FEDERAL FUNDS

The State of California Takes Advantage
of Available Federal Grants, but Budget
Constraints and Other Issues Keep It
From Maximizing This Resource

Audit Highlights . .. REPORT NUMBER 2002-123.2, AUGUST 2003

Department of Finance response as of September 2004 and

Our review of federal grant Health Services response as of july 2004
funding received by California P July

found that:

M california’s share of

nationwide grant funding,
at 11.8 percent, was

only slightly below its

12 percent share of the
U.S. population.

Factors beyond the
State’s control, such as
demographics, explain
much of California’s
relatively low share of
10 large grants.

Grant formulas using out-
of-date statistics reduced
California’s award share
for another six grants.

In a few cases, California
policies limit federal
funding, but the effect
on program participants
may outweigh funding
considerations.

California could increase
its federal funding in some
cases, but would have to
spend more state funds to
do so.

continued on next page . . .

requested that the Bureau of State Audits determine

whether California is maximizing the amount of federal
funds it is entitled to receive for appropriation through the
Budget Act. Specifically, we were asked to examine the policies,
procedures, and practices state agencies use to identify and apply
for federal funds. We also were asked to determine if the State is
applying for and receiving the federal program funds for which it is
eligible, and to identify programmatic changes to state-administered
programs that could result in the receipt of additional federal funds.
Finally, the audit committee asked us to examine whether the State
is collecting all applicable federal funds or is forgoing or forfeiting
federal funds for which it is eligible. Specifically, we found:

The Joint Legislative Audit Committee (audit committee)

Finding #1: California’s share of federal grants falls short of
its population share, due in part to the State’s demographics
and federal grant formulas.

California’s share of total federal grants awarded during fiscal year
2001-02 was 11.8 percent, or $42.7 billion. This share is slightly
below California’s 12 percent share of the nation’s population
(population share). For 36 of 86 grants accounting for 90 percent
of total nationwide federal grant awards in fiscal year 2001-02,
California’s share was $5.3 billion less than an allocation based on
population share alone. Grants for which California’s share falls
below its population share include ones in which demographics
work against California, and formula grants that provide minimum
funding levels to states or use out-of-date statistics. With regard

to state efforts to gain federal funding, we found that state
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M In some instances,

California has lost

federal funds because of
its noncompliance with
program guidelines or by
not using funds while they
are available.

The statewide hiring freeze
and a pending 10 percent
cut in personnel costs may
further limit federal funds
for staff.

departments appear to use reasonable processes to identify new
or expanded funding from federal grants and do not miss grant
opportunities because of a lack of awareness.

Of the 36 grants for which the State’s share fell below its

total population share, 10 are due to California’s low share

of a particular demographic group. For example, California
received relatively little of the federal funds awarded to rural
communities for water and waste disposal systems in fiscal year
2001-02 because its rural population is low in relation to the
rest of the nation. In addition, California is the country’s sixth
youngest state, so it received less than its total population share
of grants to serve the elderly.

Funding formulas that do not allocate funds based on
populations in need result in a lower percentage of grant
funding for populous states such as California. Some grants
are awarded based on old statistical data that no longer reflect
the distribution of populations in need. For example, much

of a grant for maternal and child health services is distributed
according to states’ 1983 share for earlier programs, for which
California’s share was 5.8 percent. If the entire grant were based
on more current statistics, California’s award for fiscal year
2001-02 would be $23.6 million higher. Other grants provide
minimum funding to states without regard to need; the State
Homeland Security grant, for example, distributes more than
40 percent of its funds to states on an equal basis, with the
rest matching population share. For this grant, the average per
resident share for California will be $4.75, far less than the
$7.14 average per U.S. resident.

We recommended that as federal grants are brought up for
reauthorization, the Legislature, in conjunction with the
California congressional delegation, may wish to petition
Congress to revise grant formulas that use out-of-date statistics
to determine the share of grants awarded to the states.

Legislative Action: Legislation passed.

In September 2003, the Legislature passed an Assembly Joint
Resolution requesting that the California congressional
delegation use the opportunities provided by this year’s
reauthorization of several federal formula grant programs to
attempt to relieve the disparity between the amount of taxes
California pays to the federal government and the amount
the State receives in return in the form of federal formula
grants and other federal expenditures.
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Finding #2: State and local policies have limited California’s
share of federal funds in a few cases.

State and local policies limit California’s share of federal funds
for three programs. For the Special Education-Grants to States
(Special Education) grant, California’s share is less than would
be expected based on its number of children because of the local
approach to deeming children eligible for special education
services. California’s federal funding for the In-Home Supportive
Services program is also low because of a state program that pays
legally responsible relatives to be caregivers, a type of activity
that is ineligible for federal reimbursement. Another agency has
proposed changing the Access for Infants and Mothers and State
Children’s Health Insurance (Children’s Insurance) programs to
increase federal grant funding. These policies have affected the
State’s ability to maximize the receipt of federal funds. However,
we did not review the effects on stakeholders that a change in
government policies for these programs would entail, effects
that may outweigh funding considerations.

