree on the role of each organization and the general
lack of cooperation between the two has hampered efforts to renegotiate an important agreement with
Education that may have resulted in a lost opportunity to receive at least $24 million in federal fiscal
year 2005. Further, these same problems have hindered attempts to expand the financial aid services
provided by EDFUND, thereby preventing it from generating additional revenues that could have been
used for students. Finally, Student Aid and EDFUND have yet to clarify the roles and responsibilities of
each organization despite several attempts to do so.

Student Aid failed to renegotiate its voluntary flexible agreement (VFA) with Education in a timely
manner. Disputes between Student Aid and EDFUND, along with turnover in EDFUND’s executive
management team, have contributed to delays in Student Aid’s submission of a VFA proposal to
Education. In federal fiscal year 2005, EDFUND budgeted $30 million in VFA revenues. However, it
received only $6 million. According to Education’s state agency liaison, he informed Student Aid and
EDFUND in June 2004 that they would not receive any VFA funding beyond federal fiscal year 2004 until
the agreement was renegotiated to obtain cost neutrality. Thus, Student Aid may not be able to receive the
additional $24 million that EDFUND budgeted for federal fiscal year 2005 or any other funds it may

have been eligible to receive. If Education and Student Aid are unable to complete their renegotiations
and comply with the VFA requirements before September 30, 2006, Student Aid also risks losing the
opportunity to receive the $31.4 million that EDFUND budgeted for federal fiscal year 2006.
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As discussed previously, federal changes will affect Student Aid’s ability to earn surplus funds from
the FFEL Program. Thus, the State’s ability to continue to generate sufficient FFEL Program revenue
to support its other programs and services may rely upon Student Aid’s and EDFUND’s ability to
obtain additional sources of revenue from a diverse set of student loan-related business activities.
Currently, neither Student Aid nor EDFUND has a formal plan that specifically identifies the business
diversification opportunities they will target.

Student Aid and EDFUND also do not agree on the appropriate role each should have in the
administration of the FFEL Program. Despite attempting to craft a roles and responsibilities document
(document) since at least May 2005, they have yet to finalize one. Furthermore, based on our review

of the ninth version of the two-page draft document, Student Aid may be inappropriately ceding

some of its responsibilities to EDFUND. For example, it states that EDFUND has the primary role in
operating all aspects of the FFEL Program. However, federal law requires the guaranty agency that
chooses to delegate the performance of the FFEL Program function to another entity to ensure that
the other entity complies with the program requirements and to monitor its activities. In addition,
federal regulations require the state agency to maintain full responsibility for the operation of the FFEL
Program when the program is administered by a nonprofit organization.

We recommended that Student Aid ensure that critical tasks, including the renegotiation of its VFA
with Education and the development of a diversification plan, are completed. Student Aid should also
ensure that the roles and responsibilities it delineates for itself and EDFUND do not inappropriately
cede its statutory responsibilities to EDFUND. We also recommended that the Legislature closely
monitor Student Aid’s progress toward completing critical tasks, including the renegotiation of its VFA with
Education and the development of a business diversification plan.

Student Aid’s Action: Partial corrective action taken.

Student Aid’s original VFA remains in place and it was successful in collecting $28 million for

federal fiscal year 2005. Student Aid and EDFUND staff met with Education to discuss Student Aid’s
participation in the FFEL Program. However, Education has not renegotiated Student Aid’s VFA

or the VFAs of the other four guaranty agencies that currently have one. Student Aid officials believe
that the president’s proposed national budget, which would eliminate all VFAs, may have contributed
to Education’s not moving forward in renegotiations.

Student Aid states that when it received legislative approval to diversify its operations, the
Operating Fund had sufficient cash balances to diversify. Since then, the State had redirected
approximately $300 million in operating funds to pay for non-FFEL Program general fund
obligations. The commissioners and board members believe that insufficient cash reserves preclude
any major initiatives to diversify in the near term.

Finally, Student Aid reported that it has been working closely with a consultant and staff to
delineate the roles and responsibilities of the commission, the EDFUND board, and the staff of both
organizations. As a result of these efforts, the commission and EDFUND board members approved
a new operating agreement and submitted it to the Department of Finance (Finance) and the Joint
Legislative Budget Committee for their comment in May 2007. Furthermore, Student Aid and
EDFUND finalized a roles and responsibilities document that was approved by the commission on
May 1, 2007.

Legislative Action: Legislation enacted.

Senate Bill 89 (SB 89), an urgency measure enacted as Chapter 182, Statutes of 2007, which took
effect immediately, may affect the ownership of EDFUND. This bill authorizes the director of
Finance to act as an agent for the State in the sale and transfer of the student loan guarantee
portfolio and certain related assets and liabilities of the FFEL Program held by EDFUND.
Alternatively, this bill authorizes the director of Finance to enter into an arrangement other than
the sale and transfer of EDFUND’s assets if the director, in consultation with the state treasurer,
determines that arrangement will meet the goals specified in SB 89. SB 89 also prohibits the
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commission from authorizing EDFUND to perform any new or additional services unless they are
deemed necessary or convenient by the Finance director for the operation of the loan program or
for maximizing the value of the state student loan guarantee program. Similarly, the director must
approve any expenditure by EDFUND. Moreover, SB 89 provides that all actions, approvals, and
directions of the commission affecting the state student loan guarantee program are effective only
upon approval of the director. Thus, the Finance director now has significant authority over the
commission and EDFUND. Finally, the bill requires the Finance director to conduct the activities
authorized by SB 89 no later than January 10, 2009.