The State’s Residual In-Home Supportive Services program,
funded solely from state and county sources, has likely reduced
the participation of some eligible recipients in the federally
supported Personal Care Services program. Both programs
provide various services to eligible aged, blind, and disabled
persons who are unable to remain safely at home without this
type of assistance. The Residual In-Home Supportive Services
program provides additional services and serves recipients who
are not eligible for the federal program. In addition, the State’s
program allows legally responsible relatives to be caregivers to
recipients. Legally responsible relatives include spouses and
parents who have a legal obligation to meet the personal care
needs of their family members. The federal program, in contrast,
does not allow payments to such caregivers.

The Department of Health Services (Health Services), in
conjunction with the Department of Social Services, may be
able to apply for a waiver under the Medical Assistance program,
called Medi-Cal in California. This recently developed waiver
program, called Independence Plus, may allow states to claim
federal reimbursement for a portion of the expenditures for
caregiver services provided by family members. The departments
estimate that the State may be able to save $133 million of costs
currently borne by the State’s Residual In-Home Supportive
Services program if this waiver is pursued. They indicated that
they are jointly exploring the feasibility of this waiver.
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We recommended that Health Services continue to work with
the Department of Social Services to determine the feasibility
of pursuing an Independence Plus waiver that may allow

the State to claim federal reimbursement for a portion of

the expenditures for caregiver services provided by legally
responsible family members to participants in the In-Home
Supportive Services program.

Health Services’ Action: Corrective action taken.

Health Services says that in collaboration with the
Department of Social Services it submitted to the Centers
for Medicare and Medicaid Services in May 2004 an
Independence Plus federal waiver application seeking to
cover all In-Home Supportive Services residual services
through Medi-Cal. As of July 2004, Health Services indicated
that the application was undergoing review to determine
which services could be approved.

Finding #3: California is not obtaining the maximum funding
available from some federal grants, but to do so generally
would require more state spending.

The State has lost some federal dollars because departments were
unable to obtain the matching state dollars required by federal
programs. For example, a Health Services program to recognize
high-quality skilled nursing facilities would have received more
federal grant money had state matching funds been available.
For fiscal years 2001-02 and 2002-03, the federal government
agreed to provide as much as $16 million for the program. In
fact, however, Health Services received only $4 million in state
funding for this program during fiscal year 2001-02, and it
received no state funding for the program in fiscal year 2002-03
because of cuts in General Fund spending. Consequently, the
State received $12 million less in federal funding than it would
have if it had spent the originally planned state match.

In addition, a reduction in state funding for several transportation-
related funds may lead to the loss of federal funding for local
projects. For example, the Los Angeles County Metropolitan
Transportation Authority reported that if it could not replace traffic
fund contributions, it risked losing $490 million in federal funds
for one project. In April 2003, it requested that this project replace
other projects already earmarked for funding by another state
transportation fund in order to secure the federal funding. The use
of state matching dollars to maximize federal funds must, however,
be balanced against the State’s other priorities.
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We recommended that the Legislature may wish to ask
departments to provide information related to the impact of
federal program funding when it considers cuts in General
Fund appropriations.

Legislative Action: Unknown.

Finding #4: The State has lost and may continue to lose
some federal funds because of an inability to obligate funds,
federal sanctions, and budget constraints.

Over the last three fiscal years, agencies sometimes lost federal
funds by failing to obligate funds within the grants’ period

of availability. In addition, noncompliance with program
guidelines in four instances resulted in funding losses of more
than $758 million, mostly related to the lack of a statewide
child support automation system. Finally, the statewide hiring
freeze sometimes keeps agencies from spending available federal
funding on grants staff, and a pending budget cut of 10 percent
in personnel costs may further limit spending of federal funds.

Period of Availability

The most significant loss of federal funds resulting from a failure
to obligate funds within a grant’s period of availability relates to
the Children’s Insurance program grant, which is administered
by the Managed Risk Medical Insurance Board (board).
According to the board, over the last three years the State has
forgone as much as $1.45 billion in available federal funding
because of a slow start-up and limited state matching funds.

As a state initiating a new program, California’s need to enroll
clients led to a slow start-up of the Children’s Insurance program
and a resulting loss of federal funds, which primarily match a
state’s spending on insurance coverage for enrollees. According
to a report by San Diego State University, administrative start-
up costs made up a high proportion of total costs for states

with new Children’s Insurance programs, but the federal
Children’s Insurance program limits federal funding for these
costs to 10 percent of total program costs. Thus, states with new
programs had to bear most of the costs for outreach and other
administrative expenditures during this phase.