Finding #3: Student Aid’s process for establishing executive salaries and bonuses for EDFUND
requires improvement.

EDFUND created its current policy for setting executive salaries in response to federal regulations
ensuring reasonable compensation for employees who exercise substantial control over nonprofit
corporations. Under the regulations, payments under a compensation arrangement are presumed to

be at fair market value if the arrangement is approved in advance by an authorized body of EDFUND
composed of individuals without a conflict of interest, the authorized body obtained and relied upon
appropriate comparability data, and the body adequately documented its basis for determination.
Adequate documentation consists of the terms, approval date, members of the authorized body present,
members who voted, comparability data and how it was obtained, and any actions taken with respect

to consideration of the transaction by anyone who is a member of the body but who had a conflict of
interest. However, EDFUND’s policy does not address board members who have a conflict of interest.
In addition, we question the manner in which EDFUND carried out its salary comparison. Specifically,
although EDFUND uses surveys to assist in establishing salaries for its executives, it does not limit data
to survey sources related to the financial industry. Furthermore, EDFUND cannot demonstrate that it
follows its executive salary determination policy because the board and executive committee have not
kept sufficient minutes of their meetings.

Student Aid’s policy regarding EDFUND executive incentive compensation is also flawed. The operating
agreement between Student Aid and EDFUND specifically states that EDFUND agrees to administer

its executive performance payment plan in accordance with the Student Aid policy statement and
guidelines memo (policy) titled EDFUND Incentive Compensation Plans, dated August 12, 2002.

This policy contains flaws because it allows bonuses when an operating deficit exists and excludes

some FFEL Program revenues and expenses from the calculation of the Operating Fund surplus

or deficit. In addition, the policy is completely discretionary and is silent on how EDFUND should
determine the amount of the executive compensation pool. Finally, the policy directs the board to
recommend the proposed bonus amounts, if any, for the president and the total bonus amount for the
vice presidents. However, the board does not appear to use consistent criteria from one year to the next
when determining the total bonus amount.

We recommended that Student Aid ensure EDFUND complies fully with federal regulations and

its policy governing salary setting for its executives, including modifying its policy to address board
members who have a conflict of interest and ensuring that its consultants compile comparable
compensation data solely from similar financial-related organizations. Student Aid should also ensure
that EDFUND determines bonuses for its president in accordance with Student Aid’s policy. Further,
Student Aid should modity its policy statement and guidelines memorandum titled EDFUND Incentive
Compensation Plans to ensure that EDFUND includes all FFEL Program revenues and expenses in its
calculation of the program’s operating surplus or deficit and that EDFUND’s executive management
team does not receive a bonus if the FFEL Program or Operating Fund realizes a deficit. Finally, Student
Aid should ensure that it and EDFUND’s board establish guidelines to use when approving the total
bonus pool amount for EDFUND’s executive management team.
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Student Aid’s Action: Partial corrective action taken.

The EDFUND board adopted EDFUND’s Executive Compensation Policy in April 2007. A
compensation consulting firm has reviewed the policy and the EDFUND board obtained a legal
opinion from an outside law firm to ensure the policy complied with federal regulations. The

policy also addresses board member conflict of interests. Although the policy was presented to

the commission in April 2007, the commission determined that more information was needed before
taking any action on the policy.

The EDFUND board also adopted recommended revisions to the Student Aid Policy Statement

and Guidelines Memorandum for the EDFUND Incentive Compensation plans. The revisions were
presented to the commission at an April 20, 2007, meeting. During the meeting, the commission
approved a precondition for inclusion in the document that stated that the year-end FFEL Program
revenues must exceed expenses before bonuses will be considered. The commission also determined
that more information and further discussion was necessary before considering any additional
revisions to the Student Aid Policy Statement and Guidelines Memorandum for the EDFUND
Incentive Compensation Plan.

Finding #4: The method used to determine nonexecutive bonuses needs to be reevaluated.

Student Aid has not fully addressed concerns raised by an assessment of EDFUND’s accomplishment of
performance goals. EDFUND has three bonus plans for nonexecutive employees, known as variable pay
plans. Two of its three plans reward employees for both individual performance within and the overall
performance of EDFUND as an organization, while the third plan is a straightforward award based on

a percentage of monthly collections of defaulted loans. Organization performance goals are determined
through a process outlined in the August 2002 Student Aid policy. EDFUND uses several high-level
organizational metrics to measure its performance of the goals set by Student Aid.

Although its executive director has raised several concerns regarding EDFUND’s method of calculating
organizational performance, Student Aid has done little to fully address the issues. The executive
director and president have agreed that four issues must be addressed: whether and how to recognize
goals not achieved, whether and how to recognize a percentage of accomplishment above the assigned
weights, whether to set a standard for acceptable variance to a goal, and how midyear budget changes
may affect a goal. However, as of March 2006, little progress has been made to resolve these issues.
Until these outstanding issues are resolved, EDFUND will continue to award bonuses that are not based
on an accurate assessment of its organizational performance.

We recommended that Student Aid direct its executive director and EDFUND’s president to resolve
outstanding issues related to the methodology used to measure EDFUND’s performance, which affects
the bonuses for its nonexecutive employees.

Student Aid’s Action: Partial corrective action taken.

Student Aid indicated that it and EDFUND have made progress in resolving the four issues
identified in our report: (1) whether and how to recognize goals not achieved, (2) whether and
how to recognize a percentage of accomplishment above the assigned weights, (3) whether to set a
standard for acceptable variance to a goal, and (4) how midyear budget changes may affect a goal.
Specifically, Student Aid states that agreement has been reached except for one area involving
issues 1 and 3, which are interrelated. This area focused on the methodology that should be used to
calculate turnover rate and recovery rate.
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Finding #5: More funds would have been available if Student Aid had required EDFUND to follow more
fiscally conservative policies.

Student Aid has not ensured that EDFUND policies are fiscally conservative. Further, EDFUND does
not always comply with its business and travel expense policies. We also found a few instances in which
Student Aid did not comply with the State’s travel policy. Finally, EDFUND spent almost $700,000 over
five federal fiscal years from the Operating Fund for 14 events, such as holiday receptions, employee
conferences, and workshops and meetings, that we reviewed. These events often included lodging and
meals at upscale hotels and resorts for high-level staff, expensive guest speakers and entertainment. We
also found several instances when EDFUND hosted and paid for an event and allowed family members
to attend without paying their own way. We question how spending large sums of money on these types
of events supports the State’s mission of assisting students in achieving their educational goals.

We recommended that Student Aid amend its operating agreement to require EDFUND to establish a
travel policy that is consistent with the State’s policy. Additionally, it should closely monitor EDFUND
expenses paid out of the Operating Fund for conferences, workshops, all-staff events, travel, and

the like. Finally, it should ensure that EDFUND discontinues using Operating Fund money to pay for
expenses related to nonemployees attending its company functions.

Student Aid’s Action: Corrective action taken.

On September 7, 2006, Student Aid approved EDFUND’s revised travel policy, which became
effective on October 1, 2006. The travel policy adopts by reference the State’s short-term travel
reimbursement for all exempt, excluded, and represented employees. However, the travel policy
includes certain exceptions such as EDFUND’s use of the U.S. Internal Revenue Services’ per
diem rates for meals and incidental expenses and its allowable rate for personal vehicle mileage.
According to EDFUND, these exceptions were necessary to reflect its status as a nonprofit public
benefit corporation and its need to remain competitive with similar corporations in the industry.

On September 7, 2006, the commission approved EDFUND’s new employee-wide events spending
policy, which became effective on October 1, 2006. The spending policy requires EDFUND to
prohibit the use of corporate funds for employee-wide benefits, except as approved by the board.
EDFUND’s spending policy also prohibits it from using corporate funds to subsidize the costs of
guests participating in its employee-wide events.

Finally, the operating agreement between Student Aid and EDFUND includes a provision requiring
an annual audit of internal controls by an independent certified public accountant. The operating
agreement also requires the development of an annual oversight plan to monitor compliance with
EDFUND policies.

Finding #6: EDFUND did not always comply with its contracting policies.

EDFUND’s contracting policies are vague, leading to lack of guidance in contracting procedures,
frequent issues of noncompliance, and questionable practices. EDFUND’s policy requires its staff to
procure goods and services using one of three methods—competitive bid, sole- and single-source
procurement, and an urgency provision for sole-source contracts that are greater than $100,000. In
addition, the policy states that all procurements greater than $10,000 require at least three bids unless
documentation exists indicating three viable vendors decline to bid or are not available. Staff also must
provide a justification memorandum or bid/cost analyses approved by an assistant vice president or
someone in a higher position.

For 15 of the 16 contracts tested, we found violations ranging from lack of documentation to inadequate
sole-source justification. For example, our review of 16 contracts found that EDFUND did not ensure that
staff met the three bid and cost analyses requirement for 11 contracts exceeding $10,000. Furthermore,
although EDFUND?’s policy requires staff to submit a justification memorandum with procurements
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under its competitive bid and single- and sole-source methods, it provides no guidance on what the
memo or analysis should include. EDFUND’s assistant general counsel acknowledges that its policy
requires revision and stated that it is working toward doing so.

Finally, the operating agreement between Student Aid and EDFUND does not specifically require
purchases of goods and services incurred by EDFUND to be reimbursed pursuant to a procurement
and contracts policy approved by the executive director of Student Aid. Without such a provision, the
State cannot ensure that EDFUND’s purchases result in costs that are appropriate and reasonable.

We recommended that Student Aid ensure that EDFUND follows through on its efforts to revise its
contracting policies. We also recommend that Student Aid amend its operating agreement to require
purchases of goods and services incurred by EDFUND to be reimbursed pursuant to procurement and
contracting policies approved by the executive director of Student Aid.

Student Aid’s Action: Corrective action taken.

On September 7, 2006, Student Aid approved EDFUND’s revised procurement/contracts policy,
which became effective on October 1, 2006. The policy appears to address the concerns raised by
the bureau.

Finding #7: Student Aid needs to improve its oversight of EDFUND.