California has not had enough qualified program expenditures
to use its total annual allocations each year, but expenditures
have been rising steadily. According to estimates by the board,
reimbursable program expenditures will approximate its annual
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allocations in the next few years. Thus, the board estimates that
unspent grant funds that carry over from year to year, though
still large, will decline, and reversions to the federal government
will stop after October 2003.

Program Noncompliance

Noncompliance with program guidelines in four instances
resulted in funding losses of more than $758 million, mostly
related to the lack of a statewide child support automation
system. Since 1999, California has paid federal penalties for
failing to implement a statewide child support automation
system. Through July 2003, the total amount of federal
penalties paid by the State amounted to nearly $562 million.
The estimated penalty payment for fiscal year 2003-04 is
$207 million.

As a step toward eliminating the penalties, the Legislature
enacted Chapter 479, Statutes of 1999, providing guidelines for
procuring, developing, implementing, and maintaining a single,
statewide system to support all 58 counties and comply with all
federal certification requirements. In June 2003, the Department
of Child Support Services and the Franchise Tax Board, which is
managing the project, submitted a proposal to the Legislature

to enter into a contract with an information technology
company to begin the first phase of project development in
July 2003, with implementation in the 58 counties completed by
September 2008. The total 10-year project cost is $1.3 billion, of
which $801 million is for the contract. The federal government
has conditionally approved the project, which is estimated to be
eligible for 66 percent federal funding.

Hiring Freeze and Proposed 10 Percent Staff Reduction

In order to address the State’s significant decline in revenues,
Governor Gray Davis undertook several initiatives to reduce
spending on personnel. These included a hiring freeze in effect
since October 2001 and a 10 percent reduction in staffing
proposed in April 2003. The hiring freeze already has had a
negative effect on some federal programs, and the 10 percent
reduction may affect them as well. After the October 2001
executive order, the Department of Finance (Finance) directed
agencies, departments, and other state entities to enforce the
hiring freeze. It also established a process for exempting some
positions. The process includes explaining why a particular
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position should be exempted and what the effect of not
granting an exemption would be. Departments and their
oversight agencies must approve the exemptions and then
forward them to Finance for approval.

In response to our audit survey, staff at two departments said
the hiring freeze and an inability to obtain exemptions had
affected their federal programs negatively. In September 2002,
the U.S. Centers for Disease Control and Prevention (CDC)
wrote to Health Services noting vacant positions within the
State’s National Cancer Prevention and Control program

and difficulties in filling vacancies due to the state-imposed
hiring freeze as a major weakness. In a December 2002 letter

of response to the CDC, Health Services indicated that it had
filled some vacant positions, and in March 2003 Health Services
sent exception requests for five federally funded positions

to Finance, four of which Finance denied. As of June 2003,
Health Services said that the CDC planned to reduce its grant
for the 12 months ending June 30, 2004, to $8.4 million
from the $10.6 million awarded for the nine months ending
June 30, 2003. Health Services said an important element

in the CDC'’s reduction was Health Services’ inability to fill
vacant federally funded positions.

Similarly, the U.S. Department of Agriculture (USDA) informed
the Department of Education’s (Education) Nutrition Services
Division in September 2002 that through a management
evaluation it had identified corrective actions in several areas
where a lack or shortage of staff contributed to findings. It

was concerned about staffing shortages in a unit responsible

for conducting reviews and providing technical assistance to
sponsoring institutions participating in the child nutrition
programs. It warned that the USDA may withhold some or all
of the federal funds allocated to Education if it determines that
Education is seriously deficient in the administration of any
program for which state administrative funds are provided. In
May 2003, the State Superintendent of Public Instruction wrote
to the Governor’s Office asking for approval of a blanket freeze
exemption allowing Education to fill all division vacancies,
reestablish 12 division positions eliminated during the fiscal year
2002-03 reduction of positions, and exempt the division from a
proposed 10 percent reduction in staff.

We recommended that Finance ensure that it considers the loss
of federal funding before implementing personnel reductions
related to departments’ 10 percent reduction plans.
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Finance Action: Corrective action taken.

Control Section 4.10 of the 2003 Budget Act, approved by
Governor Gray Davis in August 2003, required the director
of Finance to reduce departments’ budgets by almost

$1.1 billion and abolish 16,000 positions. Finance states that
it specifically omitted any federal funds from its August 2003
notice to the Legislature identifying the appropriations to

be reduced in accordance with this section. It did this so
that departments would not be required to reduce federal
tund appropriations without full consideration of the effects.
Finance says that in implementing Section 4.10, federal fund
appropriations were reduced by $16.4 million.
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