Student Aid has not provided sufficient oversight over EDFUND to ensure the future success of Student
Aid’s participation in the FFEL Program. Specifically, Student Aid circumvented state law by delegating
its authority related to the approval of EDFUND’s budget without amending the operating agreement.
Student Aid also dismissed several policy and fiscal concerns raised by its staff responsible for analyzing
these issues. Moreover, Student Aid does not always independently verify reports that it receives from
EDFUND. Rather, it relies on EDFUND staff to ensure their accuracy. Finally, Student Aid has not
completed several key tasks identified within its mandated performance review of EDFUND, despite its
staffs’ recommendations to actively pursue them. For example, neither Student Aid nor EDFUND has
performed an adequate assessment of the financial risks associated with EDFUND’s student loan guaranty
portfolio, a critical piece of information that Student Aid should have considered before approving
EDFUND’s annual budgets and business plans.

We recommended that Student Aid rescind its delegation of the approval authority of EDFUND’s
detailed operating budget to the EDFUND board and follow through on issues raised by its staff
regarding EDFUND’s operations. Student Aid should also require staff to independently verify the
accuracy of the reports submitted by EDFUND. Finally, it should complete key tasks outlined in
the June 2005 mandated performance review of EDFUND.

Student Aid’s Action: Partial corrective action taken.

Student Aid rescinded its delegation of the approval authority of EDFUND’s detailed operating
budget to the EDFUND board on June 22, 2006.

Student Aid reported that it and EDFUND discussed EDFUND’s 2006-07 Loan Program Business
Plan and Budget with staff from both organizations to discuss policy and fiscal concerns raised by
Student Aid staff. Student Aid indicated that these concerns were resolved to the satisfaction of
both organizations.

Student Aid reported that it has been working closely with a consultant and its staff to delineate
the roles and responsibilities of both organizations. This will include establishing the appropriate
oversight responsibility of Student Aid, including procedures to verify information included in
reports prepared by EDFUND.
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EDFUND stated that it has completed the key tasks outlined in the June 2005 mandated
performance review of EDFUND. We initially reported that six tasks had not been adequately
addressed. However, during a follow-up review, we confirmed that EDFUND has completed

two of six tasks. As for a third task, although Student Aid and EDFUND continued to explore
business diversification options, the Student Aid commissioners and EDFUND board members
agree that insufficient cash reserves precludes any major initiatives to diversify in the near term.
Finally, EDFUND believes that its routine day-to-day activities address the remaining three key
tasks. For example, EDFUND believes it continually reassesses its marketing strategies through
the annual EDFUND Loan Program Business Plan, which includes short-term marketing goals
for the upcoming year. Further, according to EDFUND, in order to assess the risk of its existing
portfolio and future growth strategies, it reviews and confirms, on a quarterly basis, all financial
assumptions and projections. This includes a detailed analysis of the results of operations and key
business performance indicators, trends and changes that will impact the industry and EDFUND’s
performance in particular. Included in the review is assessing the loan volume forecasts over the
various school segments and calculating the fiscal impact over a five-year period.

Finding #8: The EDFUND board has violated state law governing closed-session meetings.

The EDFUND board has not fully complied with certain provisions in state law related to closed-session
meetings. Specifically, on August 11, 2004, the governor approved Senate Bill 1108, which amended
state law to give the board the authority to hold a closed-session meeting to consider a matter of

a proprietary nature, the public discussion of which would disclose a trade secret or proprietary
business information that could potentially cause economic harm to EDFUND or cause it to violate an
agreement with a third party to maintain the information in confidence if that agreement were made in
good faith and for reasonable business purposes.

Our review of documents kept by EDFUND for open meetings held between August 19, 2004, and
December 13, 2005, found that in one instance the board clearly violated its closed-session authority.
The documentation indicates that the board voted to retain outside counsel to advise it on this audit,
which clearly does not qualify as business proprietary information or a trade secret.

Additionally, the board did not consistently keep a confidential minutes book of the topics discussed
and decisions made in these sessions, as the Bagley-Keene Open Meeting Act of 2004 (Bagley-Keene
Act) requires. Consequently, we were unable to determine the extent to which the board complied
with its recent statutory authority for closed sessions and the closed-session meeting provisions of
the Bagley-Keene Act. When we asked EDFUND’s assistant general counsel about the board’s current
record-keeping practices, she stated that the board recently was made aware that a closed-session
minutes book should be maintained. The assistant general counsel asserted that the board now uses a
confidential minutes book that will be maintained by the board secretary or general counsel.

We recommended that Student Aid ensure that EDFUND complies with the Bagley-Keene Act
record-keeping requirements by maintaining a confidential minutes book of the business discussed
during its closed sessions. In addition, Student Aid and EDFUND should establish policies and
procedures to help ensure that closed sessions are conducted within the board’s authority as required
by state law. These policies and procedures should provide the board and staff with clear guidelines
in defining trade secrets and business proprietary information that can be discussed during closed
sessions so that no further violations of state law occur.

Student Aid’s Action: Corrective action taken.

Student Aid reported that EDFUND is maintaining closed session minutes. In addition, Student Aid
reported that a policy governing closed session meetings was adopted by the commission and the
EDFUND board on April 9, and April 20, 2006, respectively.
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Military Department

It Has Had Problems With Inadequate Personnel
Management and Improper Organizational
Structure and Has Not Met Recruiting and Facility
Maintenance Requirements

REPORT NUMBER 2005-136, JUNE 2006

Military Department’s response as of June 2007

The Joint Legislative Audit Committee (audit committee) requested
that the Bureau of State Audits review the Military Department’s
(department) resource management and recruitment and retention
practices. Specifically, the audit committee asked that we review the
department’s operations and practices regarding strategic planning,
the use of state and federal funds and personnel, the current
condition of its armories, its management of state military personnel,
recruitment and retention practices, and reporting of military
personnel’s attendance at training to maintain their military skills.

The department is responsible for the command, leadership, and
management of the California National Guard (Guard), including its
army and air force components, and related programs, such as the
State Military Reserve and the Guard’s youth programs. The Guard
provides military service to California and the nation and serves

a threefold mission: as a reserve component of the U.S. Army and
Air Force, the Guard provides mission-ready forces to the federal
government, as directed by the president; it supports the public
safety efforts of civil authorities during emergencies, as directed by
the governor; and it provides military support to communities, as
approved by the proper authorities. The state adjutant general, who is
appointed by the governor and confirmed by the state Senate, serves as
director of the department and commander of the Guard.

Finding #1: The department has not effectively reviewed its state active
duty positions, as required by its regulations, to determine whether
those positions could be filled with state civil service employees.

The Military and Veterans Code grants the governor the authority

to activate or appoint part-time Guard members to full-time duty,
known as state active duty. The department’s regulations require that
the department review its state active duty positions periodically to
determine whether they would be more appropriately classified as

state civil service positions or federally funded positions. These state
active duty positions are staffed with military personnel who receive
federal military pay and allowances that in some cases greatly exceed
the costs to employ state civil service employees. For example, a colonel
responsible for records management, printing, mail services, and
supplies management receives an annual salary of about $125,500, while
a civil service counterpart in another state department with similar
responsibilities receives an annual salary of $62,300. The department’s
adjutant general has convened the State Active Duty Reform Panel
(panel) to review the department’s use of state active duty members.
The panel’s tasks include reviewing the state active duty positions to

February 2008

Audit Highlights . ..

Our review of the Military Department
(department) revealed that:

» It has not effectively reviewed its state
active duty positions, and as a result may
be paying more for some positions than if
they were converted to state civil service
or federal position classifications.

» It has convened a panel to review the
propriety of its 210 state active duty
positions and estimates it will take
three to five years to implement the
panel’s recommendations.

» It did not follow its requlations when
it temporarily appointed many state
active duty members to positions that
do not appear to be temporary, failed
to advertise some vacant positions as
required, and inappropriately granted
an indefinite appointment to one state
active duty member after he reached the
mandatory retirement age.

» It is deficient in its management of
federal employees by using them in
positions and for duties that are not
federally authorized.

» State active duty members who become
whistleblowers do not have access to
an independent authority to resolve
complaints of alleged retaliation.

» Although the department’ strategic
planning process was interrupted by the
events following September 11, 2001,
and ultimately abandoned by the former
adjutant general, the department has
recently revived the process.

continued on next page.. ..
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» In establishing new headquarters’
divisions and an intelligence unit, the
former adjutant general failed to obtain
state approval.

» The department used federal troop
commands and counterdrug program
funds for unauthorized purposes when it
formed a field command for operations to
support civil authorities and established
additional weapons of mass destruction
response teams.

» The department was unable to
demonstrate that it ensured all misused
counterdrug funds were reimbursed from
other federal sources.

» In recent years, the Army National Guard
and the Air Guard did not meet their
respective goals for force strength.

» The department does not maintain
adequate procedures to demonstrate it
accurately reports training attendance or
monitors and addresses Guard members
with excessive absences.

» The State Military Reserve has not met its
force strength goals in recent years; and
the department has not identified the role
for the State Military Reserve, allowing it
to identify its force strength needs.

» Ninety-five of the department’s
109 armories are in need of repair
or improvement, contributing to a
$32 million backlog.

» The department’s allocations of state and
federal funding, including a relatively
small amount of money from the
Armory Fund, have not been adequate to
maintain the armories.

determine if the responsibilities of those positions could be performed
by other state or federal position classifications available to the
department. The panel is also addressing other past personnel practices
of the department, such as creating more state active duty positions than
the budget authorized. The department estimates it will take three to
five years to implement any changes the panel recommends.

To reform its use of state active duty personnel and comply with

its senior leadership’s wishes for how they should be used, we
recommended the department ensure that the panel completes the
tasks assigned to it by the adjutant general and follows through with
the panel’s recommendations.

Department’s Action: Partial corrective action taken.

The department reports that it has reviewed all of the 210 baseline
state active duty positions and additional positions, such as
temporary positions and positions already under transition to
nonstate active duty status. The department states that the actions
it has completed regarding the positions it reviewed include
developing or modifying position descriptions, reclassifying
positions when appropriate, considering downgrading or
eliminating positions, and advertising those positions identified
for transition from state active duty to either state civil service or
federal technician.

The department further reports that although it has not completed
its plan to convert positions targeted for transition from state active
duty to other status, it has begun converting those positions. As of
June 2007 the department reports that its reviews and deliberations
resulted in a net conversion of 63 positions affecting 102 personnel
that will eventually transition to civil service. The department
estimates it will take 36 months to complete this transition. As of
its one-year response, the department stated that it had reclassified
14 vacant state active duty positions as civil service positions and
had downgraded another 12 active duty positions.

Finding #2: The department engaged in questionable practices related
to its state active duty workforce.

The department temporarily appointed numerous state active duty
members to positions that do not appear to be temporary in nature.

In many cases, the department repeatedly extended temporary
appointments for set periods—usually one year—that in effect
converted them into appointments of indefinite duration. The
department’s regulations define temporary appointments as those with
specified end dates. Further, the department has not always followed its
requirement of announcing a vacant state active duty position before
filling it. Announcing vacant positions allows qualified individuals to
compete for the positions.

Also, the department did not follow state law and its regulations when,
in September 2001, it granted an indefinite appointment to a state
active duty employee who had reached the mandatory retirement

age. State law sets the mandatory retirement age for state active duty
members at 60. For an employee to remain in a state active duty
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position beyond age 60, he or she must obtain approval from the adjutant general and then can hold
only a temporary position. The adjutant general has directed the panel to review the department’s
hiring policies and practices for the state active duty program and suggest necessary changes to the
department’s regulations to conform to the Military and Veterans Code.

We recommended the department review its hiring policy and practices for state active duty members,
as directed by the adjutant general, and make the necessary changes in its policy and regulations to
provide adequate guidance to its commanders and directors.

Department’s Action: Pending.

The department reports that it has rewritten its regulation regarding state active duty positions.
The new regulation establishes a tiered selection process and clarifies tenure status. The department
stated that the new regulation would provide oversight to permanent position reviews and
facilitates career management of Guard personnel by establishing a career management council
(council). The council will meet at least once a year and have the capability and authority to ensure
that the department provides guidance to its commanders and directors on placing the right person
in the right job at the right time. The department stated that the final coordinating draft of the
regulation was undergoing administrative review and the plan was to publish it in July 2007.

Finding #3: The department’s overall management of its federal employees is deficient.

The National Guard Bureau pays for the federal full-time military members and civilian employees

the department uses to support the department’s large part-time force. Yet the department does not
always use those federal personnel in the positions and for the duties authorized by the National Guard
Bureau. For example, the department’s analysis identified at least 25 full-time active guard reserve
members in the joint force headquarters working in unauthorized positions as of January 26, 2006. As
of March 1, 2006, the State was authorized to have 48 active guard reserve personnel in its joint force
headquarters, yet 76 were actually assigned and working there, leaving other Guard units short staffed.

According to the chief of staff of the Joint Staff and the chief of staff of the Army Guard, numerous
factors explain why the department has exercised poor control over its full-time staff. These factors
include undocumented movement of personnel over a long period under the command of many
past adjutants general, the department’s use of outdated authorizing documents, and confusion over
whether the Joint Staff or the Army Guard is responsible for issuing orders for full-time personnel.

We recommended the department develop and implement procedures to ensure that it complies with
authorizations for federal full-time military personnel to support its part-time Guard forces. Those
procedures should include designating the responsibility for issuing orders for full-time personnel to a
single entity.

Department’s Action: Partial corrective action taken.

The department states that it has always complied with overall authorizations for full-time
manning and points out it believes that the issue was to what extent the department had authority
to move allocations between units. The department points out that the adjutant general has the
authority to assign full-time active guard reserve members to any unit or organization necessary to
accomplish federal and state missions. However, the department also points out that this authority
does not eliminate its requirement to consider the allocation rules used by the National Guard
Bureau to provide these resources to the State, and to the extent possible, assign these resources in
accordance with unit by unit allocations.

Nonetheless, the department states it has reviewed its allocations of authorized federal full-time
personnel and mission requirements with the intent to more closely align staff assignments with
position authorizations. According to the department, it has received an increase in authorized
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full-time active guard positions for the joint forces headquarters and has reassigned staff that were
previously assigned to headquarters. The department reports that as a result, as of June 2007 it had
reduced full-time active guard staff assigned to the joint forces headquarters to nine positions in
excess of authorized levels. Further, the department states that ongoing management of its mission
requirements and future resource allocations will, to the maximum extent practicable, minimize
the future disparities between resource allocations and assignments.

Finally, the department reports that it has assigned the responsibilities for issuing orders for full-time
members solely to the active guard and reserve branch within the joint forces headquarters.

Finding #4: We could not confirm that the department disseminates information on benefits to
deploying Guard members.

Although regulations and department procedures require the department to inform all members who are
called to active duty and deployed for service of the benefits available to them as active members of the Guard,
the department could not provide evidence that it had done so. Nevertheless, nothing came to our attention
that led us to believe these members did not receive benefits briefings. Among the benefits included are
medical, dental, life, and unemployment insurance and reemployment rights. The department provided
descriptions and handbooks containing evidence that it has processes that offer multiple opportunities

to inform deploying Guard members and their families of the benefits available to them during members’
active duty status. However, the department’s checklists and others records are not sufficient to allow us
to confirm who has received these benefits briefings, and the records are not kept for all deploying Guard
members. Because the department does not retain written evidence of who has received a briefing, we
could not confirm that Guard members are aware of their benefits.

Because the department has a responsibility under federal regulations to inform deploying members

of the benefits available to them while on active duty, we recommended the department consider
implementing a procedure for both the Army Guard and the Air Guard to demonstrate that it complies
with that requirement.

Department’s Action: Corrective action taken.

The department reports that subsequent to the release of our audit report, it conducted a review of
the processes used during pre-mobilization activities and completed discussions with the federal
oversight authorities responsible for oversight and approval of the department’s pre-mobilization
activities and actions. Although the department concluded it complies with federal requirements
for the pre-mobilization processing, it acknowledged that additional opportunities exist to
document its compliance. The department states its review and actions will improve its ability to
document the actions taken during pre-mobilization activities.

Finding #5: State active duty members do not have access to an independent process to resolve
complaints of retaliation against whistleblowers.

In contrast to legal protections for federal employees who act as whistleblowers, state active duty
members who become whistleblowers do not have access to an independent authority to resolve
complaints regarding retaliation. Rather, department regulations require that state active duty personnel
attempt to resolve their complaints through the lowest level of supervision or state active duty chain of
command before filing an official complaint with the department’s State Personnel Office. As a result, a
state active duty member lodging a complaint of retaliation is forced to first lodge a grievance with the
same commander who allegedly engaged in retaliation.

To ensure that its state active duty personnel can report any alleged violations of statutes, regulations,
or rules without fear of retaliation, we recommended the department establish a process independent of
the chain of command to protect those state active duty personnel who wish to file complaints alleging
retaliation by a superior.
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Department’s Action: Pending.

The adjutant general supports providing state active duty personnel the ability to register legitimate
complaints without fear of retribution by superiors. In addition, the department states that because
it does not have the authority to establish an independent process, it is prepared to work closely
with state authorities to create an independent state inspector general.

Finding #6: The department does not adequately maintain files to demonstrate that it complies with
regulations concerning allowable activities.

Reviews and recommendations regarding legal or ethical conduct are supplied by the Staff Judge Advocate’s
Office using Standards of Ethical Conduct (ethics standards) issued by the Department of Defense.
Because the Staft Judge Advocate’s Office does not keep logs of the requests for outside activities it
reviews or records of the recommendations it provides to leadership, it cannot demonstrate, nor can we
confirm, that the department consistently follows the guidance contained in the ethics standards.

We recommended that in order to demonstrate the department complies with the ethics standards, the
Staff Judge Advocate’s Office implement a system to log the activities it reviews and to maintain files of
the opinions it provides to department leadership on questions of compliance with those ethics standards.

Department’s Action: Corrective action taken.

The department reports that the Staff Judge Advocate’s Office has established a procedure to
maintain duplicate files of ethics opinions: one file of opinions by the individuals’ name or the name
of the operation, and one in a central file.

Finding #7: The department’s lack of an adequate strategic planning process contributed to its
questionable reorganizations.

The Guard’s strategic planning process was interrupted after the events of 9/11 and was subsequently
abandoned altogether by the former adjutant general. Without a current strategic plan and a formal
strategic planning process for identifying and analyzing threats and opportunities, the department
cannot measure how well it is accomplishing its federal and state missions. In the absence of a properly
prepared strategic plan, the former adjutant general chose to place a greater emphasis on providing
military support to civil authorities. In doing so, he sponsored the creation of unauthorized entities,
such as the Civil Support Division in its headquarters and an expanded intelligence unit within it,
and a field brigade, known as the MACA Brigade, to command military support to civil authorities.
However, because the department at that time did not have a strategic planning process that would
have justified the need for those entities, we cannot conclude that the former adjutant general’s change
in emphasis was warranted. Although the department recently took steps to again implement a strategic
planning process, had it adhered to the principles of strategic planning in the past, many of the problems
associated with the former adjutant general’s organizational changes might have been avoided.

In its efforts to implement the former adjutant general’s perception of the organizational mission, the
department violated state and federal laws and regulations. First, the department established the new
organizational entities without obtaining state and federal approval. For example, the department did
not obtain the required approval from the state Department of Finance to establish the new entities
within its headquarters. Second, the department used federal troop command units for purposes not
authorized by the federal National Guard Bureau when it combined the resources assigned to the units
and formed a field command headquarters to support civil authorities.

We recommended that in order to avoid public concern and promote transparency and to comply with
state and federal laws, regulations, and administrative policies, the department continue its efforts to
reimplement a strategic planning process. This process should include the in-depth analyses of the
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threats and opportunities facing the department, including changes in the environment and leadership.
In addition, the department should obtain appropriate approvals from the state Department of Finance
and the federal National Guard Bureau before making organizational changes in the future.

Department’s Action: Corrective action taken.

The department reports that it has completed its reimplementation of a strategic planning process
that involved input from staff—a process it says continues to mature. The department reports it
continues to track organizational and operational goals to ensure allocation of resources and efforts
on priority issues related to the strategic plan. Management’s current focus requires that the status
of every goal be reported to management on a monthly basis. In addition, the department states
that it continues to refine and update its strategic plan.

Further, the department reports that it has confirmed with the National Guard Bureau that its
current efforts to complete reorganizations are in agreement with the policies, procedures, and
guidelines provided by the National Guard Bureau. The department also states that it has coordinated
current organizational changes with the Department of Finance and has received approval for

the current organizational configuration and is conducting discussions with the Department of
Finance to ensure the department gains approval prior to any future organizational changes.

Finding #8: The department inappropriately used federal counterdrug program funds to command the
MACA Brigade and establish its terrorist response capabilities.

The department directed the use of resources from the federal counterdrug program to operate the field
command headquarters and to establish weapons of mass destruction response teams beyond what
was federally authorized and funded. We believe this misuse of resources violated federal counterdrug
laws and regulations. In addition, the department could not prove that it ensured that all the misused
funds were reimbursed from other federal sources. Although we were able to confirm that most of the
$783,000 in misused counterdrug program funds were reimbursed, the U.S. Property and Fiscal Officer
(U.S. fiscal officer)—the federal agent of the National Guard Bureau that handles the federal property
and federal funds for the California’s Army Guard and Air Guard—was unable to provide evidence that
action was taken to reimburse more than $85,500 for Army Guard and Air Guard personnel pay and
allowances and equipment costs.

To ensure that all federal counterdrug program funds used for non-counterdrug activities are properly
reimbursed, the department should work with the U.S. fiscal officer to identify all the non-counterdrug costs
that have yet to be reimbursed and to ensure that the transfer of costs from the appropriate accounts occurs.
In the future, the department should not use counterdrug program funds for non-counterdrug activities.

Department’s Action: Corrective action taken.

The department reports that the U.S. fiscal officer has determined that no further reimbursement
would be appropriate for $66,000 of the $85,500 amount we identified in our report. According to
the department, the U.S. fiscal officer based his decision on his opinion that the amount was either
offset by previous reimbursements or cannot be validated as costs charged to the counterdrug
program. Reimbursement of the remaining amount will require a transaction at the National Guard
Bureau level and the U.S. fiscal officer is working with Air National Guard Financial Management
to enact the reimbursement to the counterdrug program.

Further, the department states its leadership, in conjunction with the U.S. fiscal officer, has
reviewed the restrictions for the use of counterdrug program funds and will not use these funds
for non-counterdrug program purposes without prior approval from the National Guard Bureau.
Also, the department stated it is in the process of establishing an internal control program that will
have the capability to review and audit financial transactions and cost allocations to ensure they
conform with federal and state guidelines.
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Finding #9: The department has not met recent force strength goals.

Although California’s Army Guard met its goal for federal fiscal year 2003, its performance in meeting
its goals for federal fiscal years 2004 and 2005 declined. According to the Army Guard, maintaining
prescribed force levels has become increasingly difficult because of several factors, including a
perceived lack of state incentives. However, if the department does not meet its force strength
targets, the National Guard Bureau may redistribute federal resources to states that do meet their
targets—resources the department needs to achieve its state mission of providing military assistance to
California’s civil authorities in times of insurgence or catastrophic events.

Like the Army Guard, the Air Guard has not met its force strength targets, and its performance

in meeting those targets has slipped over the past three years. Although the Air Guard achieved

93 percent of its force strength goal in federal fiscal year 2005, it ranked 38" among the 54 jurisdictions
(states, territories, and the District of Columbia). The Air Guard attributes its diminished ability to
meet force strength goals to the fact that goals are consciously set high to achieve optimum force
strength, the ongoing war, and a smaller pool of personnel with prior service to recruit from.

We recommended that the department identify and pursue the steps necessary to meet the force strength
goals set by the National Guard Bureau, including but not limited to identifying the most effective manner
to use the additional recruiting resources provided by the National Guard Bureau and continuing to pursue,
through the State’s legislative process, incentives it believes will encourage citizens to join the Guard.

Department’s Action: Pending.

The department states that its actions have resulted in the Guard meeting or exceeding its
national targets for both new recruits and overall end strength for the federal fiscal year ending
September 30, 2006. The department expects to sustain its success in maintaining overall force
strength through the newly released recruiting initiative called the Guard Recruiter Assistance
Program. Under this program, Army and Air guardsmen are encouraged to recruit for their
respective units through a $2,000 cash payment for each new member they recruit.

Further, the department points out that the federal government provides incentives to help
maintain force strength, such as $20,000 bonuses for enlistment and re-enlistment and $20,000 for
student loan repayments and education assistance. The department stated it continues to work with
the administration and the Legislature on a substantive benefits package to aid its recruiting and
retention efforts. For example, the department is pursuing legislation that would provide tuition
assistance, health care, vehicle license exemptions, state income tax exemptions, and several other
credits and incentives.

Finding #10: The department needs to improve its procedures for monitoring training attendance.

Because we found discrepancies in the attendance data reported by the Army Guard units and not all of
the units we contacted provided the information we requested, we could not verify the accuracy of the
reported attendance for 22 of the 25 Army Guard units we reviewed. Further, Air Guard headquarters
does not monitor training attendance; rather, it relies on the units to accurately report attendance.

In addition, neither the Army Guard nor the Air Guard fully responded to our requests for evidence

of actions taken for members with excessive unexcused absences from training. By retaining on its
rosters members who do not meet their training o